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Economic issues of tax reforms

Экономические проблемы налоговых реформ
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Evaluating scenarios of a personal income tax reform in Russia 

E. V. Balatsky1, 2, a, N. A. Ekimova1, b

1 Financial University under the Government of the Russian Federation,  
 Moscow, Russian Federation
2 Central Economics and Mathematics Institute of the Russian Academy of Sciences (CEMI RAS), 
 Moscow, Russian Federation
a  0000-0002-3371-2229
b  0000-0001-6873-7146

ABSTRACT
This article is aimed at evaluating different scenarios of the personal income tax re-
form in Russia, intended to replace the flat tax scale with a progressive scale. To test 
the expediency of this plan, the authors present a three-parameter model to calculate 
the expected effects from different scenarios. The model is based on the idea that the 
best project should simultaneously reduce the assets ratio, increase budgetary rev-
enue and should minimize the risk of the reform’s non-fulfillment. The research relies 
on the statistical data on the population’s income distribution. To neutralize distor-
tions, the authors calibrated the initial statistical data on distribution in the high-in-
come group (tenth decile) of the population. The risk of non-fulfillment was assessed 
through an expert poll. The proposed model was used to test four reform projects, 
which were developed by the Government, the Communist Party, the Liberal Demo-
cratic Party, and the party “Just Russia”. It was found that the best project, according 
to the three parameters applied in the analysis, was the governmental project, which 
preserves the flat income scale and raises the rate from 13 to 15%. It was also shown 
that the other projects dramatically overestimated the growth in tax revenues due to 
incorrect calculations of the distribution of the population’s incomes in the tenth de-
cile group. Thus, at the moment there are no rational alternatives to the governmental 
project of the reform and there is also no consensus between the Russian opposition 
parties and the expert community, which prevents them from working together to 
design a single reform project. It is concluded that at present Russia needs a balanced 
project which would include multi-step adjustments of the personal income tax over 
an extended period of time – ten years or more. 

KEYWORDS 
progressive personal income tax; flat personal income tax; tax reform, social 
inequality; budgetary income 
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УДК 336.2; 336.02 Оригинальная статья

Оценка сценариев реформы подоходного налога в России

Е. В. Балацкий1, 2, а, Н. А. Екимова1, б

1 Финансовый университет при Правительстве Российской Федерации, г. Москва, Россия
2 Центральный экономико-математический институт РАН, г. Москва, Россия
а  0000-0002-3371-2229
б  0000-0001-6873-7146

АННОТАЦИЯ 
Целью статьи является оценка различных проектов реформирования подоход-
ного налога в Российской Федерации. Для обсуждения целесообразности отме-
ны плоской шкалы подоходного налога и ее замены на прогрессивную шкалу 
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авторы предлагают трехпараметрическую модель, позволяющую проводить 
сценарные расчеты ожидаемых эффектов от различных вариантов налоговой 
реформы. Главная идея модели состоит в том, что лучшим является такой про-
ект реформы, который дает лучший интегральный результат с учетом воз-
можного уменьшения коэффициента фондов, роста доходов бюджета и риска 
невыполнения проекта реформы. Информационным массивом исследования 
являются статистические данные о распределении доходов населения. Для 
нейтрализации искажений выполнена калибровка исходных статистических 
данных относительно распределения высокодоходной группы (десятого деци-
ля) населения. Риск невыполнения проекта оценивался на основе экспертного 
опроса. Разработанная модель была применена для проверки четырех проек-
тов реформы подоходного налога: проекта Правительства Российской Феде-
рации; проекта Коммунистической партии Российской Федерации; проекта 
Либерально-демократической партии России; проекта партии «Справедливая 
Россия». Апробация модели показала, что лучшим по трем параметрам являет-
ся проект Правительства РФ, предлагающий сохранить плоскую шкалу налога 
и повысить ставку с 13 до 15%. Также было выявлено, что предложения всех 
политический партий, выступающих за введение прогрессивной шкалы подо-
ходного налога в России, кратно завышают рост налоговых поступлений от вне-
дрения своих предложений из-за неправильного учета распределения доходов 
населения в десятой децильной группе. Все это свидетельствует об отсутствии 
рационального альтернативного предложения по внедрению прогрессивной 
шкалы подоходного налога, а также об отсутствии в России в настоящее время 
консенсуса между оппозиционными политическими партиями и экспертным 
сообществом, что не позволяет им выступить с единым и хорошо проработан-
ным проектом реформы подоходного налогообложения. Сделан вывод о том, 
что на данном этапе Россия нуждается в сбалансированном проекте введения 
прогрессивного подоходного налога с учетом многошаговых корректировок 
налоговой шкалы в течение длительного времени (10 лет и более).

КЛЮЧЕВЫЕ СЛОВА 
прогрессивный подоходный налог, плоская шкала подоходного налога, рефор-
ма налога, социальное неравенство, доходы бюджета

1. Introduction
The establishment of market econo-

my in Russia led to predictable income 
stratification of society. Social conflicts 
are becoming more intense and attract a 
lot of attention while the introduction of 
international sanctions limited the coun-
try’s budgetary revenues. Both prob-
lems could, at least partially, be solved 
through the introduction of a progressive 
personal income tax scale, which in Rus-
sia has been a widely discussed issue in 
the last two years. 

The analysis shows that society is di-
vided into two camps on the issue of intro-
ducing the progressive personal income 
tax. On the one hand, the State Duma re-
ceives constant proposals to introduce this 
fiscal instrument, on the other hand, the 
Russian government unfailingly refuses 
to back up these initiatives. Thus, in 2017 
three political fractions supported the 
draft law to introduce a progressive indi-

vidual income tax scale: the Communist 
Party of the Russian Federation (CPRF), 
the Liberal-Democratic Party of Russia 
(LDPR) and the Party “Just Russia” (PJR). 
The draft laws proposed by these parties 
differed only in details – in tax rates and 
the gradation of income. However, the 
government did not support these initia-
tives and in the end, the Duma rejected 
these draft laws. It should be mentioned 
that “Just Russia” submitted drafts for dis-
cussion in the Duma over ten times, with 
invariably negative results. In this case, it 
is impossible to overlook the fact that all 
projects to introduce the progressive per-
sonal income tax were always approved 
by the Parliament of the Kabardino-Balkar 
Republic. Thus, we can conclude that there 
is, so far, no political consensus in Russian 
society regarding the progressive person-
al impact tax. The situation got worse in 
2018, after the pension reform had been 
initiated. From that moment, it became 
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clear that the government chooses to solve 
budgetary problems at the expense of the 
poor, rather than rich, members of society. 

At present there are four projects of 
the reform proposed by the three political 
fractions (PJR, LDPR and CPRF) support-
ing the introduction of the progressive 
scale of income tax and the one proposed 
by the government, which would like to 
keep the flat scale while simultaneously 
raising its rate from 13% to 15%. Each of 
the scenarios is characterized by different 
risks of non-fulfillment. The aim of this 
article is to develop standard methodol-
ogy for the economic evaluation of tax re-
form projects and selection of the optimal 
one. Three groups of risks will be taken 
into consideration – fiscal (additional rev-
enue for the budget), social (changing the 
income disparity), and behavioral (the 
degree of project feasibility). The calcula-
tions should illustrate the functionality of 
the developed methodology so that they 
could be used in the future to examine 
other reform projects. 

For our analysis of the problems asso-
ciated with the tax reform it is important 
to remember that we are going to discuss 
the personal income tax, although this tax 
is not currently used in Russia and is sub-
stituted by its distant equivalent – the so-
called income tax on natural persons. The 
difference between them lies in the fact 
that the personal income tax takes into ac-
count the per capita family tax, while the 
income tax on natural persons is limited 
to the income of a specific person; in other 
aspects these two taxes are functionally 
identical. To ensure a smooth transition 
from the Russian income tax on natural 
persons to the internationally accepted 
personal income tax, we first need to en-
sure comparability of these taxes. 

2. Analytical overview of the problem 
Various aspects of social inequality 

and income tax are discussed in numerous 
publications; however, for the purposes of 
this article, it will be sufficient to point out 
several key ideas to show how this study 
fits into the general research trend. 

First and foremost, it should be noted 
that the majority of countries with a low 

share of the personal income tax in their 
budgetary revenues are also characterized 
by a low level of income, especially wages 
[1–4]. Although Russian people’s incomes 
have grown considerably in the last two 
decades, they still have not reached the 
level at which the personal income tax can 
become the fiscal dominant of the budge-
tary system. From this point of view, in 
Russia no adjustments to the system of 
the personal income tax can make the role 
of this tax more significant, and this fact 
should be taken into consideration while 
reforming the Russian tax system. 

It should be borne in mind that the 
transition of Russia to the flat scale of the 
personal income tax happened at the same 
time as similar reforms in other countries, 
for example, Sweden. Such political deci-
sions mainly stemmed from the under-
standing that, due to a large number of 
special regimes and benefits, this tax had 
probably lost much of its former effective-
ness, especially regarding its redistribu-
tion functions [5–7]. Econometric calcula-
tions in the following years showed that 
this tax is mainly oriented at leveling the 
wages, while its potential for the redistri-
bution of taxable incomes of high-income 
groups is, on the whole, low [8].

An important milestone in the re-
search of the personal income tax was 
the introduction of models of individual 
tax evasion, in which the function of util-
ity depended on the size of individual 
“wealth”. One of the first such models was 
proposed as far back as in 1972 [9], and it 
was followed by a stream of publications 
discussing its specific aspects [10; 11]. 
With reference to Russia, it was shown 
that the personal income tax played a 
modest role in the tax system due to vari-
ous tax evasion mechanisms used by high 
income taxpayers [8]. 

In the past decade in Russia, many 
studies have put emphasis on analyti-
cal description of the fiscal effects and 
the effects of social inequality. Thus, for 
example, the distribution of income in 
population groups was approximated 
using the Verhulst differential equation, 
which made it possible to obtain an ana-
lytical expression for the assets ratios, Gini 
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index and the coefficient of specific polar 
incomes, as well as to determine that there 
were no significant changes in the struc-
ture of income distribution in 2009–2015 
[12]. Another study applied a model of 
the income distribution function in Rus-
sia with the use of the two-parameter 
long-normal distribution, which allowed 
the authors to evaluate the assets ratio in 
1998 at the level of 17.6 for the country as 
a whole, while for Moscow it was at the 
breathtakingly high level of 46.0 [13].

More advanced recent research has 
been mainly aimed at modeling the pro-
gressive scale of the personal income tax. 
This trend was largely determined by the 
fact that the modern theory of optimal 
income taxation, which goes back to the 
works of J. Mirrlees [14], does not provide 
any comprehensive answers to the ques-
tion about the optimal progression degree 
for the personal income tax scale or the 
size of top rates and the range of their vari-
ations. Furthermore, the obtained analyti-
cal results are very sensitive to the initial 
suppositions and assumptions, which in 
their turn, according to some researchers, 
are themselves weakly grounded and in-
sufficiently substantiated [15]. Therefore, 
in 2011, R.O. Smirnov put forward a game 
model of constructing the progressive scale 
of the personal income tax using the dif-
ferential “coupling equation” as the main 
condition for the model’s solution [16]. 
The results he obtained made it possible 
to reduce the problem of selecting the top 
rates of the tax and the grades of the scale 
to the problem of choosing five entrance 
parameters for this model, which could be 
easily determined on the basis of statistical 
data. For the case of long-normal distribu-
tion of income, the progressive scale of the 
personal income tax was determined as 
fractions of the mathematical expectation, 
and the percentage (effect) of this type of 
tax from the aggregate tax revenue was ex-
pressed through the parameter of disper-
sion in the distribution [17].

Theoretical research in the sphere of 
taxation made it possible to determine 
that a small change of prices caused by the 
introduction of the personal income tax 
leads to a considerable change (deteriora-

tion) of the standard of living [18]. Further 
modeling of the economic effects from the 
introduction of the progressive personal 
income tax allowed the researchers to de-
rive the function of the redistribution of 
the tax burden and to compare multiple 
variants of the non-linear tax [19].

As for the flat personal income tax 
scale, it was shown that the instruments 
ensuring its progressiveness are the stan-
dard benefits. However, the incomplete 
and delayed indexation of the benefits of 
the income tax on natural persons and the 
abolition of the standard benefit led to a 
decrease in the progressiveness of the per-
sonal income tax in the decade following 
its introduction. The emerging effect of 
“cold progression” lead to additional tax-
ing of the sums which should have been 
removed from the taxable base due to the 
social purpose of the taxes [20].

In recent years, some ultramodern 
instrumental approaches to studying the 
income tax phenomenon have been de-
veloped, including analysis of the dynam-
ics of income tax evasion based on the 
standard model of statistical mechanics, 
namely, the Ising model of ferromagne-
tism [21]. This approach falls within the 
framework of econophysics and makes it 
possible to examine a heterogeneous so-
ciety whose agents are characterized by a 
certain social temperature and connection 
with the external fields that govern their 
behavior. This new approach to modeling 
allows us to analyze big communities con-
sisting of at least four different interacting 
types of agents. 

Research based on the agent-oriented 
models and aimed at studying behavioral 
and social aspects of taxation has also re-
cently gained popularity. Thus, there are 
works aimed at determining the role of 
professional affiliation in the observance 
of tax legislation (tax discipline) and the 
conditions of auditing (checking) a fixed 
number of taxpayers for each type of pro-
fessions [22]. 

There are also some model applica-
tions of the imitation type used to assess 
different scenarios of the income tax re-
form. One of them is the MIKMOD-ESt 
model, which belongs to the class of the 
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so-called micro-simulation models [23]. 
This model was developed and is used by 
the German Federal Ministry of Finance 
to evaluate different proposals regarding 
the reform of the income tax of individu-
als. Its advantage is the total inclusion of 
all taxpayers with the above-threshold in-
come, which makes it possible to conduct 
calculation experiments even for the most 
selective reforms. Its drawback is the ab-
sence of information necessary for model-
ing the behavioral reactions of taxpayers 
to the changes in taxation. 

Various models of the progressive 
scale of the income tax based on the 
principle of multiplicator-accelerator re-
main relevant. It is believed that in the 
cases of non-linear progressive taxation, 
an increase of tax rates could destabilize 
economic growth [24]. The advantage of 
such models is that they demonstrate con-
ditions for stable growth as a “corridor” 
of parameter values for the fiscal regime 
of stability and such findings can thus be 
used in policy-making.

There is also vast research literature 
focusing on the risks associated with tax 
reforms. Currently there are various defi-
nitions of this concept (for more detail 
see [25; 26]). In spite of the multitude of 
approaches to their interpretation, all au-
thors agree that tax risks are caused by the 
uncertainty of both external and internal 
environment, they are connected with the 
threat of financial and other losses for the 
state and taxpayers, they have a negative 
character and are rather hard to identify 
and to assess [27].

Causes of uncertainty include the fol-
lowing categories of risks [28]: information 
risks connected with different interpreta-
tions of legislative acts; risks associated 
with tax liabilities (managerial mistakes, 
drawbacks of the document flow, portfolio 
risks, etc.); risks of the environment result-
ing from uncertainties in the enforcement 
of tax legislation; and reputational risks, 
that is, adverse impacts on reputation of 
companies. Some authors extend this list 
to include risks of financial accounting 
and management [29]. Moreover, many 
researchers believe that tax risks result 
from the great tax burden, which makes 

taxpayers try to evade their tax obliga-
tions and thus contributes to the growth 
of the shadow economy [30; 31]. This is 
the key argument of those who advocate 
the flat scale of the income tax on natural 
persons when discussing the choice of a 
taxation system for Russia. Specifically, 
the Russian government has rejected all 
the draft laws for changing the taxation 
system pointing out the negative experi-
ence of 1992–2000 when the progressive 
scale of tax rates was used in Russia. These 
negative effects included difficulties of ad-
ministrating and the attempts of taxpay-
ers (both employers and employees) to 
reduce the tax burden by minimizing the 
paid (received) income. Furthermore, the 
government maintained that the introduc-
tion of the flat scale of income tax on natu-
ral persons in 2001 contributed not only to 
the increase of tax revenue, but also to the 
stabilization of tax collection. 

We share the view of L. Lykova [32], 
who examined the possibility of restoring 
the personal income tax in Russia and of-
fered a quantitative evaluation of the pos-
sible results of this step for three hypothet-
ical scenarios of the reform. In particular, 
she shows the drawbacks of the existing 
statistical information and models the in-
come distribution curve. The calculations 
of the budgetary revenue and the decile 
coefficient demonstrated that none of the 
three scenarios ensures a considerable 
reduction in the decile coefficient, which 
supports the conclusion of the previous 
studies that showed the weak redistribu-
tion function of the personal income tax. 

I. Mayburov and A. Kireenko [33] 
discuss the influence of election cycles on 
the Russian tax system and show that the 
tax burden on the main elements of GDP 
increases during the first years of the po-
litical cycle and decreases during its last 
years. Thus, in the pre-election period, 
the nominal tax burden on the economy 
is constantly decreasing, in the election 
year and the following year of the election 
cycle the effective rates of revenue, con-
sumption and labor rise; these effective 
tax rates go down in the following years. 
Consequently, the starting date of the tax 
reforms is crucial for their implementa-
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tion and the choice of this date should take 
into account the beginning of the election 
cycle. 

In the following sections of the ar-
ticle we are going to combine some of 
the above-mentioned aspects of taxation 
within the framework of a single analyti-
cal scheme which would include the real 
projected parameters of reforms and mod-
el constructions. 

3. The three-parameter model  
of the progressive personal income tax

We use a three-parameter model 
to evaluate the expediency of introduc-
ing the progressive personal income tax. 
In this case, the model scheme will take 
into account the three key parameters – 
social (assets ratio), fiscal (growth in tax 
revenue), and behavioral (the degree of 
the project’s feasibility). In other words, 
it is expected that the introduction of the 
progressive personal income tax should 
lead to a reduction in the assets ratio and 
growth in tax revenue. It is also important 
to take into consideration the risk that the 
reform will fail, that is, it will not reach 
the desired effect. The main idea of this 
scheme is that the calculations should be 
based on these three parameters. Let us 
take a closer look at all the dependences 
that would be used further. 

The initial value of the assets ratio, 
that is, before the progressive scale of the 
personal income tax is introduced, is cal-
culated in a rather trivial way:

= 10
0

1
,DF

D  
(1)

where D1 and D10 signify the income of the 
1st and the 10th decile groups. 

The initial value of tax revenues from 
the personal income tax could be evalu-
ated by the following simplified equation: 

α= −0 ,T D V  (2)
where D is the population’s aggregate in-
come; α is the basic rate of the personal in-
come tax1; and V is the tax benefits.

Then the assets ratio after the intro-
duction of the progressive personal in-
come tax is calculated as:

1 In the existing system of flat taxation α = 13%.
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where *
1D , *

10D  stand for the aggregate in-
come of the 1st and the 10th decile groups 
after the introduction of the progressive 
scale of the personal income tax. 

In the simplest case it is possible to 
neglect the tax benefits (V = 0). Then the 
whole effect of the tax reform is deter-
mined by the new value (after the intro-
duction of the progressive personal in-
come tax) of the income of the 10th decile 
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where Wmax is the maximum income for 
the basic rate of taxation (α); L10 is the size 
of the 10th decile group; L10, i is the size of 
the i subgroup of the 10th decile group; 
βi and βj is the tax rate of the i and the j 
subgroups of the 10th decile group, corre-
spondingly; W10, j, max is the upper income 
threshold of the j subgroup of the 10th de-
cile group; W10, i, min and W10, j, min are the 
lower income threshold of the i and the 
j subgroups of the 10th decile group, cor-
respondingly; 10.iW  is the average income 
of the i subgroup of the 10th decile group; 

= ;1,i n  = ;1,j n  n = 5.
The volume of tax revenues from the 

personal income tax after the introduction 
of the progressive scale is calculated ac-
cording to the formula: 
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(5)

For further analysis, it is necessary to 
evaluate the two parameters mentioned 
above: the change of the assets ratio af-
ter the introduction of the progressive  
scale

∆ = −1 0 ,F F F  (6)

(4)
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and the absolute and the relative change 
of tax revenues regarding the personal in-
come tax

∆ = −1 0 ,T T T  (7)

λ = ∆ − ⋅0( / 1) 100%.T T  (8)
To compare different scenarios of the 

tax reform, criteria (6) and (8) can be ag-
gregated into one with the help of mass 
coefficients ζ and 1 – ζ. Then it is possible 
to use the simplest convolution equation: 

(1 ) ,Q Fζλ ζ= + − ∆  (9)
where ζ is the mass coefficient.

To compare the scenarios in which the 
progressive scale is introduced with that 
of changing the flat scale, it is sufficient to 
evaluate the tax revenues for the second 
case according to the equation:

α= −1 * *,T D V  (10)
where α* is the new flat rate of the per-
sonal income tax. 

However, even the combination of 
the fiscal and social effects does not allow 
us to determine the best reform scenario 
as we need to take into account one more 
important parameter – risk (R). Risk in 
this case is understood as the probabil-
ity that the scenario will not in practice 
provide the desired effect. In this sense, 
integral effect Q acts as the potential effect 
that could be reached fully or partially in 
the implementation of the project. Thus, 
to make a decision regarding the expedi-
ency of the project, it is necessary to have 
one more project feature – the size of the 
risk of its fulfillment/non-fulfillment. The 
combination of the potential effect with 
the rate of risk makes it possible to assess 
the factual (real) effect. 

At the qualitative level, it is evident 
that the government’s project and the 
project proposed by the PJR include a low 
risk; the CPRF project, a medium risk; and 
the LDPR project, a high risk. However, 
this rough estimate of risk does not allow 
for a correct comparison of these projects, 
which differ considerably in the size of 
their potential effect. To do this, a concrete 
index of risk R is needed, with its specific 
quantitative value. This index could be 
used to range the projects of the personal 

income tax reforms on the basis of the ag-
gregate criteria of result E. 

Theoretically, the aggregate criterion 
E could be set in the additive and the mul-
tiplicative form. In instrumental terms, the 
multiplicative criterion is preferable and 
could be written the following way: 

= −(1 ),E Q R  (11)
where the potential fiscal-social effect 
Q is corrected by the factor of reliability 
D = 1 – R, which is the measure reverse to 
risk R. It is easy to see that the reliability 
coefficient D acts as some kind of efficien-
cy coefficient. Thus, equation (11) includes 
a maximally transparent interpretation of 
the modeled process: the final effect is the 
value of the potential effect with the as-
sessment of the efficiency coefficient of the 
given reform scenario. 

The equations we applied above make 
it possible to accurately determine the so-
cial and fiscal results of both scenarios 
with different progressive scales of the 
personal income tax and the scenarios of 
simply changing the flat scale. 

4. Initial data for modeling 
All macroeconomic evaluations of tax 

effects, as a rule, are relative and are not 
supposed to be highly precise. However, 
our task in this case is to make our calcu-
lations as accurate as possible to under-
stand the comparative effect of different 
scales – the flat one and the progressive 
one. To achieve this, it is necessary to pre-
pare the initial data for macro-calculations 
very thoroughly. Below we present the 
algorithm of calibrating the statistical ag-
gregates and their “corrected” values that 
will let us obtain non-contradictory results 
in the future. 

The first set is the data on the distribu-
tion of the population’s incomes broken 
into groups, each comprising 10% (Ta-
ble 1). To balance all values, the last col-
umn of Table 1 is calculated as the product 
of columns 3 and 4, which led to a small 
error compared with the Rosstat data. 

We can also  use the information on 
the distribution of the population’s in-
comes by social groups to look at income 
intervals (Table 2). 
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Table 1 
Distribution of monetary income by 10% groups of the population in 2016 

Income 
groups

Share of the group in the total 
volume of the population’s 

monetary income, %*

Size of the 
group,  

ths. people

Average monetary 
income per capita, 
RUB per month*

Monetary income 
of the group  
in 2016, RUB

First 1.9% 14,680,400 5,983 1,053,993,998,400
Second 3.4% 14,680,400 10,368 1,826,476,646,400
Third 4.5% 14,680,400 13,704 2,414,162,419,200
Fourth 5.6% 14,680,400 17,107 3,013,651,233,600
Fifth 6.8% 14,680,400 20,875 3,677,440,200,000
Sixth 8.2% 14,680,400 25,313 4,459,259,582,400
Seventh 10.0% 14,680,400 30,903 5,444,020,814,400
Eighth 12.6% 14,680,400 38,632 6,805,598,553,600
Ninth 16.7% 14,680,400 51,305 9,038,135,064,000
Tenth 30.3% 14,680,400 93,253 16,427,896,094,400
Total – 146,804,000 – 54,160,634,606,400

* See: Social position and living standards of the population – 2017, Table 6.3.

Table 2
Distribution of the population’s income by social groups with account  

for income intervals, 2016 
Average monetary 

income per capita per 
month, RUB*

Boundaries of the average 
monetary income per capita 

per year, RUB

Distribution of the 
population by income 

groups, %*

Size of social 
groups, people

below 7,000 below 84,000 6.0% 8,808,240
7,000.1–100,000 84,000–120,000 7.9% 11,597,516
10,000.1–14,000.0 120,000–168,000 12.0% 17,616,480
14,000.1–19,000.0 168,000–228,000 14.3% 20,992,972
19,000.1–27,000.0 228,000–324,000 18.2% 26,718,328
27,000.1–45,000.0 324,000–540,000 22.7% 33,324,508
45,000.1–60,000.0 540,000–720,000 8.5% 12,478,340
over 60,000.1 over 720,000 10.4% 15,267,616
Total  – – 146,804,000

* See: Social position and living standards of the population – 2017, Table 6.3.

We can compile the final decile table 
of the population’s income (Table 3) by 
combining the data from Table 1 and 
Table 2 with the standard formula of cal-
culating deciles2. The values from Table 3 
will be used at a later stage of our research 
to verify the two basic conditions of cali-
brating calculations. 

The key principle in modeling the in-
troduction of new tax scales and its results 
is that changes in taxation affect only two 
decile groups – the first and the tenth. The 
first is affected through tax benefits and re-
duction/abolition of the personal income 
tax rate; the tenth, through the introduc-

2 See: https://studfiles.net/preview/ 
5316597/page:4/

tion of the progressive personal income 
tax scale. Thus, eight decile groups do not 
take part in our calculations and do not 
influence the final calculations. Besides, 
the tenth decile is broken into five income 
groups, and the data for these groups are 
provided by the official web-site of the 
State Duma3.

Furthermore, the tax system in Russia 
deals with the so-called taxpayer, while 
the data in Table 3 encompass the whole 
population of the country, including non-
working groups. Therefore, in Table 3 we 
need to focus on the average income of 
the taxpayer: the average income of the 

3 See: http://sozd.parlament.gov.ru/bill/ 
427315-7

https://studfiles.net/preview/ 5316597/page:4/
https://studfiles.net/preview/ 5316597/page:4/
http://sozd.parlament.gov.ru/bill/ 427315-7
http://sozd.parlament.gov.ru/bill/ 427315-7
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population is corrected with the help of 
the coefficient that takes into account the 
share of the adult population4, which ac-
counts for 78% of the total population. To 
simplify the analysis, it is assumed that 
this share is the same for all decile groups, 
each of them is reduced by this value, and 
afterwards the taxpayer’s average income 
is calculated again. 

The first condition of calibration is used 
to evaluate the average income of the 
lower income group of the 10th decile: 
W9 < W10.1, that is, the average income of 
even the lowest subgroup of the top decile 
cannot be smaller than the average income 
of the previous decile group. If we conduct 
calculations of this parameter for the sub-
group 10.1 using the rule of the arithmetic 
mean, as the analysts of all major political 
parties – CPRF, LDPR and PJR – do, the 
above-mentioned condition will not be 
observed. It happens because the distribu-
tion of income inside the income group is 
configured in such a way that it is heav-
ily left-weighted – to the lower boundary 
of income, while common averaging pre-
supposes the concentration of taxpayers 
in the middle of the income interval or its 
even distribution over the whole income 
interval. Such simplification could result 
in serious calculation errors in the calcu-
lation of the socio-economic effect from 

4 According to the methodology of the World 
Inequality Lab, we shall assume that the adult 
population are people aged 20 and over.

Table 3
Decile table of the population’s income, 2016 

Decile Boundaries of the 
average per capita 
income per year, 

RUB 

Size of 
the group, 

people

Average per 
capita income 

per month, 
RUB

Average per 
capita income 
per year, RUB 

Income of the 
group per year, 

RUB 

First 0–102,228 14,680,400 5,983 71,796 1,053,993,998,400
Second 102,228–144,400 14,680,400 10,368 124,416 1,826,476,646,400
Third 144,400–184,400 14,680,400 13,704 164,448 2,414,162,419,200
Fourth 184,400–227,161 14,680,400 17,107 205,284 3,013,651,233,600
Fifth 227,161–269,119 14,680,400 20,875 250,500 3,677,440,200,000
Sixth 269,119–332,440 14,680,400 25,313 303,756 4,459,259,582,400
Seventh 332,440–385,187 14,680,400 30,903 370,836 5,444,020,814,400
Eighth 385,187–529,533 14,680,400 38,632 463,584 6,805,598,553,600
Ninth 529,533–728,471 14,680,400 51,305 615,660 9,038,135,064,000
Tenth over 728,471 14,680,400 93,253 1,119,036 16,427,896,094,400

Assets ratio 15.6 54,160,634,606,400

the introduction of the proposed scales of 
the progressive personal income tax (this 
question will be discussed in more detail 
further). 

Thus, we need to deal with the prob-
lem of defining the corrective effect of the 
coefficient for the calculation of the aver-
age income of the 10th decile’s subgroups. 
Let us suppose that the average per capita 
income in the lower subgroup of the 10th 
decile, that is, in subgroup 10.1, should 
be at least 5% higher than the average 
income of the 9th decile. Then it equals  
65,5345· 1.05 = 68,810 RUB per month, or 
825,728 RUB per year. Based on this, it is 
easy to determine the aggregate income 
of subgroup 10.1 (D10.1) as the product of 
the size of the group (L10.1) and the aver-
age income (W10.1), that is, D10.1 = W10.1 · L10.1. 
After that, the corrective coefficient (k) 
is calculated according to the formula of 
aggregation of the income boundaries:  
k = (W10.1, max + W10.1, min) / W10.1. The calcu-
lations produce the coefficient k = 4.52.

The obtained numerical value is 
highly significant due to its considerable 
difference from the standard correction 
coefficient k = 2. It means that all the ex-
isting applied macro-assessments of the 
budgetary income from the introduction 
of the progressive personal income tax 
are overestimated 1.5–2 times due to the 

5 The re-calculation was carried out for the 
adult population.
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incorrect distribution of taxpayers inside 
the high-income subgroups. 

For other subgroups of the 10th de-
cile, the aggregate income is calculated as 
the difference of the income of the whole 
decile group and the income of the lower 
subgroup (10.1). Afterwards, their com-
mon correction coefficient is calculated ac-
cording to the following equation: 

5
10, , 10, ,

10,
10 10.12

,i min i max
i

i

W W
k L

D D=

+
=

−∑
  
(12)

where D10 is the aggregate income of the 
10th decile group and D10.1 is the aggregate 
income of the lower subgroup of the 10th 
decile group. 

The result of our calculation is a com-
mon value for the correction coefficient  
k = 3,56. However, with the values we have 
for group 10.4, the second condition of calibra-
tion is violated: W10.4, min < W10.4 < W10.4, max. 
According to this condition, the average 
income of the subgroup should be within 
the corresponding income intervals. Such 

violation of the boundaries of the intervals 
is unacceptable and requires additional 
correction, which is done with the help of 
an expert review with the consequent re-
distribution of income of subgroup 10.4 
in favor of subgroup 10.5. The final cor-
rection coefficients for the subgroups look 
the following way: k10.1 = 4.52; k10.2 = 3.56;  
k10.3 = 3.56; k10.4 = 2.90; k10.5 = 3.99.

To illustrate the calibration conditions 
(12), let us examine Figure 1, which shows 
different distributions of taxpayers inside 
the income subgroup of the high income 
group. An evident simplification of this 
scheme is the linear character of the dis-
tribution function L(W). However, instead 
of a horizontal line corresponding to the 
hypothesis of averaging the subgroup’s 
income, this straight line changes its angle 
and thus shows where the greatest tax-
payer mass is concentrated; the area of the 
figure does not change because the total 
volume of the subgroup’s income does 
not change. 

 

k < 2  

k = 2 

k > 2 

Income, W   

Population
size, L(W) 

W10, i, min  W10, i, mix  
Figure 1. Distribution of the population inside income groups of the 10th decile

Table 4
Initial data on the incomes of high-come population groups, 2016

Decile 
groups and 
subgroups

Size of 
subgroups, 

people

Lower boundary 
of the annual 
income, RUB

Higher boundary 
of the annual 
income, RUB

Income of the 
group

Average annual 
income of the 
taxpayer, RUB

First 11,493,000 0* 102,230* 1,053,993,998,400 91,707
Ninth 11,493,000 529,533* 728,471* 9,038,135,064,000 786,403
Tenth 11,493,000 728,471** – 16,427,896,094,400 1,429,383
10.1 11,008,820 728,471 3,000,000 9,090,246,885,680 825,724
10.2 448,800 3,000,000 10,000,000 1,637,055,302,221 3,647,628
10.3 34,369 10,000,000 500,000,000 4,918,177,769,408 143,099,240
10.4 587 500,000,000 1,000,000,000 303,620,689,655 517,241,379
10.5 424 1,000,000,000 – 478,795,447,436 1,129,234,546

* Data for the whole population.
** Data used both for the whole population and for the taxpayer. 
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As a result of our correction calcula-
tions, we now can form the initial data suf-
ficient to assess the feasibility of introduc-
ing the progressive personal income tax in 
Russia (Table 4). 

5. Expert risk assessment  
of the tax reform scenarios 

The main risk of all tax reform scenar-
ios is that the planned budgetary revenue 
will not be accumulated, consequently, the 
incomes of high-income groups will not 
be duly reduced and neither will social in-
equality. Keeping this in mind, we suggest 
a procedure of expert poll aimed at clari-
fying the feasibility degree of each of the 
four scenarios of the personal income tax 
reform. Our questionnaire consists of just 
one question supplied with a methodolog-
ical commentary for the surveyed experts: 
“Currently there are three scenarios of re-
forming the income tax system in Russian 
public discourse, presented by three polit-
ical parties and based on the introduction 
of the progressive scale of taxation. More-
over, there is an alternative scenario pro-
posed by the government, based on keep-
ing the flat scale of the income tax with an 

insignificant increase of the tax rate (from 
13 to 15%). Please give your expert opin-
ion on the degree of feasibility of each of 
the four reform scenarios, taking into con-
sideration that the increase of the tax rate 
will provoke tax evasion (last column of 
the Table). Your assessment should be on 
the scale from 0 to 100%, where 0 means 
that the consolidated budget will receive 
no additional revenue, and 100 means that 
the budget will receive the whole planned 
additional revenue”.

To simplify the assessment, the ex-
perts were given a table with a brief de-
scription of the four reform scenarios. 
Averaged assessments of the poll and the 
additional statistical characteristics are 
presented in Table 5. 

Our poll was of experimental char-
acter and included only 15 Russian eco-
nomic experts specializing in taxation and 
taxation risks. The experts included repre-
sentatives from the Ural Federal Universi-
ty, Southern Federal University, Financial 
University under the Government of the 
Russian Federation, and the Central Eco-
nomics and Mathematics Institute of the 
Russian Academy of Sciences. 

Table 5
Parameters of the four personal income tax reform scenarios in Russia

Scenario Annual income inter-
val, RUB

Tax rate Feasibility 
degree of the 
scenario, (D), 

in % (from  
0 to 100)

Range 
of 

assess-
ments

Polari-
zation 
coeffi-
cient

Lower 
boundary

Upper 
boundary

CPRF 0 100,000 5% 28.3 10–40 30
100,001 3,000,000 5,000 RUB + 13% from the 

sum over 100,000 RUB
3,000,001 10,000,000 382,000 RUB + 18% from the 

sum over 3,000,000 RUB
10,000,001 – 1,642,000 RUB + 25% from the 

sum over 10,000,000 RUB
LDPR 0 180,000 0% 8.3 0–20 20

180,001 2,400,000 13% from the sum over 
180,000 RUB

2,400,001 100,000,000 288.6 ths. RUB + 30% from the 
sum over 2,400,000 RUB

100,000,001 – 29,568.6 ths. RUB + 70% from 
the sum over 100,000,000 RUB

PJR 0 24,000,000 13% 51.7 15–80 65
24,000,001 – 3,120 ths. RUB + 18% from the 

sum over 24,000,000 RUB
Govern-
mental

Rate increase from 13 
to 15%

All categories of the population 
except for the poorest groups 

98.4 95–100 5
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The analysis of Table 2 shows that, ac-
cording to all our experts, the most reliable 
is the scenario suggested by government, 
while the most unrealistic and unachiev-
able one is the rather radical project of the 
LDPR. Compared to it, the CPRF project 
is more realistic, while the PJR project is 
even more feasible. The coefficient of po-
larization, understood as the difference 
between the maximum and the minimum 
assessments of the experts, showed that the 
smallest discord of opinions characterized 
the government’s project, and the greatest – 
that of the PJR. Disagreement among the 
experts about the PJR scenario is explained 
by the fact that this scenario is riddled with 
contradictions in the sense that it proposes 
a transition from the flat to the progressive 
scale of the personal income tax, but at the 
same time uses very modest quantitative 
assessments and has all the features of a 
“palliative” medium scenario which will 
not bring any noticeable social changes. 

The results of expert assessments 
shown in Table 5 are very important for 
understanding the true scale of the prob-
lem of tax reforms. For example, there is 
an almost 12 times difference between the 
tax collection in the government’s project 
and the LDPR project, which shows how 
hard it is to ensure an efficient transition 
from the flat to the progressive scale. Such 
figures unequivocally point to the fact that 
the establishment of a new scale of the 
income tax on natural persons will most 
likely be accompanied by a sharp drop in 
tax collection. 

It should be noted that due to the lack 
of reliable statistical data on the feasibil-
ity of these scenarios, there is practically 
no other way to assess the project’s risks 
but to conduct an expert poll. No model 
constructions can give help us asses the 
project’s risks based on the available sta-

tistical data. Meanwhile, the questionnaire 
survey enables us to use the experience 
and intuition of experts, who in many 
cases very accurately predict the results of 
future reforms. If the experts are carefully 
selected and their number is maximized 
(for example, 100–150 people), it is possi-
ble to achieve a sufficiently high accuracy 
of assessment. If necessary, it is possible to 
use the procedure of open group discus-
sion and to obtain a series of group assess-
ments, each be based on consensus. 

6. Results of analytical calculations 
In the previous sections we have pre-

sented results of the preparatory analysis 
of different reform scenarios. In this sec-
tion, we are going to describe the ana-
lytical calculations which would allow 
us to obtain practically relevant results. 
To achieve this, we will use the convolu-
tion of criteria (9) and obtain the integral 
evaluation of the scenario based on two 
parameters – social and fiscal. To calcu-
late the mass coefficient ζ, we are going 
to assume that the fiscal and social effects 
of the four scenarios shown in Table 5 are 
equal in sum. Then the condition for the 
calculation of the mass coefficient will 
look the following way: 

4 4

1 1
(1 ) ,j j

j j
Fζ λ ζ

= =
= − ∆∑ ∑

 
(13)

where j is the index of the tax reform proj-
ect (four projects in total). 

The calculations give us the mass co-
efficient ζ = 0.153. Then integral criterion 
(9) for the evaluation of each project will 
look the following way:

0.153 0.847 ,Q Fλ= + ∆  (14)
The calculations based on equation 

(14) make it possible to describe a single 
fiscal-social result of the scenarios (Table 6). 

Table 6
Fiscal-social result of the reform 

Scenarios Social inequality Revenues of the state
Assets ratio 

(F)
Change of the assets 

ratio (∆F)
Absolute increment 
(∆T), trillion RUB

Relative increment 
(λ), %

CPRF 13.7 –1.9 0.49 7.0%
LDPR 12.4 –3.2 1.02 14.5%
PJR 15.3 –0.3 0.27 3.8%
Governmental 15.6 0.0 1.08 15.4%
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With the help of the expert assess-
ments of the projects’ feasibility we can 
now calculate the cumulative effect (11): 
E = QD. In this case, index D is calculated 
as a share (D < 1) and, as it has already 
been mentioned, acts as a kind of efficien-
cy coefficient. The results of applied calcu-
lations are presented in Table 7. 

Table 7
Generalized assessment of the scenarios 
Scenario Integral 

criterion 
(Q)

Feasibility 
degree (D)

Generalized 
assessment 

(E)
CPRF 2.68 0.283 0.76
LDPR 4.93 0.083 0.41
PJR 0.83 0.517 0.43
GRF 2.36 0.984 2.32

The expert evaluations make it possi-
ble to range the reform projects by the val-
ue of the expected actual (real) fiscal-social 
effect E. In particular, there are interesting 
shifts between the governmental, CPRF 
and LDPR projects. The four projects had 
the following rating by integral criterion 
Q: LDPR – 1, CPRF – 2, governmental – 3, 
PJR – 4. If we apply the generalized as-
sessment criterion, however, the hierar-
chy of projects looks completely different: 
LDPR – 4, CPRF – 2, governmental – 1, 
PJR – 3. Thus, the LDPR project, which 
was the most preferable in terms of its po-
tential effect, dropped to the bottom of the 
list when the risk of non-collection of taxes 
was taken into account, while the govern-
mental project, on the contrary, rose from 
the third to the first place. At the same 
time, the PJR project slightly improved its 
position and moved from the last to the 
third place, while the CPRF kept its sec-
ond place. 

It is necessary to pay attention to the 
fact that the hierarchy of priorities es-
tablished earlier [34] and based on the 
simple qualitative risk assessment of the 
projects was exactly the same as the hi-
erarchy based on the quantitative proce-
dure that used the experts’ evaluations, 
which proves the accuracy and relevance 
of our results. It means, in fact, that our 
qualitative assessment of the projects’ 
risks matched the quantitative assessment 
obtained after the expert poll. Obviously, 

this methodology could be used in the 
future to conduct two-stage assessment 
of projects’ risks, with the first step con-
sisting of a rough qualitative assessment, 
which is specified, if necessary, at the sec-
ond stage by a more precise quantitative 
evaluation. 

These macroeconomic assessments 
lead us to the following conclusions. 

Firstly, the results of introducing a 
progressive personal income tax scale are 
much more modest than it was declared 
in the analytical notes of the political par-
ties. For example, the additional revenue 
from the reforms, according to the CPRF, 
should be 1.15 trillion rubles6, while our 
assessment shows that it is 2.3 times 
smaller. It should be noted that the initial 
data for our calculations and those carried 
out by the CPRF were practically identi-
cal, so the results are comparable without 
any special reservations. This fact testifies 
to the existence of serious methodological 
drawbacks in the simplified macroeco-
nomic calculations of the CPRF analysts. 
The assessment of additional revenue in 
the LDPR project was 2.05 trillion rubles7, 
which also exceeds by two times our as-
sessment. Finally, the sum of 0.20 trillion 
rubles8 indicated in the PJR project is, on 
the contrary, 35% less than our final as-
sessment. 

Secondly, the above-mentioned over-
estimation of the additional revenue from 
the tax reform makes it possible to con-
clude that it is important to adjust the ini-
tial data as we did in the previous section 
of this article because otherwise the final 
figures may be significantly distorted. The 
main source of the emerging aberrations 
is that the analysists’ flawed understand-
ing of the population distribution inside 
income groups. Thus, the analytical mate-
rials of three parties were based on simple 
averaging of the income relative to the 
boundaries of the income group and it 
was thus assumed that almost all taxpay-

6 See: http://sozd.parlament.gov.ru/
bill/427315-7

7 See: http://sozd.parlament.gov.ru/
bill/1148107-6

8 See: http://sozd.parlament.gov.ru/
bill/384276-7

http://sozd.parlament.gov.ru/bill/427315-7
http://sozd.parlament.gov.ru/bill/427315-7
http://sozd.parlament.gov.ru/bill/1148107-6
http://sozd.parlament.gov.ru/bill/1148107-6
http://sozd.parlament.gov.ru/bill/384276-7
http://sozd.parlament.gov.ru/bill/384276-7
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ers are either concentrated in the middle 
of the income interval or are evenly dis-
tributed inside it. We believe, however, 
that the actual pattern may be different: 
most members of the income group have 
incomes that are close to the left bound-
ary of the income interval. This distribu-
tion with a concentration in the left part 
is rather natural: the higher is the income, 
the fewer people have it. This pattern is 
true not only for the intergroup distribu-
tion, but also inside the groups, including 
high income subgroups. This fact should 
be taken into account in all the subsequent 
macro-calculations of fiscal effects. 

Thirdly, the “soft” options of the pro-
gressive personal income tax scale are of 
no macroeconomic interest. Thus, for the 
PJR project the income disparity reduction 
effect is microscopic and will be impercep-
tible in real life; the increase in state rev-
enue will be less than 4% from the current 
level of the personal income tax collection, 
which will have practically no effect on 
the size and stability of the country’s bud-
get. Taking into account the transforma-
tional expenses for changing the flat sys-
tem and the high transactional expenses 
of the tax system in the future, we can as-
sert with certainty that this scenario of the 
tax reform is pointless. The efforts needed 
for the readjustment of the tax system 
will look hollow in view of the presented 
modest economic results. The LDPR proj-
ect looks more radical and interesting: 
compared with the project of “Just Rus-
sia”, it is likely to bring about a 10 times 
greater social effect in terms of disparity 
reduction. Moreover, it can increase the 
tax collection 4 times. The CPRF project is 
interim and too cautious to be viewed as a 
scenario of a serious reform. 

Fourthly, the fiscal potential of re-
forming the flat scale by increasing the 
rate from 13 to 15% is much higher than 
the potential of the progressive scale. This 
scenario results in more gains in tax rev-
enue than the LDPR project, and certainly 
the other two projects. Thus, a minimal 
transformation of the tax system with the 
preservation of a flat scale can exceed the 
fiscal results predicted within even the 
most radical scenario of manipulating the 

progressive scale. This circumstance casts 
serious doubt on the feasibility of a large-
scale reform and transition to a progres-
sive scale. The weakness of increasing the 
flat scale’s rate is its neutrality related to 
social inequality, which does not change 
in this scenario. 

Finally, the shifts in the rating system 
of the projects convincingly show that the 
risk factor is a significant element in the 
decision-making system and that it can 
radically change the regulator’s prefer-
ences. Moreover, the volatility of the risk 
factor is much higher than the volatility 
of the fiscal-social effect. Our calculations 
show that the maximum gap in the inte-
gral effect (Q) between the LDPR and the 
PJR projects was almost 6 times, while a 
similar gap in the feasibility criterion (D) 
between the PJR and the governmental 
projects reached 12 times. Thus, the dif-
ferences between the projects are mostly 
connected with the group of risk factors 
rather than the potential of tax revenues 
or the reduction of income disparity. 

7. Conclusion
In this article we have presented a 

range of analytical approaches to the 
evaluation of tax reforms, which can be 
considered as a first step in the develop-
ment of applied instruments for assess-
ment of reform projects. In this case, we 
took into account the social effect as the 
assets ratio, but in a more general case, 
the introduction of the progressive scale 
could affect not only the tenth, but also 
other decile groups. Thus, in more gener-
al calculations it is necessary to switch to 
the assessment of the social effect though 
the Gini index. 

Furthermore, the reforms we exam-
ined were one-step while according to 
modern requirements, a serious reform 
should be multi-step [35], which means 
that the introduction of the progressive 
personal income tax should be extended 
for a period of over 10 years. Certain ele-
ments of the new system should be intro-
duced every two or three years, which will 
allow the government to avoid any radi-
cal social shocks. For such an “extended” 
reform, it makes sense to evaluate the cu-
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mulative effects for the ten years of trans-
formation. 

If we generalize the scheme of ana-
lytical calculations and take into account 
the expanding social groups affected by 
the reform and the reform period, we still 
will be able to apply the three-parameter 
scheme of reform projects. 

Calculations presented in this article 
showed that the scenarios of the personal 
income tax reform are designed in such a 
way that they do not lead to any serious 
fiscal or social short-term gains. It would 
be wrong, however, to conclude that the 
introduction of the progressive personal 
income tax is not feasible. Undoubtedly 
Russia, with its class of super-rich people, 
should introduce a reasonable progressive 

personal income tax system. At present, 
however, there are two key conditions to 
make such a reform possible: the availabil-
ity of adequate and timely information on 
the incomes of all citizens and a balanced 
reform project. The first condition cannot 
be met at the current stage, but the rapid 
digitization of tax accounting gives hope 
for radical improvements in income statis-
tics in the nearest future. The second con-
dition cannot be met either as there is no 
fruitful cooperation between those politi-
cal parties that support the introduction 
of the tax and the expert community that 
could develop such project. The fate of the 
personal income tax reform depends on 
how successfully Russia will manage to 
address these issues. 
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ABSTRACT 
The article discusses the impact of VAT reforms in China aimed at reducing tax 
burden. These include the VAT transformation, “replacement of the business tax with 
the VAT”, and the simplification and consolidation of the tax rate. The purpose of our 
study is to describe the results of the VAT reforms and answer two questions: why is 
there so much controversy surrounding tax burden in the context of the “business tax 
to VAT” reform? and why are companies so concerned about the VAT reform? These 
questions can be answered if we analyze the four indicators of the VAT tax burden: 
the statutory tax rate, the effective tax rate, the nominal tax burden and the actual tax 
burden. These indicators can also be considered on three levels: macro-level (state or 
region), mid-level (industry), and micro-level (enterprises). The article illustrates the 
differences and relationships between these indicators and uses them to analyze the 
effect of the tax cuts. The input-output method is applied to analyze the indicators 
for the 2008–2015 period. All indicators of the VAT reform, except for the statutory 
tax rate, show a clear declining trend in terms of tax burden: the effective tax rate 
in various industries has dropped by about 1% to 10%; the nominal tax burden, by 
about 0.5–5%; the actual tax burden, by 150 billion yuan. Therefore, we recommend 
to reduce the VAT burden by establishing a VAT retained refund system and by 
increasing the actual deductible rate of enterprises.

KEYWORDS 
value-added tax, VAT reform, business tax, statutory tax rate, effective tax rate, 
nominal tax burden, actual tax burden, input-output method
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Налоговая нагрузка и снижение налогов  
в рамках реформы НДС в Китае
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АННОТАЦИЯ
В статье рассматривается влияние трансформации НДС в Китае на снижение 
налоговой нагрузки. Цель исследования – сформировать базовое понимание 
результатов реформы НДС и ответить на два вопроса: почему эмпирические 
исследования налогового бремени после замещения налога на бизнес налогом 
на добавленную стоимость дают противоречивые результаты; почему компа-
нии так обеспокоены реформой НДС. Анализируемые показатели налоговой 
нагрузки по НДС разделены на четыре типа (нормативная налоговая ставка, 
эффективная налоговая ставка, номинальная налоговая нагрузка и фактиче-
ская налоговая нагрузка) и три уровня (макро-уровень (страна, регион), ме-
зо-уровень (отрасль) и микро–уровень (предприятие)). Статья иллюстрирует 
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1. Introduction
In recent years, there has been a gen-

eral trend of tax cuts to ensure economic 
recovery. This trend involves major econ-
omies such as the United States, Germa-
ny, and France, which have successively 
implemented or are going to implement 
reforms aimed at lowering taxes. China 
joined this international trend by intro-
ducing structural tax cuts in 2004. In 2011, 
the business tax was replaced with the 
VAT (the B2V reform). Since the turnover 
tax is the most important part of the tax 
system, the VAT reform has undoubt-
edly been one of the most significant tax 
reforms since the major overhaul of 1994. 
Objectively, the VAT reform has allowed 
the government to reduce tax burden and 
provide a model for other countries1. Ac-
cording to the statistics published by Chi-
na’s tax authorities, these two tax reforms 
resulted in more than 1.2 trillion yuan in 
tax cuts [1, p. 75]. In the 2016 Government 
Work Report, Premier Li Keqiang em-
phasized that the full implementation of 
the B2V reform should ensure the reduc-
tion of the tax burden in every sector of 
economy. However, the reform met some 
resistance from certain industries and en-
terprises, and a research report about a 

1 Pascal Santana, director of the OECD’s 
Tax Policy and Management Center said, “This 
is a major reform, and the results we have seen 
so far are very positive and significant. The 
reforms have advanced well and meet the highest 
standards of the world”.

“death tax rate” was published [2], which 
had some serious social repercussions. On 
the one hand, the tax revenue showed a 
continuous decline; on the other, enter-
prises complained about a higher tax bur-
den. Actually, there are two questions be-
hind these contradictory arguments. First, 
if any changes in tax burden can be mea-
sured, why is there so much controversy 
surrounding the VAT reform? Second, 
seen from a theoretical perspective, the 
VAT is a general consumption tax borne 
by consumers, but then why are compa-
nies so concerned about it?

One of the reasons for the controversy 
around China’s VAT reform is that the key 
aspects of how the VAT tax burden should 
be measured are still unclear. Tax burden 
is a basic concept of taxation theory and it 
is also the core indicator used to analyze 
the relationship between taxation and eco-
nomic growth. The measurement and the 
use of the VAT tax burden are directly re-
lated to how we understand the VAT and 
how we measure the effect of tax cuts. Al-
though there is vast research literature on 
tax burden, there is still no unified opinion 
on this subject and different concepts may 
be used to study it, for example, the statu-
tory tax rate, nominal tax rate, effective 
tax rate, nominal tax burden, actual tax 
burden and effective tax rate. Moreover, 
for the same concept different research-
ers may apply different measurement 
standards. The above-described situa-
tion results in a diversity of contradictory 

различия и внутреннюю логику взаимосвязи между выделенными типами 
показателей. Исследуются показатели налоговой нагрузки за 2008–2015 гг. 
с использованием метода вход-выход. Рассматривается эффект снижения 
налогов вследствие замены налога на бизнес налогом на добавленную стои-
мость, а также упрощения и консолидации налоговой ставки с использовани-
ем указанных четырех типов показателей. Сделан вывод, что все показатели 
налоговой нагрузки, за исключением нормативной налоговой ставки, имели 
значительную тенденцию к снижению: эффективная ставка налога в различ-
ных отраслях промышленности снизилась примерно на 1–10%; номинальная 
налоговая нагрузка уменьшилась на 0,5–5%; фактическая налоговая нагруз-
ка также снизилась на 150 млрд юаней. Основываясь на результатах анализа, 
предложены рекомендации по дальнейшему снижению налоговой нагрузки 
по НДС, а также созданию системы возврата удержанного НДС и повышение 
фактического уровня вычета налога для предприятий.

КЛЮЧЕВЫЕ СЛОВА 
НДС, нормативная налоговая ставка, эффективная налоговая ставка, номиналь-
ная налоговая нагрузка, фактическая налоговая нагрузка, метод затраты-выпуск
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opinions on the subject. Another, under-
explored question is measurement of the 
VAT, which may affect our understand-
ing of the matters concerning the progress 
and direction of VAT reforms.

Focusing on the above-mentioned 
disputes, in this article we are going to 
clarify the theoretical aspects of the mea-
surement of the VAT tax burden and 
prove the opinion that the VAT reform 
should be based on complete under-
standing of all the three levels of the VAT 
burden – macro-, mid- and micro-level – 
and its four key indicators – the statutory 
tax rate, the effective tax rate, the nomi-
nal tax burden and the actual tax burden. 
This article describes each indicator, il-
lustrating the differences between them 
and demonstrating their intrinsic logic by 
using the input-output method. 

The subsequent sections will be ar-
ranged as follows. Section 2 presents a lit-
erature review. Section 3 studies the four 
different categories of tax burden – statu-
tory tax rate, effective tax rate, nominal tax 
burden, and actual tax burden – and ana-
lyzes the relationship between them. Sec-
tion 4 examines the tax cut effects of the 
VAT transformation, the B2V reform, and 
the simplification and consolidation of the 
tax rate. Section 5 contains a conclusion 
and policy recommendations. 

2. Literature review
At present, there are about 60,000 ar-

ticles concerning VAT tax burden, their 
authors using various types of indica-
tors to prove their opinions. The choice 
of the indicator also usually depends on 
the data available for research. Further-
more, the documents issued by the gov-
ernment rely on indicators different from 
those used in theoretical studies. In Table 
1, we summarize some of the indicators 
used in research literature and in official 
documents. The concept of the actual tax 
burden rate and the industry tax burden 
mentioned in the documents of the Min-
istry of Finance and State Administration 
of Taxation No. 111 of 2011 and Ministry 
of Finance and State Administration of 
Taxation No. 86 of 2012 was used to cope 
with the temporary rise in the tax burden 

after the VAT reform. According to the 
documents, providers of pipeline trans-
portation services and tangible and mov-
able property financial lease services, on 
which the tax burden exceeded 3%, would 
qualify for a refund upon collection; here 
the tax burden means the proportion of 
the VAT paid by the taxpayers as a part of 
the total charges during the current peri-
od. The tax burden mentioned in the 2016 
Government Work Report by Premier Li 
Keqiang is the measurement indicator 
normally used in official documents. 

Research literature uses various con-
cepts, including industry tax burdens 
[3, p. 109; 4, p. 13; 5, p. 32], actual tax bur-
den or actual tax burden rate [6, p. 19], 
nominal tax burden [6, p. 19], effective tax 
rate [7, p. 84], and corporate tax burden 
[8, p. 90]. Furthermore, sometimes even 
though the same concept is used, its actu-
al meaning and ways of calculation vary 
from study to study. For example, Fan 
Ziying [8, p. 83] estimated the corporate 
tax burden by using education surcharges 
to retroactively implement the turnover 
tax and then deduct the consumption tax. 
In studies using the concept of the indus-
try tax burden, Liu Daimin and Zhang 
Biqiong [3, p. 108] applied the concept of 
the turnover tax plus income tax, Jiang 
Mingyao [4, p. 12] used the proportion 
of the adjusted VAT to added value, and 
Tian Zhiwei and Hu Yijian [5, p. 30] calcu-
lated the ratio of the VAT and business tax 
to the total output of the industry as the 
industry tax burden. Since there are dif-
ferent measurement standards, the assess-
ment of the change in tax burden after the 
VAT reform can be different or sometimes 
even contradictory. For example, Wang 
Yulan and Li Yakun [9, p. 43] believed 
that the tax burden of the service industry 
may increase without purchasing fixed as-
sets. Huang Guilan [10, p. 11] calculated 
the tax burden of 81 companies and found 
that the tax burden on companies working 
in the sphere of road transportation and 
logistics increased significantly. Yang Zhi-
yong [11] and Tong Jinzhi [6, p. 26] also 
believed that the tax burden will rise in all 
sectors. On the contrary, Liu Daimin and 
Zhang Biqiong [3, p. 112] and Tian Zhi-
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Table 1
Usage of VAT tax burden in government documents and relevant literature

Government documents
Sources Concept of tax 

burden
Meaning

2016 Government Work 
Report

Industry 
tax burden, 
effective tax rate

Paid VAT
All fees and charges incurred for the current taxable services

Ministry of Finance and 
State Administration of 
Taxation No. 111 of 2011
Ministry of Finance and 
State Administration of 
Taxation No. 86 of 2012

Literature
Sources Concept of tax 

burden
Meaning Conclusion

Fan Ziying (2017) Corporate tax 
burden

Turnover tax reversed by education 
surcharges – Consumption tax 

Revenue

Industrial enterprises 
obviously benefit from 
the tax reduction effect

Chen Xiaoguang 
(2013)

Effective tax 
rate

Paid VAT
Added value

The difference in tax 
rates leads to efficiency 
loss

Jiang Mingyao (2011)
Industry tax 
burden, average 
tax burden

Adjusted VAT (or Business tax)
Added value

The average tax 
burden on the industry 
is reduced, and the 
average tax burden on 
the service industry is 
significantly increased

Liu Daiming and 
Zhang Biqiong (2015)

Industry tax 
burden

Sum of turnover tax and income 
tax (absolute value)

The tax burden on 
commercial banks 
is reduced after 
the business tax is 
replaced with the VAT

Tian Zhiwei and Hu 
Yijian (2013)

Industry tax 
burden

VAT + Business tax
Total industry output

The tax burden on 
the service industry is 
reduced, and there is 
a limited reduction in 
the tax burden on the 
original VAT industry

Wang Yulan and 
Liyakun (2014)

Turnover tax 
burden, income 
tax burden

Turnover tax or income tax
Revenue

The tax burden on the 
service industry may 
rise

Tong Jinzhi et al. 
(2015)

Nominal tax 
burden, effective 
tax burden

Turnover tax burden 
(considering tax shifting)

The turnover tax 
burden on various 
industries increases

wei and Hu Yijian [5, p. 34] held the opin-
ion that the tax burden would decrease. 
Li Xiaocan [12, p. 195] pointed out that 
the overall tax burden of the transporta-
tion industry can be reduced through the 
VAT reform. Some scholars believe that in 
some sectors the tax burden may increase 
while in others, on the contrary, decrease 
[8, p. 95; 4, p. 16; 13, p. 105; 14, p. 121; 15, 
p. 295]. Fu Limin [16] believes that enter-
prises can enjoy the benefits of the reform 
depends on whether the deductible proj-

ect is sufficient and whether the impact 
of different deduction systems on the tax 
burden of various industries is different 
[17, p. 41]. In general, different approaches 
to measuring tax burden result in the fol-
lowing: first, there is no unified concept to 
be used in governmental documents and 
research literature; second, the concept of 
tax burden as such may acquire different 
meanings in different studies; and third, 
there discrepancies in calculations may re-
sult from the lack of unified algorithms or 
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sources of data. All these aspects seriously 
affect our understanding of the VAT tax 
burden. 

Moreover, the lack of common under-
standing as to how tax burden should be 
measured is felt not only in VAT reform 
studies but also in the studies of VAT tax 
burden. After reviewing the existing lit-
erature, Fullerton [18, p. 26] classified the 
effective tax rate (ETR) into six forms – the 
average effective corporate tax rate, the 
average effective total tax rate, the mar-
ginal effective corporate tax wedge, the 
marginal effective corporate tax rate, the 
marginal effective total tax wedge, and 
the marginal effective total tax rate. Yang 
Jingzhong [19, p. 114] analyzed unequal 
tax burdens and tax management of tour-
ism enterprises. He defined the nominal 
tax burden as the tax rate prescribed by 
the tax law and the actual tax burden as 
the ratio of the actual tax bill to the real 
income. Chen Xiaoguang [7, p. 70] calcu-
lated the effective tax rate as the amount 
of the VAT that the company actually 
paid as compared to the added value 
and used this ratio to study the efficiency 
loss caused by the differences in the VAT 
rate. Thus, the lack of unified terminology 
makes research results incomparable and 
may have misleading effects on policy-
making decisions. 

Compared with studies of other taxes, 
there are very few articles focusing on the 
indicator of the VAT, and, as far as we can 
judge, none of them describes different in-
dicators in detail. Not only is this kind of 
clarification important to gain an accurate 
understanding of China’s fiscal and taxa-
tion reform, but it is also essential for en-
suring an actual tax reduction and deter-
mining the future direction of the reform. 
In this article, we are going to fill some of 
the research gaps in this regard and offer 
clarification of these concepts.

3. Definition of the VAT tax burden

3.1. The concept of tax burden
Based on the combination of the gen-

eral principles behind the VAT and the 
implementation of the VAT system, the 
VAT tax burden can be divided into four 

indicators: the statutory tax rate, the effec-
tive tax rate, the nominal tax burden, and 
the effective tax burden2. 

Although the four indicators differ 
from one another, they are interconnected 
and can influence each other.

The first indicator is the statutory tax 
rate of the VAT, which refers to the col-
lection proportion of the VAT specified by 
the state in the tax laws. It is the funda-
mental basis of calculating VAT payments 
(including the calculation of output and 
deduction taxes), and it is the first type 
of indicator reflecting the VAT burden. 
In the same country or region, the same 
statutory tax rate applies to the same in-
dustries or companies that manufacture a 
product. The simpler the statutory tax rate 
structure is, the more industries and cor-
porations apply the same tax rate, which 
reflects the horizontal equity principle of 
taxation3.

In the modern national economic ac-
counting system, the calculation indica-
tor of the added value (GDP) created by 
a region or country in a certain period is 
consistent and regular. Therefore, in the 
countries or regions where VAT collection 
models are applied, the statutory tax rate 
of the VAT has become a measure of the 
scale of value-added taxation of a country 
or region, reflecting the VAT tax burden 
on the macroeconomic level. The level of 
the statutory tax rate of the VAT is mainly 
determined by the country’s regional level 
of economic development, taxation struc-
ture, and historical tax burden. The higher 
the tax rate is, the more VAT will be lev-
ied, and vice versa. Since statutory tax 
rates are stipulated by tax laws in various 
countries and are easy to find, they are of-
ten used to compare VAT levels in various 
countries. However, due to the differences 
in specific VAT systems, collection and 
management capabilities, and methods of 
tax collection and administration in vari-
ous countries, the statutory tax rate of the 

2 Although some studies use slightly different 
indicators, these indicators can still fit into these 
four categories through the general principle of 
the VAT.

3 However, this is not a true horizontal 
equity principle, because the statutory tax rate is 
not equal to the effective tax burden.
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VAT cannot fully reflect the macro-level 
VAT burden and does not even reflect the 
characteristics of VAT burdens in differ-
ent industries.

The second indicator is the effective 
tax rate of the VAT. It is based on the statu-
tory tax rate of the VAT and calculates the 
ratio of theoretical VAT payable and VAT 
basis according to the method stipulated 
by the VAT system. The effective tax rate 
is a kind of the general tax rate on the me-
dium industry level and is determined by 
the input and output structure (i.e. de-
duction structure)4. The effective tax rate 
is the second type of indicator reflecting 
the level of taxation of the VAT, especially 
the VAT burden on different industries 
or enterprises that produce the same type 
of products. According to the principle of 
VAT calculation, the effective tax rate is 
affected by the statutory tax rate and the 
VAT tax rate grades. In an ideal situation, 
the effective tax rate should be equal to the 
statutory tax rate, but there is often a dif-
ference between the statutory tax rate and 
the effective tax rate within a specific VAT 
system. The effective tax rate needs to be 
calculated according to a particular system 
and characteristics of the industry, which 
is more difficult than in the case of the stat-
utory tax rate, but it reflects the VAT tax 
burden more objectively. In the practice 
of taxation, tax authorities and enterprises 
use the ratio of paid VAT and the sales 
revenue of enterprises to calculate the ef-
fective tax rate. The problem, however, is 
that this calculation method may use dif-
ferent samples and different periods of 
ownership, which means that the results 
may vary and sometimes be neither rep-
resentative nor comparable. In the context 
of China’s VAT system, it is more impor-
tant to calculate the effective VAT rates of 
various industries by using the input and 
output tables regularly compiled in China. 
The statutory tax rate remains the same 
or decreases, the scope of VAT deduction 
expands as the scope of VAT collection ex-

4 The change of the structure of deduction, 
which is affected by practical factors such as the 
production cycle, does not belong to the category 
of the effective tax rate. Real tax rates are a more 
general concept.

pands, and the effective VAT rate will def-
initely decrease. This is the internal logic 
of the B2V reform meant to reduce rather 
than increase the VAT in all industries. 

The third indicator is the nominal 
VAT burden. The nominal VAT burden 
refers to the economic burden on taxpay-
ers for the actual payment of the VAT, 
which may be borne or may be passed on. 
Therefore, the nominal tax burden does 
not always accurately reflect the effective 
tax burden. As a turnover tax, the VAT 
may require taxpayers to pay a certain 
amount of value-added tax at each circu-
lation. This is the third category of indica-
tor reflecting the burden of the VAT. The 
VAT is an indirect tax, and VAT payers 
are not the same as tax bearers. Therefore, 
the VAT tax burden can be divided into 
the nominal tax and effective tax burdens. 
For the convenience of measurement, the 
nominal tax value of the VAT is generally 
measured by the ratio of the VAT payable 
during the inspection period to certain 
economic indicators (e.g., added value, 
sales revenue, and profits) during the 
same period. This ratio is mainly affected 
by two factors: the first is the effective tax 
rate; that is, taxpayers engaged in differ-
ent industries may pay different propor-
tions of the VAT due to different effective 
VAT rates; the second is the collection rate 
and tax incentives, including various fac-
tors such as the VAT management level 
of taxpayers and tax authorities, various 
tax incentives, and so on. This is the ba-
sic principle of the VAT, and it exists in 
all countries where the VAT is imposed. 
For example, the VAT collection rate in 
any country is unlikely to be 100%, as 
there will be different levels of tax losses. 
In 2009, the VAT tax loss rate in the UK 
was around 10–15%, and in 2012, Swe-
den’s VAT tax loss rate was about 14% [20, 
p. 48]. Considering the existence of a tax 
gap, the nominal VAT tax burden should 
be lower than the effective VAT rate in an 
industry’s business cycle. In reality, due to 
different selected periods, the VAT nomi-
nal tax burden may also be higher than the 
industry’s effective tax rate (the tax paid is 
more than the current tax payable), or it 
may be lower than the industry’s effective 
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tax rate (the paid tax is less than the cur-
rent tax payable), which is directly related 
to the selected industry or company at dif-
ferent points in their operating cycle. 

The fourth (and the most objective) in-
dicator is the actual VAT burden, which 
refers to the economic burden on the tax 
bearers. From the theoretical perspective, 
the VAT is usually considered to be a con-
sumption tax, with the tax burden fully 
passed on to consumers. That is to say, it is 
not the manufacturers of goods or provid-
ers of services that are the ultimate VAT 
bearers but the consumers. Therefore, the 
concept of VAT burden applies only to 
consumers and has no impact on others. 
Enterprises in those countries that have 
the VAT do not pay attention to the VAT 
burden. In this case, the measurement of 
the VAT burden is relatively simple. The 
absolute amount of the tax burden is equal 
to the product of the amount of consumer 
consumption and the statutory tax rate, 
and the relative amount of tax burden un-
der the single tax rate is equal to the statu-
tory tax and effective tax rates. 

There are, however, some studies that 
show that the VAT is not entirely borne 
by consumers but is shared by consumers 
and producers (Matti Viren [22, p. 130], 
Smart and Bird [23, p. 600]). The reasons 
why the tax burden cannot be fully passed 
on to consumers are as follows. First and 
foremost, the VAT affects people’s con-

sumption decisions, which means that it is 
not a completely neutral tax and that its 
why it cannot be fully passed on. Second, 
if a comprehensive VAT refund system 
is not established and the company has 
stocks or slow-moving goods, it will bear 
the tax burden of the previous link within 
a certain period. Third, even if a company 
can fully shift the tax burden, paying the 
tax will also create an economic burden 
on the company. The longer the tax return 
period is, the more obvious is the burden, 
especially if the product is slow-moving 
or the input tax exceeds the output tax. 
Therefore, the effective tax burden is dif-
ferent from the nominal tax burden. If we 
also take into consideration the factor of 
tax shifting, the tax burden actually borne 
by the company will be less than the nom-
inal tax burden. However, when calculat-
ing the effective tax burden, the transfer 
factor is often overlooked and only the 
nominal tax burden is considered.

3.2. Relationships among indicators
Of the four indicators of the VAT tax 

burden, the effective tax rate and nominal 
tax rate are more commonly used, while 
the statutory tax rate, due to its simplic-
ity, is also used to compare the tax burden. 
Although there are differences between 
these indicators, they have their own in-
ternal logic. Figure 1 clearly shows this 
relationship.

Statutory
Tax Rate

Effective
Tax Rate

Nominal
Tax Burden

Actual
Tax Burden

First-level 
difference

Macro-level 
(state or region)

Mid-level 
(industry)

Micro-level 
(enterprise)

Practical factors such as the tax 
management and tax incentives

Deduction factors

Second-level 
difference

Third-level 
difference Forth-level 

difference

Tax burden shifting

Figure 1. Relationship between the statutory tax rate, actual tax rate,  
nominal tax burden, and actual tax burden
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China’s VAT has a multi-level tax rate. 
It has different applicable tax rates for dif-
ferent industries and taxpayers, which are 
the main indicators of the macro-tax bur-
den. Thus, the calculation of the effective 
tax rate is based on the VAT system and 
the input-output structure. It is affected 
by both the statutory tax rate and the de-
ductible structure and reflects the general 
level of the tax burden on the industry. 
The nominal tax burden is the actual tax 
paid by the taxpayer. In the process of tax 
collection and management, it will be af-
fected by various practical factors such as 
tax incentives, tax collection, and manage-
ment5. The relationship between the effec-
tive tax rate and the nominal tax burden 
shows a transition from theory to practice. 
Finally, since the taxpayer is not the same 
as the tax bearer, the tax actually paid by 
the taxpayer does not equal the tax actu-
ally borne. The nominal tax burden can 
be transferred to the actual tax burden 
through tax shifting. The nominal tax 
burden and the actual tax burden reflect 
the tax burden on the micro-level. On the 
whole, the effective tax rate is the statu-
tory tax rate that considers the deduction 
factor; the nominal tax burden is the ac-
tual tax rate that takes into account actual 
factors; and the actual tax liability is the 
nominal tax liability that takes into ac-
count the tax shifting factor. The deduct-
ible factors, actual factors, and shifting 
factors vary depending on periods, indus-
tries, and taxpayers. Therefore, there will 
be four levels of differences, resulting in 
different effective tax burdens borne by 
different taxpayers.

Let the statutory tax rate be r and the 
effective tax rate, nominal tax burden, and 
effective tax burden be r1, r2, and r3, respec-
tively. According to the above-described 

5 These factors do not merely include the 
issues of simple concessions and collection rates. 
They may include, for example, some “extra” 
concessions, tax competition, taxation “cisterns”, 
and other human factors. The real factors will 
also include, for example, the actual factors of 
deduction. As the deduction tax can only be 
obtained during the tax return period, even under 
the same factor input structure, the industry 
deduction rate will be different in different 
periods due to different factor input cycles.

analysis, the relationship among the four 
tax burden indicators can be expressed by 
the following equation:

ϑ
−

=1 .out out in inr Y r Yr
 

(1)

Formula (1) only shows the case when 
there is only one taxable product. Among 
them, the statutory tax rate (output tax) 
is rout, the statutory tax rate (input tax) is 
rin, the input and sales income are Yin and 
Yout, and ϑ is the added value (the differ-
ence between Yout and Yin). While all inter-
mediate inputs in the VAT system can be 
deducted, in the actual VAT system, the 
intermediate inputs cannot be fully de-
ducted, so the added value is represented 
by a separate symbol. In Formula (1), the 
denominator is the added value, and the 
numerator is the output tax minus the 
input tax, which reflects the general prin-
ciple of the VAT system. If sales revenue is 
used as the denominator, the effective tax 
rate is not equal to the statutory tax rate 
even if the output tax rate is equal to the 
input tax rate.

µ=2 1.r r  (2)
Ratio μ represents the difference 

between theory and reality, and it rep-
resents the actual factors such as tax 
collection and tax incentives as well as 
other unobservable factors. This shows 
that the difference between the effective 
tax burden and the nominal tax burden 
stems from the various factors of transi-
tion from theory to reality.

δ= −3 2(1 ) .r r  (3)
δ represents the coefficient of tax 

shifting. The more the tax burden is shift-
ed, the lower is the effective tax burden, 
while the less the tax burden is shifted, 
the higher is the effective tax burden. 
When the tax burden is completely shift-
ed, the nominal tax burden is meaning-
less because the effective tax burden is 
not borne by the taxpayer. Otherwise, the 
nominal tax burden is equal to the actual 
tax burden.

The combination of Formulae (1), 
(2), and (3) can yield the relationship be-
tween the actual tax burden and the stat-
utory tax rate.
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δ µ
ϑ
−

= −3 (1 ) .out out in inr Y r Yr
 

(4)

It can be seen from Formula (4) that 
the actual tax burden depends on the de-
ductible structure, the practical factors, 
and the tax burden shifting factors, which 
is identical to the relationship presented 
in Figure 1. The actual tax burden is equal 
to the statuary tax rate only when the de-
ductible chain is complete; the output tax 
rate equals the input tax rate (rout = rin); 
there is no difference between reality and 
theory (μ = 1) and no tax burden shifting 
(δ = 1). It is obvious that under the cur-
rent tax system, these conditions cannot 
be fully satisfied, so the actual tax burden 
is different from the statutory tax rate and 
other tax burden indicators.

The intuitive answers to the two 
above-mentioned puzzles can be drawn 
by analyzing Figure 1 and Formula (4). 
Firstly, why are there so many contra-
dictory empirical research findings and 
views about tax burdens after the reform 
aimed at “replacing the business tax with 
the VAT”? One important reason is that 
the indicators used in research may vary. 
For example, the VAT tax burden indica-
tor used in government documents men-
tioned in Table 1, Fan Ziying [8, p. 87], 
Chen Xiaoguang [7, p. 83], Jiang Ming-
yao [4, p. 13], Liu Daimin and Zhang 
Biqiong [3, p. 109], Tian Zhiwei and Hu 
Yijian [5, p. 31], and Wang Yulan and Li 
Yakun [9, p. 42] can be clarified as the 
nominal tax or something similar, and 
this indicator considers no shifting fac-
tors. Tong Jinzhi [6, p. 17] used the ac-
tual tax burden (considering the shifting 
factor) while the statutory tax rate and 
the effective tax rate are widely used in 
practice and by companies. Thus, it is 
the difference in cindicators used that 
creates controversy about tax cuts in the 
academia, business and the government. 
Moreover, the VAT is a general excise 
tax, but due to incomplete shifting, com-
panies also bear some of the VAT. There-
fore, it can be concluded that we should 
neither demonize the tax burden calling 
it the “death tax rate” nor ignore the 
VAT borne by companies. 

4. Tax indicators and tax cuts

4.1. Calculation methods  
and data sources of tax burdens

according to the general principle 
of the VAT and various practical factors 
of tax implementation, the VAT tax bur-
den indicators can be divided into four 
types: the statutory tax rate, the effective 
tax rate, the nominal tax burden, and the 
actual tax burden. This section uses some 
data to illustrate our understanding of tax 
reductions from the perspective of differ-
ent indicators and provides answers to the 
questions mentioned at the beginning of 
this article regarding which types of tax 
reductions are more effective.

4.1.1. Calculation of the effective tax rate
Calculation of the effective tax rate is 

mainly based on the input-output table. 
This article has made some improvements 
based on the method proposed by Fan 
Yong [17]. 

Assuming 1
ir  is the actual VAT tax rate 

of sector, i
outY  is the total output of j sector, 

ij
inY  is the products or services of j sector 

but consumed by i sector, j
inr  and j

outr  are 
the j sector’s statutory tax rate (input) and 
statutory tax rate (output), respectively, 
and aij is the direct consumption coeffi-
cient. Based on the concept, the ratio of j 
sector’s products or services consumed in 
order to produce one unit of product of i 
sector to the total investment is as follows:

=
∑

,
ij
in

ij ij
inj

Ya
Y  

(5)

λ and μ represent the VAT output tax 
and input tax respectively, and λi is the 
output tax in i industry.

λ = .i i
i out outY r  (6)

μij represents the input tax of i sector, 
which comes from j sector.

µ = .ij j
ij in inY r  (7)

According to the concept of the effec-
tive tax rate, we assume that 1

ir  is the ef-
fective tax rate of sector i (the added value 
is the denominator):

λ µ

ϑ

−
=

∑
1 .

i ijji

i
r

 
(8)
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We substitute Equations (6) and (7) 
into Equation (8):

ϑ

−
= ⋅

∑
1

ij ji i iout out in inji out
i

iout

Y r Y r Yr
Y         

(9)

simplified as

1

.

ij i
ji i in out

out ini
ij out

i
ji out

out ij in
ij

Y Yr r r
Y

Yr a r

ϑ

ϑ

 
= − = 

 

 
= − 

 

∑

∑
     

(10)

When comparing the original busi-
ness tax rate, the nominal tax burden *

1
ir , 

which uses sales income as the denomina-
tor, is as follows:

= − ∑*
1 .ji i

out ij in
j

r r a r
 

(11)

The effective tax rate does not take 
into account practical factors. Therefore, it 
is unnecessary to exclude from our calcu-
lations import and export factors, differ-
ences in total output, sales revenue, and 
tax incentives. In order to visually show 
the effect of the B2V reform on the effec-
tive tax rate and eliminate the influence of 
the input-output structure, this article ad-
opted the 2012 Input-Output Table when 
calculating all the data. Based on Formu-
lae (10) and (11), the 2012 Input-Output 
Table and the statutory tax rates of all 
sectors, the effective tax rate can be calcu-
lated. Since fixed asset investments cannot 
be deducted until the VAT transforma-
tion, we deducted the proportion of the 
depreciation of fixed assets in all sectors to 
the total investment6. However, we used 
the statutory tax rate to calculate the effect 
of the B2V reform and the simplification 
and consolidation of the tax rate. When 
there are several statutory tax rates for one 
sector, we choose the one with a relatively 
larger proportion7.

6 The effective tax rate is a general tax rate, so 
there is no need to consider periodic fixed assets 
investment.

7 For example, let us take a look at the leasing 
and business service sector. The statutory tax 
rates of tangible property leasing and real estate 
leasing are 17% and 11% respectively, while 
the business services are 6%. Since the tax paid 
by the leasing industry only accounts for 2.5%, 
we choose 6% as the statutory tax rate for this 
industry.

4.1.2. Calculation of the nominal tax 
burden

2
ir  represents the nominal tax burden 

of sector i and ti is the VAT actually paid 
by sector i. Therefore, 

ϑ
=2 .i i

i

tr
 

(12)

The nominal tax burden can be cal-
culated according to Formula (12). The 
data of the VAT paid by all the industries 
come from the 2009–2016 China Tax Year-
book, and the added value comes from 
the 2009–2016 China Statistical Yearbook.

4.2. Statutory tax rate
As a result of the B2V reform, there 

are now five types of statutory tax rates – 
17%, 13%8, 11%, 6%, and zero; in addition, 
there are two types of the leviable rate – 
3% and 5%. Among these, the rate of 
17% applies to the majority of situations, 
including sales or import of most goods, 
processing, repair, and replacement ser-
vices, and tangible property leasing ser-
vices. For taxpayers selling or importing 
goods, such as food grains, books, news-
papers, feeds, and chemical fertilizers, 
the tax rate shall be 13%. For those who 
provide taxable services, the tax rate shall 
be 11% or 6%; for example, those who pro-
vide life services, financial services, value-
added telecommunication services, and 
sales of intangible assets, the tax rate shall 
be 6%. Finally, the zero tax rate applies to 
services such as international and space 
transportation.

Most other countries that have the 
VAT use either a single tax rate or mul-
tiple tax rates. The VAT rates of some of 
these countries are shown in Figure 2; the 
black dotted line in the figure shows the 
17% tax rate9. 

From the perspective of tax rate, Chi-
na’s 17% tax rate is at a moderately low 
level; the VAT rates for most OECD coun-
tries such as Austria, Belgium, Denmark, 
and France are between 20% and 25%, 

8 After July 1, 2017, the rate of 13% was 
replaced by 11%.

9 According to the data released by IBFD in 
2016, this article uses the most common tax rate 
for those who have multiple rates.
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and only the tax rates of Australia, Japan, 
South Korea, and Canada are less than 
17%. However, this kind of comparison is 
not very effective as it cannot be used as a 
standard to measure the actual tax burdens 
in all countries. For example, although the 
tax rate in Denmark is 25%, when calculat-
ing the VAT, we only take 20% of the price 
into account. As a result, the effective tax 
rate is much lower than 25%.

The tax rate after the B2V reform is 
higher than the previously applicable 
business tax rate, while the related regu-
lations imposed on July 1, 2017 are aimed 
at reducing the statutory tax rate by re-
placing the rate of 13% with 11%. Accord-
ing to (13):

δ µ
ϑ
−

= −3 (1 ) .out out in inr Y r Yr
     

(13)

A rise (or decrease) in the statutory 
tax rate is shown as an increase of rout (or 
a decrease in rin). Even assuming that an 
increase (or decrease) of the statutory tax 
rate does not affect any other variable, a 
rise (or decrease) of the output tax rate rout 
would lead to a decrease (or increase) of 
the actual tax burden while an increase (or 
decrease) of the input tax rate may cause 
an increase (or decrease) of the actual tax 
burden due to the reduction in the deduct-
ible input. As a result, it cannot actually 
reduce the tax burden10. In fact, changes in 
the statutory tax rate may also affect other 

10 Among those spheres to which the 13% tax 
rate applies, books and newspapers could be a 
part of the deductible input.

variables, and whether the actual tax bur-
den would decrease or not is uncertain. 
From this point of view, at least from the 
perspective of tax cuts, it is not effective to 
reduce the statutory tax rate if we want to 
ensure tax cuts. Furthermore, it may make 
the situation worse by increasing the bur-
den on enterprises. 

4.3. Effective tax rate
The effective tax rate results from 

the combination of a VAT system and an 
input-output structure and is a general 
tax rate based on VAT theory. The ef-
fective tax rate does not consider actual 
factors and is only a theoretical tax rate 
calculated by taking into account the 
input-output structure and the design of 
the VAT system. It is the indicator that 
best reflects the design factors of the tax 
system. Tables 3 and 4 show the effective 
tax rate of the original VAT industry, the 
original business tax industry before and 
after the VAT transformation, after the 
B2V reform and after simplification and 
consolidation of the tax rate11.

If we analyze the data in Table 2, we 
shall see that the effective tax rate of the 
original VAT industry has decreased af-
ter the VAT transformation and the B2V 
reform, while increasing and decreasing 
after the simplification and consolidation 
of the tax rate. Among these, the B2V re-

11 For convenience, the description of the 
method of calculating the effective tax rate and the 
nominal tax burden is enclosed in the appendix.
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form has the most obvious effect: there 
is a 1.2–3.4% decrease in the effective tax 
rate, while the VAT transformation only 
dropped by 0.1% to 2.9%. The intrinsic 
logic is that both of these reforms expand 
the scope of VAT deductions. The increase 
of input tax deductions can ensure a de-
crease of the effective tax rate in the origi-
nal VAT industry. Since the expanding 
scope of “replacing the business tax with 
the VAT” is larger than that of the VAT 
transformation, the effect of the latter is 
also more obvious. 

However, the logic of simplification 
and consolidation of the tax rate is less 
obvious. There has been, however, a de-
crease in the effective tax rate in these in-
dustries (e.g., the effective tax rate in the 
mining industry has decreased by 0.5%12 
and the effective tax rate for production 
and supply of electricity, heat, gas, and 
water has dropped by about 3.5% to 5.1%) 
since the statutory tax rate for the 13% tax 
rate industry was replaced by 11%. This 

12 Liquefied petroleum gas in the mining 
industry.

Table 2
The effective tax rate in the original VAT industries

Sector Tax Rate (%)
Before VAT 
transforma-

tion

After VAT 
transforma-

tion

B2V 
reform

Simplification & 
consolidation of 

the tax rate
Mining 19.99 19.37 18.14 17.66
Manufacturing 26.79 24.76 22.68 23.77
Production and supply of electricity 
and heat

14.07 11.78 9.90 4.77

Production and supply of gas 18.38 15.46 13.14 9.26
Production and supply of water 15.33 14.36 12.75 9.28
Wholesale and retail trade 22.54 22.44 20.17 20.20
Management of water conservation, 
the environment, and public facilities

27.06 26.52 23.16 23.66

Public management, social security, 
and social organizations

23.22 23.01 20.68 20.71

Note: To ensure the consistency of the indicator, the effective tax rate for the mining industry and 
manufacturing industry is calculated by using the total investment as a weight.

Table 3
The effective tax rate of the original business tax industry

Sector Tax rate (%)
Before the 

B2V reform
After the 

B2V reform
Simplification and 

consolidation of tax rate
Construction 3 –0.11 0.06
Transport, storage, and post 3 7.82 8.01
Hotels and catering services 5 –7.22 –6.62
Information transmission, software, and IT 3 –0.22 –0.16
Financial intermediation 5 3.94 3.96
Real estate 5 11.83 11.85
Leasing and business services 5 –9.45 –9.39
Scientific research and technical services 5 –4.96 –4.88
Household services, repair, and other 
services

5 –1.33 –1.24

Education 5 4.07 4.11
Health and social services 5 –6.73 –6.68
Culture, sports, and entertainment 5–20 –0.96 –0.91

Note: Since sales revenue is used to calculate the business tax, for comparability, the sales revenue 
is the denominator in the calculation of the effective tax rate here; When there are several business tax 
rates for one sector, we choose the relatively larger one.
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means the reduction of the input tax for 
other industries, so the effective tax rate 
in other industries increased: for example, 
the effective tax rate in the manufacturing 
industry rose by about 1.1%.

Table 3 shows the data on the effec-
tive tax rate of the original business tax in-
dustry. The tax rate is not affected by the 
value-added tax transformation, but there 
were increases and decreases after the B2V 
reform. The effective tax rate for transport, 
storage, and post as well as real estate is 
higher than the original business tax rate, 
the effective tax rate for these spheres is 
now 7.82%. At the same time, the effective 
tax rates for other industries have been 
reduced to different extents, some even to 
negative tax rates, for example, –7.22% for 
hotels and catering services. This is due to 
the difference between the statutory tax 
rate and the deduction rate: the higher 
is the statutory tax rate and the lower is 
the deduction rate, the higher is the effec-
tive tax rate. For example, the intermedi-
ate investment in real estate accounts for 
only about 25% of the total output while 

the statutory tax rate is as high as 11%, 
so the effective tax rate is relatively high. 
Regardless of the original business tax or 
VAT industry, the overall trend is a de-
crease in the effective tax rate. Only the 
industries with a higher statutory tax rate 
and a lower deduction ratio will show an 
increase. Due to the decrease of input de-
ductions, the effective tax rate in the origi-
nal business industries increased by 0.1% 
after the simplification and consolidation 
of the tax rate.

4.4. Nominal tax burden
The nominal tax burden is the most 

commonly used and the most easily mea-
sured tax burden indicator; it is the tax 
actually paid by taxpayers after taking 
into account many practical factors based 
on the effective tax rate. The nominal tax 
burden is affected by many practical fac-
tors and it demonstrates the same general 
trend as the effective tax rate, although 
it may deviate from the direction of the 
effective tax rate to some extent. Table 4 
summarizes the nominal tax burden of all 

Table 4
The nominal tax burden in all sectors from 2008 to 2015

Sector Nominal tax burden (%)
Before and after VAT 

transformation
Before and after the B2V 

reform
2008 2009 2010 2011 2012 2013 2014 2015

Mining 12.09 12.50 13.45 13.66 14.22 12.46 11.82 9.30 
Manufacturing 10.37 10.11 9.28 8.48 8.67 8.56 8.42 8.45 
Production and supply of electricity, heat, 
gas, and water

21.74 19.34 14.71 14.44 14.92 15.85 16.84 17.39 

Construction 8.28 8.55 9.15 9.50 10.11 10.51 10.79 11.22 
Wholesale and retail trade 12.72 13.64 14.10 13.44 11.73 11.26 10.34 9.98 
Transport, storage and post 4.33 4.18 4.40 4.56 4.72 4.74 4.48 4.03 
Hotels and catering 5.04 5.16 5.51 6.06 5.92 5.36 4.70 4.24 
Information transmission, software, and IT 4.39 4.56 4.84 5.04 5.15 4.98 5.45 4.67 
Financial intermediation 7.63 6.80 6.59 7.08 8.19 7.78 8.25 7.96 
Real estate 11.68 12.50 13.14 12.76 12.50 14.40 14.22 13.95 
Leasing and business services 10.67 10.11 11.07 11.96 10.90 10.55 10.34 10.91 
Scientific research and technical services – – – – 4.44 4.35 4.72 4.69 
Household services, repair, and other 
services

8.36 9.50 9.05 9.46 11.64 11.35 9.86 7.95 

Education 0.18 0.19 0.20 0.21 0.24 0.24 0.24 0.22 
Health and social services 0.17 0.14 0.05 0.07 0.10 0.07 0.08 0.07 
Culture, sports, and entertainment 5.46 5.09 5.20 5.38 5.32 4.81 4.05 3.46 
Public management, social security, and 
social organizations

0.45 0.45 0.55 0.58 0.64 0.75 0.76 0.91 

Note: There are no data in the China Tax Yearbook before 2012 for the scientific research and 
technology services industry.
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sectors from 2008 to 201513. The data from 
2009 to 2011 reflect the changes in the 
nominal tax burden before and after the 
VAT transformation, and the data from 
2012 to 2015 reflects the changes in the 
nominal tax burden before and after the 
B2V reform. 

It can be seen from the analysis in 
Table 4 that before and after the VAT 
transformation, the effect of a nominal tax 
reduction is far from being obvious. The 
nominal tax burdens on manufacturing 
and the production and supply of electric-
ity, heat, gas, and water decreased by 1.7% 
to 4.9%, while in the mining industry this 
figure increased by approximately 1.1% 
after 2009. These are not exactly the same 
trends as the ones we observed in the case 
of the effective tax rate. The most impor-
tant practical factor that has led to this 
phenomenon is the continuous growth 
of the leviable rate since 2008 [24, p. 17], 
which can be seen judging by the same 
general upward trend in the nominal tax 
burden of other original business tax in-
dustries.

There is an overall decline in the nom-
inal tax burden before and after the B2V 
reform while a few industries demonstrat-
ed an increase or fluctuations. The B2V 
reform did not cover the construction, 
real estate, financial intermediation, and 
life service industries until 2015, while 
the nominal tax burden of those spheres 
that had already experienced the reform, 
such as transportation, storage, and post 
industries, dropped by 0.69% in the last 
four years. The burden on culture, sports, 
and entertainment industries dropped by 
1.86%, and the nominal tax burden on the 
mining and manufacturing industries also 
decreased to some extent; the mining in-
dustry in particular decreased by 4.92%, 
which is consistent with the 500 billion 
yuan cut in tax revenue. Of course, some 
industries demonstrate the opposite trend: 
the nominal tax burden of the production 
and supply of electricity, heat, gas, and 

13 In order to make our comparison of the 
indicator before and after the B2V reform more 
consistent, we have included the business tax and 
VAT in the calculation of the nominal tax burden.

water has increased by 2.48% since 201214. 
Therefore, the nominal tax burden is the 
combination of the effective tax rate and 
practical factors, which means that prac-
tical factors could make the nominal tax 
rate deviate from the direction of the effec-
tive tax rate to some extent, but the overall 
trend is still the same.

4.5. Actual tax burden
The actual tax burden involves tax 

burden transfer factors, which are very 
difficult to calculate, so it is rarely used 
either theoretically or practically. How-
ever, we cannot deny that the actual tax 
burden is actually the tax burden borne by 
taxpayers. According to the calculations of 
Nie Haifeng and Liu Yi [25, p. 1389] and 
Yin Yinxuan and Yan Shengli [26, p. 23], 
60% to 80% of China’s indirect tax burden 
is borne by consumers, and only 20% to 
40% is borne by companies. According to 
Formula (3)

δ= −3 2(1 )r r
the actual tax burden can be calculated 
based on the nominal tax burden. Taking 
the period from 2012 to 2015 as an exam-
ple and assuming that 30% of the VAT is 
borne by the company15, we can make cal-
culations according to the formula: 

=3 20.3 .r r  (14)
The calculation results are shown in 

Table 5.

14 One of the main practical reasons for 
the rise of tax burden is that the production 
and supply of electricity, heat, gas and water 
industries have been divided into three types of 
enterprises: the VAT, business tax and mixed-
business industries. The quality of procurement 
management is the key determinant of the 
tax burden of the production and supply of 
electricity, heat, gas, and water. So, the rise of the 
leviable rate, the adaptation period of the new tax 
system and the quality reduction all cause the rise 
of the nominal tax burden.

15 An implicit assumption is that the tax 
burden shifting coefficient is not affected by the 
reform, is only affected by factors such as supply 
and demand elasticity, reaction period, and tax 
attribute. There is no relevant literature research 
to prove that the tax burden shifting coefficient 
will be affected by the reform. Although these 
factors may be affected by reforms, they do not 
affect the analytical thinking.
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Compared to the nominal tax burden 
shown in Table 4, the actual tax burden 
borne by the company was reduced much 
more, to a maximum of 5%. This picture is 
entirely different from the research results 
given in the “death tax rate” report that said 
that companies bear a high tax burden. It is 
clear that the “death tax rate” does not take 
into account the difference between corpo-
rate payments and the tax actually borne 
by companies. There are also increases 
and fluctuations in the actual tax burden in 
some sectors, such as the production and 
supply of electricity, heat, gas and water, 
information transmission, software and 
IT. From the perspective of the actual tax 
burden, the Ministry of Finance reported 
that the tax cut of the 2016 B2V reform was 
about 500 billion, out of which only 150 bil-
lion yuan corresponded to the tax cut en-
joyed by enterprises while the other 350 bil-
lion was transferred to consumers. 

4.6. Explanation of the two puzzles
The two questions mentioned at the 

beginning of the article are as follows: (1) 
Why have there been so many contradic-
tory empirical research findings and views 
about tax burdens since the B2V reform? 
(2) Why are companies so concerned 

about the VAT reform? Our analysis of the 
four types of tax burdens provides us with 
the answers to these questions. 

Table 6 summarizes the results of the 
above-mentioned analysis. The statutory 
tax rate did not change during the VAT 
transformation, while the statutory tax 
rate in most of the original business tax in-
dustries increased after the B2V reform16. 
The statutory tax rate of 13% was replaced 
by 11% when the tax rate was simplified 
and consolidated. The effective tax rate 
decreased due to the expansion of deduc-
tion strategies after the VAT transforma-
tion. After the B2V reform and the simpli-
fication and consolidation of the tax rate, 
the effective tax rate showed both down-
ward and upward tendencies. 

To be more specific, the effective tax 
rate decreased in the original VAT indus-
tries while in the original business tax 
industries it demonstrated upward and 
downward tendencies. In other words, 
the nominal tax burden and the actual tax 
burden can decrease or increase depend-
ing on the industry. 

16 The original business tax rate of some 
entertainment industries may be higher than the 
current value-added tax rate after the “replacing 
business tax with VAT” reform.

Table 5
The actual tax burden in all sectors from 2012 to 2015

Sector Actual tax burden (%)
2012 2013 2014 2015

Mining 4.26 3.74 3.54 2.79
Manufacturing 2.60 2.57 2.53 2.54
Production and supply of electricity, heat, gas, and water 4.47 4.76 5.05 5.22
Construction 3.03 3.15 3.24 3.37
Wholesale and retail trade 3.52 3.38 3.10 2.99
Transport, storage, and post 1.42 1.42 1.35 1.21
Hotels and catering 1.78 1.61 1.41 1.27
Information transmission, software, and IT 1.54 1.50 1.64 1.40
Financial intermediation 2.46 2.33 2.47 2.39
Real estate 3.75 4.32 4.27 4.18
Leasing and business services 3.27 3.16 3.10 3.27
Scientific research and technical services 1.33 1.31 1.41 1.41
Household services, repair, and other services 3.49 3.41 2.96 2.38
Education 0.07 0.07 0.07 0.07
Health and social services 0.03 0.02 0.02 0.02
Culture, sports, and entertainment 1.60 1.44 1.21 1.04
Public management, social security, and social organizations 0.19 0.22 0.23 0.27
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Thus, if we look at Table 6, the first 
puzzle can be explained. One reason is the 
difference in measurement indicators, and 
the other is the differences in industries 
and research objects. Different indicators 
may lead to different results. For example, 
when we examine the effect of the B2V 
reform, there is a perceived rise from the 
perspective of the statutory tax rate, while 
in case of the effective tax rate, there is a 
fluctuation. The same is true of the nomi-
nal and actual tax burden. Moreover, by 
focusing on different industries and ob-
jects, we may get different results even 
within the same measurement indicator. 

We can also explain the second puz-
zle regarding why companies are so con-
cerned about the B2V reform. As a general 
excise tax, theoretically, the VAT should 
be borne by consumers, but companies 
also bear some of the burden as well. Since 
the reform concerns the operating costs, it 
is reasonable for companies to pay atten-
tion to it17.

5. Conclusion
Since China successfully launched 

two VAT reforms, the country’s practi-
cal experience of VAT management has 
drawn significant attention both at home 
and abroad. However, there are different 
estimations of the VAT burden in the Chi-
nese academia, business and government 

17 There are some other reasons, for example, 
the higher subjective corporate tax burden. But in 
this article we are only dealing with the objective 
reasons.

circles, and these differences can influence 
the scientific judgment concerning the ef-
fectiveness of the VAT reform. Focusing 
on the above-mentioned questions re-
lated to this problem, this article clarifies 
the concept of the VAT tax burden; the 
authors hold the opinion that we should 
have a full understanding of tax burden 
on the macro-economic, industrial, and 
micro-economic levels as well as its four 
indicators – the statutory tax rate, effective 
tax rate, nominal tax burden, and actual 
tax burden indicators. By calculating and 
measuring the effect of tax cuts after the 
VAT transformation, the B2V reform and 
the simplification and consolidation of the 
tax rate, we can provide more data to be 
considered for further reforms.

1. The VAT tax burden indicator can 
be divided into four types according to 
the combination of the general principles 
of value-added taxation and more practi-
cal considerations: the statutory tax rate 
at the macro-level, the effective tax rate at 
the mid-level, the nominal tax burden, and 
the actual tax at the micro-level. The statu-
tory tax rate is the proportion of the VAT 
levied by the state according to the corre-
sponding legislation. Taking into account 
the special deduction structure of the VAT, 
the effective tax rate refers to the theoreti-
cal ratio of the VAT payable calculated ac-
cording to taxation laws and the tax base. 
The nominal tax burden takes into account 
certain practical factors to measure the tax 
burden borne by taxpayers. And finally, 
the actual tax burden takes into account 

Table 6
The changes of all tax burden indicators after three VAT reforms

Tax burden 
indicator

VAT Reforms
VAT 

transformation
B2V reform Simplification and 

consolidation of tax rate
Statutory tax rate – Increase Decrease
Effective tax rate Decrease Decrease in the original 

VAT industries and most 
of the original business 
tax industries

Some increase and others 
decrease

Nominal tax burden Some increase and 
others decrease

Some increase and others 
decrease

Some increase and others 
decrease*

Actual tax burden Some increase and 
others decrease

Some increase and others 
decrease

Some increase and others 
decrease*

Note: The * mark on the nominal and actual tax burden means that there are no data to prove it yet, 
but the results can be deduced from the above-described analysis.
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both the practical factors and the shifting 
factors and thus refers to the VAT actually 
paid by the taxpayer.

2. The two questions mentioned 
above are the following: (a) Why has there 
been so much controversy surrounding 
tax burden in research literature since 
the B2V reform? (b) Why are companies 
so concerned about the VAT reform? The 
first question can be explained by the dif-
ferences in measurement indicators and 
research industries; tax burden can vary 
depending on indicators and industries. 
The objective reason for the second ques-
tion is that companies actually bear one-
third of the tax burden, and the reform 
truly affects their operation costs.

3. All indicators other than the statuto-
ry tax rate caused a decline in tax burden: 
this effect was even more obvious after 
the B2V reform. Meanwhile, the tax bur-
den fluctuated in all sectors after the VAT 
transformation and the simplification and 
consolidation of the tax rate, and in this 
case, the tax cut effect was not obvious. 
To be more specific, the effective tax rate 
in all original VAT industries and some 
of the original business tax industries de-
creased because of the expansion of de-
duction strategies, while there was also a 
rise in the tax rate for some business tax 
industries due to the higher statutory tax 
rate and lower deduction rate. Practically 
in all the sectors, the actual tax burden and 
nominal tax burden decreased; only in a 
few sectors, the tax burden fluctuated or 
increased. 

Since China joined the major inter-
national trend for tax cutting, its tax pol-
icy has changed from that of the “stable 
macro-tax burden” to “tax reduction.” 
However, in order to ensure real tax 
cuts, it is necessary to consider a number 

of factors – deductible factors, practical 
factors and tax burden shifting factors –
and finally act on the actual tax burden, 
which makes the whole process not very 
efficient. Thus, we can conclude that it is 
not a very good strategy considering the 
current financial conditions. The follow-
ing measures in the post-reform period 
will help the government decrease the tax 
burden efficiently without sacrificing too 
much fiscal revenue:

1. Establish a VAT retained refund 
system. The VAT retained in a company 
is the key factor that allows the VAT tax 
burden not to shift to the next link, so the 
VAT may become the operating cost and 
economic burden on the company. A VAT 
retained refund system means that the tax 
retained in the company can be cut and be 
connected into the VAT deduction chain, 
thus allowing us to reduce the actual tax 
burden efficiently.

2. Increase the actual deductible rate 
of the company. Such practical factors as 
the lack of familiarity with the tax system, 
careless invoice preservation, and the lack 
of tax awareness will make the actual de-
duction rate lower than the theoretical de-
ductible rate. For all companies, a lower 
deductible rate will lead to an increase in 
the nominal and actual tax burden. We 
can take a two-pronged approach to op-
timization: the first is tax management, 
improvement of the quality of tax servic-
es, and optimization of the management 
and deduction procedures. The other re-
lates to taxpayers. We need to enhance 
their awareness of taxation policies so 
that they had a better understanding of 
the VAT system and could avoid unneces-
sary tax risks. This will increase the actual 
deductible rate and reduce the actual tax 
burden.
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ABSTRACT 
The oil industry occupies an important place in Russian economy and in the global 
energy supply system. The industry has recently been facing a number of inter-
nal and external problems, for example, the deteriorating quality and structure of 
the product base and an increase in the share of tight oil reserves. Confronting 
these challenges will inevitably incur costs, which will directly affect oil compa-
nies’ financial performance. The Russian government uses taxation to incentivize 
oil companies to improve their efficiency, which renders the question of tax burden 
particularly salient. This study aims to analyze the tax burden on the Russian oil 
industry in the period from 2010 to 2017 and to identify the key factors that shape 
the structure and dynamics of oil companies’ tax payments. The article provides 
an overview of Russian and international research literature on the problem of tax 
burden. The role of oil and gas revenues in the structure of the Russian federal 
budget is shown. The analysis demonstrates that there has been a steady decline in 
the tax burden on oil companies in recent years due to the changes in the method 
of calculating the mineral extraction tax and export duties as well as the expanding 
range of preferential categories of subsurface use objects. The factor analysis com-
bined with quantitative analysis reveals the factors that determine the dynamics 
and structure of oil companies’ tax payments. The method of cluster analysis is ap-
plied in this study to compare the performance of Russian oil companies according 
to a set of tax burden parameters. The companies are divided into three clusters 
and specific recommendations are provided for each cluster. For example, Gazprom 
Neft and LUKOIL have a low tax burden and can be seen, therefore, as potential do-
nors of tax revenues; Rosneft, Bashneft and Tatneft need to increase their efficiency 
through non-tax optimization; a suitable strategy for Surgutneftegaz, RussNeft, and 
Slavneft, in our view, would be to adjust the structure of their production activities 
to increase the share of the domestic crude oil market. Based on the results of the 
cluster analysis, the authors propose guidelines for reforming taxation of the oil 
industry and describe the main stages of this process. 
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АННОТАЦИЯ
Нефтяная отрасль занимает важное место в экономике России и мировой систе-
ме энергоснабжения. В настоящий момент отрасль столкнулась с рядом внутрен-
них и внешних проблем, например, ухудшение качества и структуры товарной 
базы, увеличение доли трудно извлекаемых запасов нефти. Затраты, направ-
ленные на решение этих и многих других проблем, оказывают воздействие на 
финансовые показатели нефтяных компаний. Налогообложение является ин-
струментом государственного стимулирования и повышения эффективности 
работы нефтяных компаний России. Целью исследования является определение 
налогового бремени российской нефтяной промышленности и выявление клю-
чевых факторов, влияющих на структуру и динамику налоговых платежей не-
фтяных компаний и деление на кластеры по параметрам налогового бремени. 
В статье проведен анализ налоговой нагрузки компаний нефтяной отрасли за 
период с 2010 по 2017 г. и с дифференциацией по видам налогов и крупнейшим 
компаниям отрасли. Выделены основные этапы совершенствования налогоо-
бложения нефтяной отрасли России, цели и главные ориентиры реформиро-
вания. Показана роль нефтегазовых доходов в структуре доходов федерального 
бюджета. Исследованы методические подходы отечественных и зарубежных 
авторов к определению налоговой нагрузки. Авторами предложена методика 
определения налоговой нагрузки компаний, учитывающая специфику налого-
обложения нефтяной отрасли. В результате апробирования методики наблю-
дается устойчивая тенденция снижения налоговой нагрузки нефтяных компа-
ний в последние годы в следствии изменения метода расчета налога на добычу 
полезных ископаемых и экспортной пошлины, а также расширения спектра 
льготных категорий объектов недропользования. В рамках исследования был 
проведен факторный анализ налоговых платежей компаний и выявлены клю-
чевые факторы, влияющие на их структуру и динамику. Дана количественная 
оценка влияния этих факторов на изменение налоговых платежей компаний. 
В заключении на основе выполненных расчетов, нефтяные компании разделе-
ны на три кластера по показателям налоговой нагрузки и даны рекомендации. 
Таким образом, Газпром нефть и ЛУКОЙЛ с низким налоговым бременем яв-
ляются потенциальными донорами налоговых поступлений. Стратегия роста 
Роснефти, Башнефти и Татнефти заключается в повышении эффективности за 
счет неналоговой оптимизации. «Сургутнефтегаз», «РуссНефть», «Славнефть», 
могут скорректировать структуру производственной деятельности в направле-
нии увеличения доли на внутреннем рынке сырой нефти.

КЛЮЧЕВЫЕ СЛОВА
нефтяная отрасль, налоговая нагрузка, федеральный бюджет, налоговый ма-
невр, налог на добычу полезных ископаемых, экспортная пошлина, кластер-
ный анализ
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1. Introduction
The Russian oil industry plays an im-

portant role in the country’s economy and 
the global energy supply system; it holds 
vast potential in terms of resources, pro-
duction, technology and human capital. 
In recent years, however, the industry has 
faced a number of internal and external 
challenges. These include the deteriorat-
ing quality and structure of the resource 
base; changes in the geography of pro-
duction which shifted to the Arctic and 
Eastern regions with harsh climatic condi-
tions; an increase in the share of tight oil 
reserves; volatility of oil prices; financial 
and sectoral sanctions; increased inter-fuel 
and international competition; and so on. 
Confronting these challenges will inevita-
bly incur costs, which will directly affect 
oil companies’ financial performance and 
their ability to invest into sustainable de-
velopment of the industry and economy 
as a whole.

One of the main incentives used by the 
Russian government to improve oil com-
panies’ efficiency is taxation. Since 2011, 
tax reforms have been used to encourage 
the Russian oil industry to develop tight 
oil reserves, oil fields in remote regions 
and so on. The variety of tax preferences 
and the diversity of activities oil compa-
nies engage in make it difficult to estimate 
the tax burden on the industry and ana-
lyze its sensitivity to economic financial, 
industrial, technological, opportunistic 
and other factors. Yet another difficulty is 
that there are currently no clear, generally 
applicable methods of measuring the tax 
burden on the oil and gas industry.

Therefore, we need to obtain an in-
depth understanding of the trends and 
patterns underlying taxation in the energy 
sector and use these findings for indicator-
based forecasting and policy design. 

The purpose of this study is to inves-
tigate the methodology of measuring the 
tax burden on Russian oil companies by 
taking into account the structure and dy-
namics of their tax payments.

To achieve this goal, we should ad-
dress the following tasks: assess the role 
of the oil industry in federal budget rev-
enues; analyze the structure and dynam-

ics of tax deductions of Russian oil compa-
nies; conduct quantitative assessment of 
the tax burden on Russian oil companies 
and on the industry as a whole; reveal the 
factors affecting the dynamics of the tax 
burden; identify clusters of oil companies 
according to their tax burden parameters 
and devise recommendations for optimiz-
ing taxation in the oil and gas industry.

This study relies on the analysis of 
Russian legislative and regulatory docu-
ments1; the data provided by the Trea-
sury of Russia2 and the Ministry of En-
ergy3; consolidated financial statements 
prepared in accordance with the Inter-
national Financial Reporting Standards 
(IFRS); consolidated financial statements 
prepared in accordance with the United 
States’ Generally Accepted Accounting 
Principles (US GAAP) as well as financial 
and performance reports of the biggest 
Russian oil companies. 

2. Literature overview
Many Russian studies focus on taxa-

tion, in particular on the possible ways of 
optimizing the Russian taxation system 
[1–3]; dependence of the tax burden on 
oil and gas prices [4]; MET (Mineral Ex-
traction Tax) and other tax revenues from 
Russian regions [5–7] or individual sectors 
of economy, including the oil industry [8]. 
The question of the feasibility of tax bur-
den in Russia was raised in a number of 
studies published in the late 1990s and 
in the 2000s (Y. A. Kirov, M. I. Litvin, 
A. N. Kadushin, N. M. Mikhailova and 
others). 

1 Interactive report of the Ministry of Energy 
of the Russian Federation Taxation of the oil 
industry: the introduction of the NFR. 2015. 
Available at: http://docplayer.ru/26270060-
Nalogooblozhenie-neftyanoy-otrasli-vvedenie-
nfr-moskva-2015-g.html (In Russ.)

2 Budget Code of the Russian Federation No. 145-
FZ of July 31, 1998 (as amended on December 28, 
2017), art. 96.6 Oil and gas revenues of the federal 
budget. Available at: http://www.consultant.ru/
document/cons_doc_LAW_19702/ (In Russ.)

3 Annual reports of the RF Treasury on the 
execution of the consolidated budget of the Russian 
Federation for the period 2007–2017. Available at: 
http://www.roskazna.ru/ispolnenie-byudzhe-
tov/konsolidirovannyj-byudzhet/ (In Russ.)

http://docplayer.ru/26270060-Nalogooblozhenie-neftyanoy-otrasli-vvedenie-nfr-moskva-2015-g.html
http://docplayer.ru/26270060-Nalogooblozhenie-neftyanoy-otrasli-vvedenie-nfr-moskva-2015-g.html
http://docplayer.ru/26270060-Nalogooblozhenie-neftyanoy-otrasli-vvedenie-nfr-moskva-2015-g.html
http://www.consultant.ru/document/cons_doc_LAW_19702/
http://www.consultant.ru/document/cons_doc_LAW_19702/
http://www.roskazna.ru/ispolnenie-byudzhetov/konsolidirovannyj-byudzhet/
http://www.roskazna.ru/ispolnenie-byudzhetov/konsolidirovannyj-byudzhet/
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A separate group of studies analyzes 
the tax burden on oil and gas companies. 
G. A. Nurtdinov [9] examines various ap-
proaches to determining the tax burden, 
assesses its level for a large vertically in-
tegrated oil company and comes to the 
conclusion that it is necessary to opti-
mize the current tax burden and to redis-
tribute profits by applying tax planning 
methods. L. V. Eder et al. consider the 
financial and economic performance of 
the Russian oil and gas industry in 2011, 
including analysis of the tax burden on 
oil and gas companies between 2008 and 
2011. E. N. Zhavoronkova [10] compares 
the tax burden per barrel of production of 
the largest Russian and foreign oil com-
panies from 2010 to 2013.

International studies mostly focus 
on possible reforms of the energy sector, 
in particular reduction of the tax burden 
on companies [11]. Karagianni et al. dis-
cuss the causes of the non-linear rela-
tionship between tax revenues of the US 
state budget and GDP before 2008 [12]. 
A. Datta considers taxation of fuel oil in 
India as a part of a more general discus-
sion on the abatement of greenhouse gas 
emissions [13].

Another group of studies deal with 
the discussion and controversial tax pro-
posals for the petroleum sector in Nor-
way, Denmark and Australia. The situ-
ation in these countries led, for example, 
to reductions in tax-related depreciation 
for the Norwegian petroleum industry in 
May 2013. C. Riis et al [14] have reviewed 
this tax debate and analyzed the implica-
tions of basing tax design on counter-fac-
tual investment behavior. P. Osmundsen 
et al. [15] discuss the effect of tax design 
on international capital allocation when 
companies ration capital. The authors an-
alyzed capital allocation and government 
take for four equal oil projects in three 
different fiscal regimes: the US GoM, UK 
upstream and Norway offshore. Wang 
Chaoyang, Chen Yufeng, Jin Xi [16] ex-
plore this problem in the context of China, 
pointing out that the government should 
support the development of new energy 
industry in China by imposing energy tax-
es and providing subsidies for enterprises.

A separate group of international 
studies discuss the Russian tax policy in 
the oil industry. G. Komori [17] analyzes 
the state of the oil industry in Russia in 
2000–2009 and examines the country’s en-
ergy strategies until 2030, concluding that 
it is necessary to ease the tax limitations 
on foreign firms wishing to invest in Rus-
sian oil companies.

3. Methodology and research results

3.1. The role of oil companies  
in Russian economy

Russian oil and gas companies have 
made up a large share of the country’s 
federal budget Russian oil companies 
since the early 2000s. It was in this period 
that high oil prices made it possible for the 
country to bridge its federal deficit, cover 
the external liabilities, increase gold and 
foreign exchange reserves, create a system 
of specialized funds (Stabilization Fund, 
Reserve Fund, National Welfare Fund), 
and pursue a stable social policy by means 
of household income indexation.

In 2002, a new mineral extraction tax 
(MET) was adopted for oil companies, and 
since then the administration of revenues 
from resource development has become 
much simpler. In 2008, the term “oil and 
gas revenues” was introduced, which en-
compassed the income from the MET (in 
the form of hydrocarbons – oil and natural 
gas from all types of hydrocarbon depos-
its; gas condensate from all types of hydro-
carbon deposits) and the export customs 
duty for crude oil, natural gas as well as 
petroleum-based products. This measure 
allowed the government to differentiate 
between the two types of revenue into the 
federal budget – oil and gas revenue and 
non-oil and gas revenue.

In 2017, the share of oil and gas rev-
enues in the federal budget was 40%, in-
cluding 13% for the export customs duty 
and 27% for the MET [18] (see Table 1).

Compared to 2016, in 2017, oil and gas 
tax revenues rose following the increase in 
revenues from the MET, which, in its turn, 
resulted from the 27% rise in world oil 
prices. Since 2015, the proportion of rev-
enues from MET and duties has changed: 
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if previously the bulk of oil and gas rev-
enues was formed by the export duty, in 
2015 the revenues from the MET came 
first. This happened because of the conse-
quences of the government’s “tax maneu-
ver” and the drop in oil prices [19; 20].

Therefore, since 2011, tax legislation 
in the energy sector has been actively re-
formed (Table 2). In the beginning, the 
aim was to reduce and differentiate the 
oil export duty. The most significant area 
of reforms was the introduction of the so-
called “tax maneuver” in 2014, a system 
of measures aimed at maximizing the effi-
ciency of the tax system. The “tax maneu-

Table 1 
The share of oil and gas revenues in the federal revenue structure, 2010–2017

Index 2010 2011 2012 2013 2014 2015 2016 2017
Share of oil and gas revenues 46% 50% 50% 50% 51% 43% 36% 40%
Share of the MET, including 16% 17% 19% 19% 20% 23% 21% 27%

oil production 15% 16% 17% 17% 17% 20% 17% 22%
Share of the export customs duty, 
including

30% 32% 32% 31% 32% 20% 15% 13%

export of oil and oil-based products 27% 29% 28% 27% 28% 16% 11% 9%
Compiled by the authors using: Annual reports of the RF Treasury on the execution of the consolidated 

budget of the Russian Federation for the period 2007–2017. Available at: http://www.roskazna.ru/
ispolnenie-byudzhetov/konsolidirovannyj-byudzhet/ (In Russ.) 

Table 2 
Stages of the tax reform in the oil industry

Key areas Goals
SYSTEM “60-66-90” since 01.10.2011

Reduction in the oil export duty; 
Reduction in the export duty on light oil 
products; 
Increase in the export duty on dark oil 
products.

Stimulate and maintain production at the existing 
fields;
Increase investment in the depth of oil refining; 
Decrease the export economy of dark oil products

“SMALL TAX MANEUVER” since 01.01.2014
Small reduction in the oil export duty;
Small reduction of the export duty on diesel 
fuel;
Increase in the MET on oil.

Increase budget revenues;
Protect the margin and maintain the attractiveness 
of deposits for development and the attractiveness 
of oil refining;
The first stage of shifting the tax burden from 
exports to oil production.

“BIG TAX MANEUVER” since 01.01.2015
Significant reduction in the oil export duty;
Significant reduction in the export duty on 
light oil products;
Significant increase in the MET on oil and 
gas condensate.

Compensate for budget revenue losses by 
increasing the MET tax burden;
Increase incentives for deep oil refining;
The second stage of shifting the tax burden from 
exports to oil production;
Reduce the risks of subsidizing CU countries 
within the framework of the CES creation.

Compiled by the authors using: Interactive report of the Ministry of Energy of the Russian Federation 
Taxation of the oil industry: the introduction of the NFR. 2015. Available at: http://docplayer.ru/26270060-
Nalogooblozhenie-neftyanoy-otrasli-vvedenie-nfr-moskva-2015-g.html (In Russ.).

ver” included, among other things, reduc-
tion of the oil export duty rate from 59% 
in 2014 to 30% in 2017. The export duty 
on light oil products was also lowered, 
while the base rate of the MET on oil from 
493 rubles per ton in 2014 to 919 rubles in 
2017. Along with the growth of the MET 
rates, tax regulation involved privileges 
for oil production to stimulate the devel-
opment of tight oil reserves.

The largest taxpayers of the Russian 
oil industry are Rosneft (45% of all tax 
payments in the industry or 2.7 trillion 
rubles) and LUKOIL (20% or 1.2 trillion 
rubles). Other large taxpayers are Gaz-

http://www.roskazna.ru/ispolnenie-byudzhetov/konsolidirovannyj-byudzhet/
http://www.roskazna.ru/ispolnenie-byudzhetov/konsolidirovannyj-byudzhet/
http://docplayer.ru/26270060-Nalogooblozhenie-neftyanoy-otrasli-vvedenie-nfr-moskva-2015-g.html
http://docplayer.ru/26270060-Nalogooblozhenie-neftyanoy-otrasli-vvedenie-nfr-moskva-2015-g.html
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prom Neft (12% or 0.69 trillion rubles) and 
Surgutneftegaz (11% or 0.67 trillion ru-
bles). Thus, the four largest oil companies 
account for almost 90% of the industry’s 
tax revenues (Table 3).

In 2017, oil companies paid more than 
6.0 trillion rubles to the Federal Budget. 
In the structure of the taxes paid, the larg-
est share is that of the mineral extraction 
tax (54% or 3.3 trillion rubles) and export 
duties (22% or 1.3 trillion rubles). Other 
taxes (income tax, excise taxes, property 
tax, personal income tax and insurance 
payments, etc.) account for 24% – about 
1.5 trillion rubles (Table 4).

In addition to the so-called special-
ized tax payments, which include mineral 
extraction tax and export duty, oil compa-
nies pay general economic taxes and make 
other payments – income tax, property 
tax, social contributions, land tax, excises 
and others. The share of these taxes is not 
subject to significant changes, because it 

Table 3 
Structure of the Russian oil industry tax deductions by company, 2011–2017, bln rbs

Company 2011 2012 2013 2014 2015 2016 2017
Bln rbs  %

Rosneft 1,374 1,641 2,487 3,006 2,306 2,067 2,675 45%
LUKOIL 1,129 1,222 954 1,366 1,194 992 1,172 20%
Surgutneftegaz 739 762 808 982 781 543 675 11%
Gazprom Neft 510 574 592 645 570 581 693 12%
Tatneft 321 312 326 313 274 246 325 5%
Bashneft 200 227 246 291 229 214 277 5%
Slavneft 83 101 97 96 106 95 121 2%
RussNeft 108 107 86 90 61 52 67 1%
Oil industry 4,464 4,946 5,596 6,789 5,521 4,790 6,005 100%

Compiled by the authors by using the data from consolidated financial statements prepared under 
IFRS, US GAAP.

Table 4 
Structure of the Russian oil industry tax deductions by payment type,  

2011–2017, bln rbs
Index 2011 2012 2013 2014 2015 2016 2017

Bln rbs  %
Export duties 2,358 2,543 2,699 3,390 1,906 1,337 1,325 22%
Mineral extraction tax 1,390 1,612 2,001 2,272 2,519 2,270 3,267 54%
Excises 308 370 441 499 462 675 815 14%
Income Taxes 297 294 295 447 431 289 357 6%
Property tax 46 45 60 70 76 82 87 1%
Other 65 82 100 111 127 137 154 3%
Oil industry 4,464 4,946 5,596 6,789 5,521 4,790 6,005 100%

Compiled by the authors by using the data from consolidated financial statements prepared under 
IFRS, US GAAP.

does not depend on the conjuncture of 
world energy markets and active legisla-
tive regulation.

Oil companies occupy the leading po-
sition in the country’s economy, while the 
tax system of the oil industry is being con-
stantly reformed and is also facing new in-
ternal and geopolitical challenges, which 
makes it crucial to study the tax burden 
and the key factors affecting the structure 
and dynamics of Russian oil companies’ 
tax payments into the federal budget.

3.2. Methodology for measuring tax burden
Choosing an adequate method for 

measuring tax burden is one of the main 
problems in taxation theory and practice. 
Despite the vast research on this problem, 
it still continues to be relevant today [21]. 
The approaches currently applied in Rus-
sia do not reflect the specificity of the tax 
burden on the oil industry (Table 5). When 
comparing the most widely used ap-
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proaches, we identified whether they took 
into account specialized taxes applied in 
the energy sector (+) or not (–).

Within the methodological frame-
work applied by the Ministry of Finance of 
the Russian Federation, tax burden is cal-
culated as the ratio of all taxes paid by the 
organization to the total revenue, includ-
ing the revenue obtained from other sales. 
According to the approach proposed by 
M. N. Krejinina, the total amount of taxes is 
correlated with the financial performance 
of the company, showing how many 
times the amount of tax paid differs from 
the net profit remaining at the disposal of 
the company [22]. In accordance with the 
methodological approach of E. A. Kirova, 
tax burden is measured through the ra-
tio of accrued payments and the newly 
created value [23]. M. I. Litvin suggests 
calculating the tax burden as the ratio of 
all taxes to the number of the sources of 

funds for tax payment [24]. A. N. Kadu-
shin and N. M. Mikhailov propose to de-
fine the tax burden as a share of the value 
added to the state, while correlating taxes 
with the source of funds for their payment 
[25]. O. F. Pasko’s methodology is similar 
to the approach of A. N. Kadushina and 
N. M. Mikhailova described above; how-
ever, it takes into account land and prop-
erty taxes as well as the tax on natural re-
sources [26].

In this study, we analyze the existing 
methodological approaches to measuring 
tax burden to identify the advantages and 
disadvantages of each approach and to 
show the differences and similarities be-
tween these approaches. In doing so, we 
focus on the following aspects:

– the structure and amount of taxes 
included in the calculation when deter-
mining the tax burden, since there is a 
divergence of views on the advisability of 

Table 5
Methodological approaches to measuring tax burden

Methods Formula for calculating the 
tax burden

Explanation MET / 
Export 
duty

RF Ministry of 
Finance  100 %

( )
TP

TR NonOI
⋅

+
TP is the total amount of all taxes paid;
TR are the proceeds from the sale of 
products;
NonOI is the non-operating income

+/–

M. N. Kreinina Pr 100 %TR OPEX
TR OPEX
− − ⋅

−
TR are the proceeds from sales;
OPEX are the operating expenses 
without taxes;
Pr is the actual profit remaining at 
the disposal of the enterprise after the 
deduction of taxes

+/–

E. A. Kirova
100 %TP obP AR

NCV
+ + ⋅

TP are the tax payments of the 
organization;
obP are payments made to off-budget 
funds;
AR are arrears in payments;
NCV is the newly created value

+/+

M. I. Litvin     100 %TP obP
VA
+ ⋅

TP + obP is the sum of the charged tax 
payments (including personal income 
tax) and payments in off-budget funds;
VA is the value added

+/–

A. N. Kadushin  
and N. M. Mi-
khailova

100%S obP D
VA

+ + ⋅
S is the salary;
obP are payments made to off-budget 
funds;
D is depreciation;
VA, value added

+/–

O. F. Pasko
100%S obP D CT NOT

VA
+ + + + ⋅

CT are the taxes attributable to cost;
NOT are the taxes attributable to non-
operating expenses

+/+

Compiled by the authors.
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including in the calculations the personal 
income tax and indirect taxes;

– the definition of the base indicator 
which the amount of taxes correlates with 
as there is no general agreement as to the 
choice of base indicators, which means 
that different approaches use profit, value 
added, newly created value, or revenue.

Many approaches, including the one 
used by the Ministry of Finance, share one 
key drawback – they do not take into con-
sideration export duties.

With regard to the above-described 
considerations, we have modified the gen-
eral formula to calculate the tax burden on 
oil companies:

           
   
   100%.

Direct taxes Export duties
Paymentstooff

budget fundsTB
Revenues fromsales

+ +
+ −

−
= ⋅

 

(1)

The following taxes and payments 
should be included in calculating the tax 
burden:

– all taxes paid by the company (min-
eral extraction tax, income tax, property 
tax, land tax and others);

– export duties that are not taxes but 
refer to mandatory payments as they are a 
part of the revenues from the oil industry 
to the federal budget and represent a sig-
nificant burden on oil companies;

– payments to off-budget funds.
In view of the economic content of 

indirect taxes as surcharges to the goods 
price, they are not included in the calcula-
tion of the tax burden, since the payer is 
the buyer and the company only acts as a 
tax agent for VAT and excises. The same 
can be said about the personal income tax: 
in this case, the taxpayers are employees 
themselves and companies act only as in-

termediaries that transfer the personal in-
come tax to the budget. Only when the tax 
burden is calculated based on the data on 
the company’s cash flows, the inclusion 
of indirect taxes and personal income tax 
would be justified.

As a basis for comparison, we chose 
revenue from sales as the main revenue el-
ement. Revenues from non-operating ac-
tivities should be taken into account when 
calculating the company’s tax burden.

3.3. Tax burden quantification
The level of the oil industry tax bur-

den differs considerably depending on 
the method of calculation (Table 6), which 
is due, first, to the different tax amounts 
used and, secondly, to the choice of the 
base which the tax payments in absolute 
terms are correlated with [27; 28]. In ad-
dition, some methods do not take into ac-
count the specifics of the oil industry taxa-
tion, primarily the export duty.

The indicators of the tax burden on 
some companies, which was calculated 
differently in certain years, are absent be-
cause of the company’s unprofitable activ-
ity or the ratio of the financial indicators 
of the company’s performance that the 
calculation of the tax burden in a sepa-
rate methodology was incorrect due to the 
presence of negative values.

Table 7 illustrates the results of mea-
surements made by applying the modified 
methodology described in the previous 
section. 

The tax burden on the Russian oil in-
dustry in 2017 was 38%, which is three 
percentage points above the level of the 
previous year, but significantly inferior 
to the level of taxation in the period un-
til 2014. In general, during the given pe-

Table 6 
Oil industry tax burden, calculated by applying various methods, 2011–2017

Methodology 2011 2012 2013 2014 2015 2016 2017
Ministry of Finance 19% 19% 20% 20% 21% 22% 25%
M. N. Kreinina 69% 68% 69% 63% 58% 81% 65%
E. A. Kirova 438% 515% 350% 380% 312% 502% 346%
M. I. Litvin 48% 48% 47% 50% 54% 79% 58%
A. Kadushin and N. Mikhailova 27% 26% 26% 20% 23% 25% 24%
O. F. Pasko 44% 49% 45% 55% 47% 44% 46%

Calculated by the authors.
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riod, there was a general decline in the 
tax burden on the oil industry. This hap-
pened primarily due to the expansion of 
categories of preferential oil as companies 
were expanding their operation to remote 
regions with poorly developed transport 
infrastructure and harsh climatic and min-
ing conditions [29; 30].

The tax burden on Rosneft, Surgut-
neftegaz, Tatneft, Slavneft, and Russneft 
was higher than the industry average. The 
tax burden on LUKOIL, Gazprom Neft, 
and Bashneft was below the industry av-
erage. The division of companies relative 
to the industry average did not change 
during the given period.

As of 2017, Slavneft and Russneft had 
the highest tax burden (50% and 52% re-
spectively). LUKOIL stands out among 
other companies as it has the lowest tax 
burden indicators over the entire period 
(15% in 2017). Until 2016 Surgutneftegaz 
had the highest burden in the industry. 
In addition, it is the only company whose 
tax burden turned out to be above 100%, 
since the total tax payments exceeded the 
revenues from the main activity (109% in 
2014).

3.4. Clustering of companies according 
to tax burden parameters

Production, institutional and conjunc-
ture factors can have diverse influence on 
the tax burden on companies, which makes 
it particularly important to investigate this 
influence and use these findings for further 
forecasting and analysis [31–34]. In this 
paper, cluster analysis is used to divide oil 
companies into groups with similar param-

eters. Within each cluster, there should be 
objects more similar to each other than to 
those from different clusters. 

Following the traditional approach to 
cluster analysis, we have devised an algo-
rithm for clustering eight Russian oil com-
panies on the basis of a set of tax burden 
parameters. Thus, at the first stage, we 
constructed a database in the form of a ta-
ble containing values of the variables (Xij, 
where i is the number of an oil company 
and j is the parameter of the tax burden) 
(Table 8).

Table 8
Database layout

Company Parameter
Xi1 Xi2 Xi3

X1j X11 X12 X13

X2j X21 X22 X23

X3j X31 X32 X33

X4j X41 X42 X43

X5j X51 X52 X53

X6j X61 X62 X63

X7j X71 X72 X73

X8j X81 X82 X83

Compiled by the authors.

We selected three independent indica-
tors characterizing the activity of the com-
panies as variables:

Хi1 is the tax burden per 1 ton of oil 
production, billion rubles / ton. This indi-
cator reflects the value of the specific tax 
burden, comparing the total tax payments 
with the result of production activities, 
namely, the amount produced during the 
oil period.

Хi2 is the share of exported oil in total 
production, %. The structure of oil sales 

Table 7 
Tax burden calculated with the help of the modified methodology, 2011–2017

№ Company 2011 2012 2013 2014 2015 2016 2017
1 Rosneft 49% 51% 50% 52% 43% 37% 39%
2 LUKOIL 25% 24% 17% 21% 16% 13% 15%
3 Surgutneftegaz 91% 88% 95% 109% 77% 43% 48%
4 Gazprom Neft 35% 33% 34% 33% 30% 28% 28%
5 Tatneft 52% 50% 50% 48% 41% 35% 41%
6 Bashneft 35% 36% 37% 40% 33% 29% 34%
7 Slavneft 53% 51% 50% 49% 48% 44% 50%
8 RussNeft 66% 81% 64% 79% 59% 49% 52%

Oil industry 45% 46% 45% 47% 38% 35% 38%
Calculated by the authors.
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(domestic or export supplies) for each com-
pany is unique, which largely determines 
the amount of revenue and tax payments.

Хi3 is the relative tax burden on the 
company, %. The indicator reflects the 
unit value of taxes per unit of revenue 
from core activities.

In the second stage of clustering, the 
variables were normalized (reduced to a 
single commensurable form by means of 
a standard deviation formula conversion), 
because the variables have different mea-
surement scales.

At the third stage, measures were 
found pairwise between all companies, 
where the Euclidean distance was used as 
a metric:

1/2
2

1
( , ) ( ,)

n

ij i j
j

d i i x x ′
=

 
= −′  

 
∑

       
(2)

where i, i’ is the number of an oil com-
pany; j is the tax burden parameter; xij, xi’j 
are the characteristic values j for i and i’ of 
companies.

The fourth stage is the creation of clus-
ters. We have chosen the Ward method, 
since it allows us to construct well sepa-
rated clusters. This method seeks to op-
timize the minimum variance within the 
clusters, which implies the integration of 
objects, giving the minimum increment of 
the intragroup sum of squared deviations.

At the fifth stage, we built a dendro-
gram to illustrate the results of hierarchi-
cal clustering, in particular to demonstrate 
cluster integration and show the degree of 
closeness between individual companies. 
The number of dendrogram levels corre-
sponds to the number of clusters.

The last (sixth) stage of clustering 
describes the clusters obtained, the char-

acteristics of the companies within each 
cluster and general information confirm-
ing the homogeneity of the grouping.

The cluster analysis was carried out 
by using a specialized package for solving 
statistical problems Stata 11.1.

3.5. Results of clustering companies 
according to the level of tax burden
The results of our cluster analysis of 

oil companies showed that most similari-
ties in terms of tax burden are found be-
tween Rosneft and Bashneft, Surgutneft-
egaz and Russneft, which corresponds to 
the lowest (first) clipping level in Figure 1.

The highest level of differentiation of 
companies (the fourth) allows the indus-
try to be divided into two large groups: 
Rosneft, Bashneft, Tatneft, Gazprom Neft, 
LUKOIL, on the one hand, and Surgut-
neftegaz, Russneft, Slavneft, on the other. 
It is, however, difficult to identify the 
characteristics that the three latter compa-
nies have in common. 

The optimal clustering of the compa-
nies is that of the third cut-off level with 
the allocation of three clusters (Table 9).

Table 9
Distribution of companies by cluster 
according to tax burden parameters
Cluster 1st 

cluster
2nd 

cluster
3rd cluster

Company LUKOIL
Gazprom 
Neft

Bashneft
Rosneft
Tatneft

Surgut-
neftegas
Russneft
Slavneft

Companies’ 
tax burden

to 30% 30–45% 45–55%

Comparison 
with the tax 
burden on 
the industry 
(38%)

Below 
average

Average Above 
average

Calculated by the authors.
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The first cluster includes three com-
panies with the tax burden level close to 
industry one: Bashneft, Rosneft, Tatneft 
with the tax burden of 34%, 39%, and 41%, 
respectively. The companies of this group 
have a high export share in the structure 
of hydrocarbons sales, however, after the 
introduction of tax incentives, the tax bur-
den on these companies has remained at 
the level of the industry average. 

The predominant export orientation 
of raw materials determines relatively low 
transaction costs, but a high level of taxa-
tion and profits.

The companies of the first cluster 
account for the largest share of tax rev-
enues to the federal budget from the oil 
industry (57%). The growth strategy for 
the companies of this group would be to 
focus on further growth in the company’s 
revenue through non-tax optimization, 
for example, by investing in technologi-
cal innovation and expanding the bound-
aries of oil sales.

Companies of the second cluster,  
LUKOIL and Gazprom Neft, have a low 
tax burden – 15% and 28%, respectively. 
The low tax burden of Gazprom Neft is 
due, first of all, to the lowest share of ex-
port sales in the industry, and, therefore, 
low payments of export duties with fairly 
high revenues.

The undisputed leader in the indus-
try in terms of its low tax payments is 
LUKOIL. This situation is explained by 
the use of transfer costs. Moreover, if we 
look at the list of the oil fields developed 
by this company, we shall see that a large 
number of objects are at the initial or final 
stage of development, which makes them 
entitled to for which preferential tax con-

ditions are widely distributed. LUKOIL 
focuses on the sale of hydrocarbon prod-
ucts in Russia and abroad in the form of 
petroleum products and petrochemicals. 
Its high operating costs are due to sig-
nificant costs in the processing sector and 
sales of final products. A considerable part 
of these costs are the costs of oil and oil 
products delivered to refineries.

A certain focus on the domestic mar-
ket with processed products largely ex-
empts the company from paying addi-
tional taxes, including customs duties. 
As far as the net profit and revenue are 
concerned, the company has one of the 
most balanced indicators in the industry 
in terms of taxes paid.

The share of tax payments made by 
companies from the second cluster is 26% 
of the total industry contribution. The 
government, which uses maximization of 
tax revenues as a criterion for optimizing 
the tax system, sees the companies in this 
cluster as potential donors of tax revenues, 
since, given the currently low tax burden 
on these companies, it is still possible to 
increase the tax burden on this group to a 
level comparable to industry one.

The third cluster includes Surgut-
neftegaz (48%), Slavneft (50%), and 
Russneft (52%) and is characterized by a 
high level of tax burden compared with 
the industry average. Two of the three 
companies (Slavneft and Russneft) have 
the lowest rates of oil production and 
export, some of the tax breaks do not ap-
ply to their activities. 

Tax revenues from the companies in 
the third cluster account for 17% of the to-
tal industry contribution. The costs of in-
dustry taxes for these companies make up 

Table 9
Distribution of companies by cluster according to the parameters of the tax burden

Company Cluster
1st cluster 2nd cluster 3rd cluster
Bashneft
Rosneft
Tatneft

LUKOIL
Gazprom Neft

Surgutneftegas
Russneft 
Slavneft

Comparison with the tax burden of the industry (38%) Average Below average Above average
Tax burden per 1 ton of oil production*, bln rbs / ton 16,0 12,9 9,8
Share of exported oil in total production*, % 62% 36% 28%
Relative tax burden of the company*, % 45% 30% 55%

* Cluster average.
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the largest part of their expenses structure, 
therefore, in order to reduce the tax bur-
den, these companies should change the 
structure of their production activities and 
prioritize oil sales in the domestic market 
focusing on the fields with tax benefits in 
hydrocarbon production.

4. Conclusion
The Russian oil industry is a key 

source of federal budget revenue. Only 
for two specialized taxes (MET and export 
duty tax), the tax deductions of oil com-
panies account for almost a half of all the 
state revenues.

In order to enhance the performance 
of oil companies in the face of negative in-
ternal and external factors, in recent years 
the government has been reforming the tax 
treatment of the oil and gas industry. As 
a result of the “tax maneuver”, the struc-
ture of oil companies’ tax payments has 
changed significantly since 2015, which is 
associated with a decrease in the share of 
export duties and an increase in the share 
of MET. At the same time, the tax burden 
on the industry has been declining. 

Since there is a variety of approaches 
to measuring tax burden, it is important 
to choose a method that would take into 
account industry-specific features. The 
results of our qualitative and quantitative 
evaluation have shown that the tax bur-
den on Russian oil companies is highly 
differentiated. We found that in the last 
decade the total tax burden on the in-
dustry was reduced from 45% in 2011 to 

38% in 2017. Slavneft and Russneft are 
under the highest tax burden (50%) while  
LUKOIL is under the smallest (15%).

The main factors affecting the rise in 
tax deductions in absolute terms in recent 
years have been the increasing dollar ex-
change rate, the increase in the base MET 
rate, falling oil prices, and the increas-
ing oil production and exports. The high 
dependence of the MET and export du-
ties on oil prices and the dollar exchange 
rate makes companies vulnerable. It also 
means that there is a significant risk that 
the tax burden on these companies will in-
crease in the future.

The clustering of companies on the ba-
sis of certain tax burden parameters made 
it possible to single out the general char-
acteristics of production activities and the 
availability of preferential taxation condi-
tions. Gazprom Neft and LUKOIL have a 
low tax burden and are, therefore, poten-
tial donors of tax revenues. The growth 
strategy of Rosneft, Bashneft, and Tatneft, 
whose current tax burden is comparable 
to the industry average, is to improve ef-
ficiency through non-tax optimization. 
Finally, the companies Surgutneftegaz, 
Russneft, Slavneft, which are character-
ized by low oil production compared to 
other VIOC, can be recommended to ad-
just the structure of their production ac-
tivities by increasing the share of oil sales 
in the domestic market and expanding the 
geography of oil production in order to 
apply benefits during production hydro-
carbons.
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ABSTRACT
The article discusses the history of local taxation in Germany and its current state, 
focusing on the correspondence of the existing local taxes to the criteria of optimal 
local taxation. The author’s hypothesis is that the German system of local taxation, 
which dates back to the imperial period, can and should be reformed in order to meet 
the internationally recognized criteria. The analysis is based on several criteria: the 
general criteria, which apply to all taxes, including federal; criteria for local and central 
taxes and, last but not least, criteria for relationships between local governments. The 
history of the three local taxes (property tax, business tax and income tax) is viewed 
in the light of the above-described criteria. It is shown that the local business tax 
needs to be adjusted according to the criteria of optimal local taxation. The author 
also explains why, from the theoretical perspective, it was important to transfer 
the revenue from the income tax to the local level in 1969 and points out that local 
governments currently lack the authority to set tax rates. The case of the property 
tax, introduced in 1936, is particularly interesting, taking into consideration the 
current plans to amend the existing legislation. The author compares the two possible 
scenarios of the future tax reforms and comes to the conclusion that only one of 
them fully meets the international standards. The analysis has shown that the local 
taxation system in Germany is quite efficient, although there is definitely some room 
for improvement. The combination of the business tax and the income tax allow local 
authorities to balance the interests of local households and businesses. 
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АННОТАЦИЯ
Не ограничиваясь простым описанием истории местного налогообложения 
в Германии, автор оценивает существующую систему и ее историческое раз-
витие на соответствие различным критериям оптимального местного налога. 
Гипотеза автора говорит о том, что немецкая система местного налогообло-
жения, сложившаяся с имперских времен, может быть реформирована, чтобы 
достаточно хорошо соответствовать общепринятым критериям. Для анализа 
выделено несколько критериев: критерии для любого налога (также федераль-
ного), критерии для местных и центральных налогов и, что не менее важно, 
критерии для отношений между местными органами власти. Основываясь на 
этих критериях, описывается история трех местных налогов (налог на имуще-
ство, местный налог на бизнес, местный налог на прибыль). Развитие налога 
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на имущество описано с момента его введения в 1936 г. вплоть до настоящего 
времени. С учетом наличия планов по внесению дальнейших изменений в за-
конодательство, оценены две возможные альтернативы его предстоящего ре-
формирования. Сделан вывод, что из двух предлагаемых вариантов его измене-
ния лишь один соответствует международным стандартам. На основе анализа 
системы реформ, последовательно изменявших местный промысловый налог, 
сделан вывод о необходимости его скорейшего реформирования в целях приве-
дения в соответствие с критериями оптимального местного налогообложения. 
Оправдана, с теоретических позиций, важность передачи на местный уровень 
власти в 1969 г. доли поступлений от налога на доходы. Вместе с тем отмечен 
недостаток полномочий местного уровня по установлению налоговой ставки. 
Анализ показал, что система местного налогообложения в Германии в целом не 
плоха, но может быть значительно улучшена. Промысловый налог и налог на 
доходы, работая совместно, создают предпосылки для балансирования интере-
сов коренного населения и предпринимательского сообщества, а в целом три 
названных источника доходов сформировали неплохую местную систему на-
логообложения Германии. Вместе с тем все элементы этой системы нуждаются 
в реформировании.

КЛЮЧЕВЫЕ СЛОВА
местный налог, критерии местного налога, местное налогообложение, история 
налогообложения, налог на имущество, промысловый налог, местный налог на 
доход

1. Introduction
An article on the history of local taxa-

tion in Germany can serve several pur-
poses. Whoever works on national tax 
systems, needs to compare the manner in 
which various countries have embedded 
their local taxation in the overall system. 
Experts specializing on specific local taxes 
may engage in cross-country comparisons 
and draw conclusions about the strengths 
and weaknesses of local taxes in different 
countries. 

The hypothesis that we are going to 
discuss in this article is that the German 
local tax system, which evolved in the im-
perial period, went through a brief demo-
cratic phase (1918–1933), then the Nazi 
period, and, finally, entered the peaceful 
democratic phase, needs to be adjusted 
and reformed in order to correspond to 
modern internationally recognized crite-
ria of effective taxation. 

An economist writing on the history 
of local taxation in Germany looks at the 
historical development and its results 
from an economic perspective. The cru-
cial question he or she needs to answer is 
whether this development moved in the 
right direction, which means that certain 
criteria of “optimal” taxation are required. 
Therefore, in this article, we start with the 

description of such criteria and an over-
view of the current system of local taxes in 
Germany. The following parts deal with 
the development of individual taxes after 
World War II, including the major fiscal 
reforms, and in conclusion we are going to 
describe the reforms necessary for further 
development of the system. 

2. Criteria of efficient local taxation and 
an overview of the current tax system

2.1. What is a good local tax? 
Not all taxes can be considered as suit-

able for use on the local level (for more in-
formation on the main criteria see our pre-
vious works [1; 2]), for instance, the VAT 
is not recommended to be introduced as 
a local tax. The “why”, however, is not so 
easy to pin down, because it contains a 
multitude of different aspects (see Fisher 
[3] for an alternative system of tax anal-
ysis principles). Boadway and Shah [4] 
concentrate on decentralizing taxes on the 
state level. Some economists, for example, 
Oates [5; 6] and Seiler [7], focus on local 
taxation. The overview of assessment cri-
teria for local taxes is given in Table 1 be-
low. These criteria can be divided into two 
groups: those that apply to any tax, local 
or federal, and those that apply only to lo-
cal taxation. 
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Obviously, local taxes should meet 
some general criteria that apply to all kinds 
of taxes, for instance, they should provide 
sufficient revenue net of administrative 
and taxpayer costs (1). The latter can be an 
issue when it comes to small local taxes.

All taxes should be collected to meet 
the allocational objective, which means 
that private as well as public production 
should serve the preferences of people 
and be produced at an optimal cost (2). 
For local taxes it means that they should 
be levied under the benefit principle in the 
sense that they are considered as a remu-
neration paid for local services by busi-
nesses and private households. Moreover, 
each of these taxes should carry as little 
excess burden as possible, which means 
that the income effect should be high and 
the substitution effect, low. Further we are 
going to discuss the property tax in more 
detail and consider the example of the so-
called window tax, which illustrates the 
negative effects of high excess burden. In 
general, excess burden is associated with 
a broad tax base, which means that the 
income tax is better than the consumption 
tax, the consumption tax is better than the 
beer tax, and so on. 

Local taxes should not interfere more 
than necessary with the national objec-
tives of dampening business cycles and 
supporting economic growth (3). If a lo-
cal tax brings a high revenue in the period 
of prosperity, this leads to more invest-
ment, which increases the “boom” effect. 
However, if a tax remains stable over the 
different stages of the business cycle and 
increases slowly together with the general 
growth, it provides resources for future 
development. 

Table 1
Assessment criteria for local taxes

Criteria applied to any 
tax within a “rational” tax 

system

Criteria applied on lower levels (local taxes)
Vertical justification framework Horizontal justification 

framework
(1) Fiscal yield and cost 
efficiency
(2) Allocational objectives
(3) Objectives of stabilization 
and growth
(4) Objectives of social justice

(5) Perceptibility
(6) Changeability
(7) Local economic source of the tax
(8) Balance of interests
(9) Low reaction to business cycles
(10) Proportionate reaction to growth

(11) Avoidance of 
unnecessary migration
(12) Inter-local distribution 
of the tax base according to 
local needs

Source: [1, Chapter 4]

Another important aspect to consider 
is, of course, matters of social justice (4), 
that is, taxes should take into account peo-
ple’s ability to pay. A good example in this 
respect is again provided by the property 
tax, which should follow the above-men-
tioned benefit principle. 

The criteria applied only to local taxes 
are even more important than general ones. 
These can be divided into two groups. The 
first group is defined by the vertical justi-
fication framework: what aspects constitute 
“good” local taxes as opposed to federal 
and state taxes? The dominant principle 
for organizing taxation on the local level 
is the principle of fiscal equivalence by 
Olson (see [1; 8] for more detail). Accord-
ing to this principle, each local govern-
ment should finance its functions in such a 
way that the advantages of the additional 
expenditure are weighed against the dis-
advantages of the additional tax payment. 
That is why the principles of perceptibil-
ity and changeability are necessary: per-
ceptibility means that a tax must be “felt” 
(and thus known) in order to be effective 
(5). The VAT is not “felt”, but a personal 
income tax is. To enable the local govern-
ment to act this way it is necessary that it 
can change the tax, especially the tax rate 
(6) (the principle of changeability). Even 
though all of this sounds self-evident, we 
have to admit that German local taxes are 
lacking in this respect. 

Another important aspect is that all 
local taxes should be generated from the 
locality’s own sources (7), which means 
that the revenue base is local. This is gen-
erally true for fees and charges, but not 
necessarily true for all local taxes, as it 
will be shown for the case of the so-called 
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German local VAT share. This principle is 
not so important for the taxpayer, but it 
is for the local politician, who should be 
interested in fostering these sources and 
thereby care for local economic growth 
and, therefore, for national growth.

The local tax system should have an 
approximately equal burden on business-
es and private households (the principle 
of balanced interests) (8). It is essential 
that politicians should pay attention to the 
interests of both parties rather than con-
centrate only one of them. Moreover, the 
tax revenue should not fluctuate together 
with the business cycle (9), because this 
makes budget planning difficult and in-
tensifies the business cycle. Instead, the 
local tax should develop in the way that 
is somehow proportionate to the growth 
(10), thus enabling the local budget to fi-
nance the growth-relevant infrastructure. 

If we look at local taxation within the 
vertical framework, we can compare local 
taxes with federal taxes. If we look at them 
within the horizontal framework, we can 
compare local taxes in different localities. 
Economic theory postulates that unneces-
sary migration is inefficient (see [1; 2]) and 
thus should be avoided (11). Therefore, lo-
cal taxes should not vary significantly be-
tween local governments. Finally, the tax 
base should be distributed between local 
governments according to the local fiscal 
needs (12), because otherwise this increas-
es the need for fiscal equalization.

Not all of these criteria can be fulfilled 
at the same time but when looking at indi-
vidual local taxes in Germany, we notice 
significant violations of certain require-
ments, this may indicate the need for re-
forms. Since there is no single “good local 
tax system”, there will always be a need 
for adjustments and reforms within the 
existing systems. 

2.2. Local taxes in the current system 
of German local revenue

For the evaluation of the history of lo-
cal taxes in Germany it is helpful to first 
have a look at the existing system, which 
results from the historical process. Table 2 
shows local taxes and fees and charges, 
which together form revenues from lo-

calities’ own sources. Their importance 
was indicated above: local governments 
are interested in “nursing” this part of 
local revenue for a number of reasons: a 
good infrastructure for businesses and 
private households satisfies the needs of 
local inhabitants and entrepreneurs and is 
also an asset when it comes to attracting 
people and businesses from other regions. 
A good administration finds out about the 
needs of the population by, for instance, 
meeting entrepreneurs and their associa-
tions on a regular basis.

The second type of revenues shown 
in Table 2 is the intergovernmental revenue. 
Grants are the funds provided by the state 
government, not “earned” by local effort, 
but attracted by lobbying elsewhere. It is 
essential when constructing the system 
of local revenues to keep the share of the 
intergovernmental revenue low. Central 
and state governments have numerous 
reasons for breaking this rule, but only a 
few of them seem reasonable while the 
majority are of a paternalistic nature.

If we go back to the revenue from the 
locality’s own sources, the second rule 
could be formulated as “fees and charges 
first”. This revenue is based on the benefit 
principle and has a much closer relation 
to the payer than the taxpayer has to their 
tax. When fees and charges are levied, this 
only occurs for the specific service which 
has been extended. Therefore, the payer 
can judge whether the payment is worth 
the benefit and can judge insofar the effi-
ciency of their local government.

Table 3 illustrates the dynamics of 
the share of the revenue from the local-
ity’s own sources in the period between 
1996 and 2016, that is, over the last twenty 
years. The total sum is now somewhat 
smaller than it used to be in the beginning, 
but the share of the locality’s own taxes 
has increased, which is a good sign for lo-
cal fiscal autonomy. However, the driving 
force behind this process is the local busi-
ness tax, whose share increased by five 
percentage points and which, in its pres-
ent form, is not considered as a suitable 
local tax.

It is important to distinguish between 
the locality’s own taxes, which are under 
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Table 2
Revenue from the locality’s own sources and other revenue types, Mio. EUR, 2016

Local govern-
ments and 

districts Mio. €

 % Among: dis-
tricts (rayon) 

Mio. €

%

A. Revenue from the locality’s own sources 131,327 55.3 4,282 6.0
1. Own taxes (right to receive the revenue, partially 
also the right to set the tax rate and to administrate)

63,702 26.8 –31 –0.0

1.1. Property tax
including: Property tax B

12,201
11,808

 5.1
5.0

1.2. Local business tax (net)1) 38,246 16.1
1.3. “Small” local taxes and revenues similar 
to tax

1,447 0.6

2. Tax shares (Shared taxes) from the local revenue 33,432 14.1
Income tax share 33,432 14.1
3. Revenue on the basis of the benefit principle (fees 
and charges)

34,193 14.4 4,313 6.0

3.1. Fees 18,489  7.8 3,561 5.9
3.2. Contributions 1,526  0.6 2  0.0
3.3. Revenue from market transactions
among: from concessions

8,898
3,212

3.8
1.6

579 0.8

3.4. Sales revenue (Fixed assets) 5,280  2.2 171  0.2
B. Intergovernmental revenue (allocations) (for 
the local level as such “from other levels”)

108,311 45.6 64,044 89.2

1. “Grants” out of the value-added tax 4,393  1.9 –
2. Grants (contributions) in the administrative 
budget2)

88,570 40.7 62,8674) 87.5

3. Grants in the asset budget3) 7,047  3.1 1,1774)  1.6
C. Net borrowing (- = net repayment) 1,342  0.6 –1,470 – 2.0
D. Other revenues (calculated as difference) –3,703 –1.6 4,953 6.9
Total revenue5) 237,277 100.0 71,8094) 100.0

Note:
1) After deduction of the business tax contribution.
2) Current transfers / payments from local governments/districts.
3) Grants and contributions for investment /. payments from local governments/districts.
4) Includes payments from local governments/districts (contains the contributions in the adminis-

trative budget, including the district contribution).
5) Without “special financing transactions” plus net borrowing resp. net repayment.
Source: Statistisches Bundesamt, Fachserie 14: Finanzen und Steuern, Reihe 3.3: Rechnungsergeb-

nisse der Kernhaushalte der Gemeinden und Gemeindeverbände, Tables 1.4 and 1.10, 2016, published 
2018. – Without city-states. – Data on districts adjusted by M. Wohltmann.

Table 3 
Dynamics of the revenue from the locality’s own sources 

1996 2003 2013 2016
Revenue from the locality’s own sources 59.8% 61.4% 53.2% 55.3%

including: own taxes 20.8% 22.8% 22.5% 26.8%
including: local business tax 11.5% 10.7% 16.5% 16.1%
Source: Compiled from [1] and its previous editions. 

the jurisdiction of the local government, 
and tax shares. In international research 
literature there is often some confusion 
surrounding what kind of tax sharing is 
being discussed. If tax sharing occurs in 
the form of tax revenue sharing, it is of 
much less value for local fiscal autonomy 

than tax base sharing (see examples of 
both cases in Table 2). The German income 
tax share is based on the local part of the 
income tax revenue. It is then transferred 
to the respective local government and 
thus can be described as a revenue from 
“own sources”. Table 2 includes the data 
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on “grants” out of the value-added tax, 
which is the money from the national VAT 
revenue, from which local governments 
receive a certain percentage through the 
application of certain indicators. This 
transfer occurs without any relation to the 
local revenue of the VAT, which would be 
very difficult to calculate.

Up to this point, we have considered 
local taxes as a single group (see also Eh-
rlicher [9]), but in the following parts of 
this paper we are going to look at each 
of them separately in the historical con-
text (see Table 4). Their history is well de-
scribed by Heller [10]. 

3. The dominance of the local business 
tax until 1969

The historical perspective of local tax-
es in Germany is shown by Table 4. In this 
article, we shall assume that the history of 
local taxation started in Germany in 1955, 
after the Federal Republic of Germany 
was formed in 1949. The 1949 Constitution 
contained explicit provisions for organiza-
tion of local governments, their functions 
and revenues, although it should be noted 
that local governments were considered 
parts of the states and the Constitution did 
not specify the three levels of government. 
Functions of local governments were de-

scribed in a general way (Article 28), but 
a more detailed description was provided 
for the taxation sphere (Article 106). Over 
time, the provisions for individual local 
taxes were further specified in the consti-
tution.

For Table 4 we chose time intervals 
which, apart from covering the same time 
span, show the dynamics of local taxa-
tion in Germany. In 1959, the income tax 
share did not exist yet, and neither did the 
above-mentioned “grants” from the VAT. 
Therefore, in that period the business tax 
dominated the local tax system. Let us 
look at this tax more closely.

The history of the business tax in Ger-
many is quite long [11] (see Hansmeyr [12] 
for the general description of this tax; for 
more information about the early tax re-
form see the Report on the Reform of the 
Municipal Taxes in the Federal Republic 
of Germany1). It was introduced as a cen-
tral government tax in Prussia in 1810, 
the same year when commercial freedom 
was declared and business and crafts were 
freed from the heavy regulations, some of 
which went as far back as to the Middle 

1 Wissenschaftlicher Beirat beim Bundesmi-
nisterium der Finanzen, 1982, Gutachten zur Re-
form der Gemeindesteuern in der Bundesrepub-
lik Deutschland, Berlin. 153 p.

Table 4
Dynamics of local taxation in Germany*, Mio. EUR

1955 % 1975 % 1995 % 2015 %
Local business tax (from 1975 
net of transfer)

1,906 66.9 7,162 42.0 17,251 35.5 38,331 43.5

among: profit/capital 1,682 59.1 5,629 33.0 17,251 35.5 38,331 43.5
among: payroll 224 7.8 1,533 9.0

Income tax share 7,100 41.7 23,541 48.5 35,112 40.0
Property tax 704 24.7 2,122 12.4 7,027 19.4 13,215 15.0

among: agricultural 171 6.0 207 1.2 314 0.6 394 0.4
among: non-agricultural 533 18.7 1,915 11.2 6,713 18.8 12,821 14.6

Real estate transfer tax 
(-surcharge)

58 8.0 428 2.5 151 0.3

Other local taxes 177 62 224 1.3 578 1.2 1,439 1.6

Local taxes total 2,845 100.0 17,036 100.0 48,548 100.0 88,097 100.0
% GDP 3.1 3.1 2.6 2.9

All German taxes 21,636 123,767 416,337 673,251
VAT-transfer (“grants”) 4,690

* Cash tax revenues.
Source: The author’s calculations based on the data provided by the Federal Ministry of Finance, 

Finanzbericht 2017, p. 301–327. Until 2000: DM converted into Euro by Federal Ministry of Finance. The 
figures also contain the local taxes of the city-states.
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Ages. Before that, various German states 
had had smaller charges on business and 
crafts. When in 1891-1893 a major tax re-
form was started – the so-called Miquel 
tax reform – the revenue was assigned to 
the local level, but the reform of 1920 al-
lowed individual states to decide whether 
to include the revenue in their own bud-
gets or leave it to local governments. The 
business tax itself was introduced by the 
reform of 1936, which also specifically 
clarified that this was a local tax, that is, it 
was collected by local authorities without 
any interference of the state government. 
The law of 1936 established the three el-
ements of this tax: the tax on profit, the 
tax on capital and the payroll tax, the lat-
ter being left to the discretion of the state 
government. It should be noted that since 
the first of these laws were passed in 1810, 
the tax has not applied to the so-called free 
professions, such as medical doctors.

In this form the local business tax was 
a well-designed tax. Together with the 
property tax it basically covered the three 
factors of production: labor, capital and 
land, plus profit as the outcome of mana-
gerial capacity. Since then, the quality of 
the tax has been deteriorating as it has been 
affected by business lobbies aiming to re-
duce or abolish it. It is enough to look at 
the British experience to understand that 
this would be a short-sighted measure: in 
1982, the author of this article took part 
in a conference, which was held in Lon-
don between the chambers of commerce 
of Germany and the UK on the subject of 
business taxation. When English partners 
heard of the German local business tax, 
they sighed: “This is what we need to have 
our local governments interested in our 
needs!” Business and especially industry 
means noise, more traffic and so on and 
easily loses against the needs of quiet new 
neighborhoods.

Like in other countries, in Germany 
there is a problem of taxing businesses 
with multiple regional activities: for this 
end, there is a special law regulating this 
sphere (Zerlegungsgesetz, law of tax seg-
mentation). According to this law, the 
tax amount is apportioned to respective 
locations in proportion to the salaries and 

wages paid. This indicator is easy to cal-
culate, although the success of a specific 
business and the amount of tax it has to 
pay does not depend only on the work-
force. By the way, this special law is in 
itself not a tax law, but a law regulating 
only certain aspects of tax administration.

As was indicated above, the effect of 
the well-designed business tax was dimin-
ished by several “reforms”. As it can be 
seen from Table 4, the payroll tax disap-
peared. In order to introduce it, local gov-
ernments needed the permission of the 
state. As a result, it was not levied in all 
parts of the country. Maybe this made it 
easier to abolish it altogether in 1979. This 
tax had an advantage of providing tax 
revenues from business, even if the enter-
prises did not make profit for some time 
due to the phase of the business cycle or 
for structural reasons. This, however, also 
meant that in difficult times the payroll 
tax produced a specific additional burden, 
whereas the profit part of the tax was irrel-
evant for business in difficult times. Thus, 
the business lobby in this case was suc-
cessful, and the abolishment of the payroll 
tax was the first step that made the busi-
ness tax less effective. 

The next step was the abolishment 
of the capital part of this tax in 1997. Al-
though this part meant an extra burden 
on businesses in difficult times and thus 
caused complaints, it had been a useful 
part of the tax for local governments, be-
cause this tax base changes only slowly 
and it helps them to plan their budgets. 
As a compensation, local governments 
received a certain percentage of the na-
tional VAT revenue, which means that 
the revenue was not generated locally (it 
is practically impossible for the VAT), but 
was distributed according to some indica-
tors of local economic activity. Together 
with the abolishment of the payroll tax, 
the abolishment of the capital part of the 
business was explained by the fact that all 
taxes which are not tied to profits are bad 
for business, because they can create ex-
cessive burden when businesses are strug-
gling and there are no profits in sight. 
However, a more feasible solution would 
be to look at the complete tax system, 
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eliminate all nonprofit elements in other 
places, but keep them in the local business 
tax because of the advantages they pro-
duce there. Thus, the local business tax is 
levied on profits2 only and its impact can 
be seen in the development of cities with 
one large industry. A table in the book 
“Kommunalfinanzen” shows the business 
tax revenue of the city of Rüsselsheim, 
which largely depends on the business tax 
from Opel car manufacturing3. Changes 
of more than two thirds of the usual tax 
revenue within one or two years make it 
extremely difficult for the city manager to 
plan their budget.

Table 4 shows the dominance of the 
business tax in local budgets in 1955. More 
than two thirds of the total local revenue 
(including the tax revenue) came from the 
business tax, including the payroll tax. 
This made local authorities particularly in-
terested in developing business and more 
prone to allotting land to businesses rath-
er than using it for residential purposes. In 
the years of reconstruction, which laid the 
foundation for further economic growth, 
it was probably a feasible solution. How-
ever, with time the need to retain qualified 
workforce became more urgent for busi-
nesses, and it became more important to 
provide amenities for upper-level person-
nel. An early study on regional prefer-
ences of the population [13] showed that 
the upward-striving families wanted to 
live on the border of an agglomeration 
and have access to good infrastructure for 
families, which meant that in 1969 the lo-
cal government’s attention shifted from 
“only business” to include the interests of 
private households as well4.

2 The calculation of profit as the tax base 
is rather complicated. The typical profit as the 
result of bookkeeping is adjust-ed by various 
inclusions and deductions, for instance, to main-
tain financing neutrality between equity finan-
cing and debt financing.

3 Zimmermann/Döring 2019 [1], chapter 4, 
figure 4.3.

4 The decisive influence came from the gov-
ernment report (Troeger-Kommission (Kom-
mission für die Finanzreform), 1966, Gutachten 
über die Finanzreform in der Bundesrepublik 
Deutschland, Stuttgart. 275 p.).

4. The decisive reform of 1969: 
introducing the income tax share
Before 1969, there had been no local 

tax on personal or local income generation, 
only small taxes on consumption. Further-
more, the German system of local taxes 
followed the “one tax, one budget” prin-
ciple. This principle became particularly 
evident for the author of this article, when 
he started his work in Russia in 2000 on 
the subject of intergovernmental relations. 
It was in the volume of the first World 
Bank mission of 1992 [14] that he had in-
fluenced the change from 100% of this rule 
to the introduction of a major element of 
tax sharing within the income tax, keep-
ing in mind the experience of 1969 and the 
debates of that period. Sharing a major tax 
between different levels of government, 
in the case of Germany between all levels, 
alleviates the burden of a major reduction 
in tax revenue by distributing this loss 
among the levels. At the same time the 
tax law applies equally across the country 
(unlike the USA), which makes it easier for 
businesses to diversify into other states or 
communities. The problem is that only the 
central government is usually authorized 
to change the tax rate. It is true that the 
reform of 1969 provided the government 
with an opportunity to introduce a local 
tax rate variation by adopting a simple 
federal law, without having to amend the 
constitution again. The government, how-
ever, did not use this opportunity for rea-
sons of political economy and the situation 
has not changed since then. The fiscally 
weaker German states are afraid that this 
could lead to a race to the bottom for these 
local tax rates. Germany is a country long-
ing for unified rules and is therefore op-
posed to regional competition in any field.

Local governments were to receive 
much more revenue – more than the verti-
cal distribution of functions would justify – 
through the income tax share. Therefore, 
local governments had to hand a part of 
their business tax revenue to the state and 
federal government. Table 1 thus shows 
only the net amount left after deducting 
the contribution to the upper levels. 

The introduction of the income tax 
share was good for local finances and 
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decision-making, but it has a flaw of not 
giving local governments (and state gov-
ernments, too) the right to set their own 
tax rates (see Table 4 for the results of the 
reform). In 1975, the share of the busi-
ness tax was reduced from 67% in 1955 
to 42% in 1975, and the new income tax 
share also contributed 42%. At that point, 
the above-mentioned balance of interests 
between business and private households 
was perfect, which meant that in agglom-
eration areas, central cities went on profit-
ing from the business tax but at the same 
time suburban communities received their 
share of the income tax from their inhab-
itants. Thus, the conflict of interests had 
been reduced considerably. In comparison 
with Russia, it should be noted that the in-
come tax revenue is transferred directly to 
the home town of the taxpayer and is not 
distributed by place of work. This is irre-
spective of whether he or she earns money 
outside or inside the agglomeration cen-
ter. At least, this was the case when the au-
thor worked in Russia and then in Ukraine 
from 2000 to 2016, when this was a major 
issue in these countries. Central cities, of 
course, wanted to keep their income tax 
revenues from commuters, because it had 
been earned there and had been paid to 
the treasury at the place of work as it usu-
ally happens, also in Germany. Statistical 
reasons referring to the difficulty of split-
ting this revenue were not very convinc-
ing and may have been overcome in the 
meantime.

Compared to other existing or possi-
ble local taxes, the income tax has a num-
ber of advantages when seen from the eco-
nomic perspective. As a very broad tax, it 
carries very little excess burden, because 
if one wanted to evade it, it would mean 
giving up one’s income, which people 
usually avoid doing. Moreover, the tax 
rules are the same all over the country, 
which makes it easier for people to move 
between communities. Last not least, the 
costs of tax administration and taxpayer 
are very low, because the tax is levied as 
the national tax anyway. 

The tax then only needs to be split be-
tween the levels and on each level between 
individual entities, which requires some 

specific decisions. Similar to the case of the 
local business tax, the tax amount has to 
be assigned separately to individual com-
mercial entities, if a business has several 
locations. For Germany this is done by the 
above-mentioned law Zerlegungsgesetz. 
The national amount of the income tax rev-
enue goes to the federal and state govern-
ments at 42.5% each, and this occurs by re-
gional origin. Therefore, the states remain 
interested in improving “their” tax base. 
The local governments are guaranteed the 
remaining 15% of the sum inside the state. 
The amount should be allocated basically 
by regional origin to each community. 
However, a cap is introduced, because 
otherwise, as a colleague of mine said 
smilingly, one tennis player would finance 
a whole small community, by which he 
meant Boris Becker. Therefore, the amount 
to which a taxpayer’s 15%-share should go 
to the local budget is capped, that is, their 
tax is included as if they earned only the 
reduced amount. This procedure does not 
use up the money in the total amount for 
local governments inside a state but be-
cause this left-over money belongs to lo-
cal governments, it is used to fill up this 
amount again. The system is even more 
complicated than this (see [1; 2] for more 
detail). The system is quite complicated, 
but we believe that it makes the right em-
phasis on regional origin.

As it was mentioned before, the re-
form of 1969 permitted to introduce the 
tax rate policy by local government with-
out amending the constitution again but 
this permission unfortunately has not 
been used until today. There is no techni-
cal reason which would forbid a local tax 
rate policy within a system of shared in-
come tax, as it was shown a long time ago 
[15], so this question still remains on the 
agenda for further reforms. 

5. A reliable source: the property tax
Looking again at Table 4, we can see 

that the system of local taxes was more 
or less adequate in 1975, as businesses 
and private households paid similar 
amounts to the local budget. However, 
the property tax accounted for a rather 
small share of this sum, compared to  
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other developed countries. In Germa-
ny, this tax is actually a real estate tax, 
whereas property taxes, such as the ones 
found in the USA, may also apply to 
property other than real estate.

The property tax is possibly the oldest 
local tax [16]: the less elaborate predeces-
sor of this tax was the so-called “window 
tax”. In the beginning, having doors and 
windows in houses served as an indica-
tor of wealth and thus their owners were 
subject to special taxes. This resulted in a 
situation when people built strange hous-
es without windows and with very small 
doors, which means that the tax burden 
was really high [17]. In Germany, Prussia 
used such tax since the above-mentioned 
Miquel reform of 1892, and the law of 1936 
introduced this tax in its present form (see 
[18] and [19]). The values were calculated 
in an almost perfectionist way. The conse-
quence was that instead of the intended 
five-year interval the next – incomplete – 
re-assessment occurred in 1964 and never 
again after that. In eastern German states 
even the assessment of 1964 was not car-
ried out. The result was that the value of 
the property underwent different changes, 
from booming central cities to poor periph-
eral towns. After several admonishments, 
the constitutional court ruled in March 
2018 that in this form the law was uncon-
stitutional and had to be remedied within 
a few years, which provoked a discussion 
as to which model should be chosen. 

Nobody wanted to return to the old 
sophisticated model. Instead, the discus-
sion concentrated on the choice between 
rather simple models, which mainly rely 
on the land surface, and their opposite – 
models with full market assessment, simi-
lar to the ones used in the USA. A good 
foundation for this reform could have 
become a well-developed model which 
was introduced for consideration at the 
Upper House of the German Parliament 
(Bundesrat) in 2016, but this project was 
not pursued further due to the upcoming 
national elections (for more detail on re-
form options see Scheffler and Roith [20]). 

The other two options of the reform 
which were considered further were to 
introduce an extremely simple tax on land 

area only, without value indication, or to 
use a rather broad-based tax, but with a 
complicated element. On February 1, 2019, 
the Federal Ministry of Finance and the 
states agreed on the version that uses land 
value and for buildings the age and the av-
erage regional rent5 [23]. This model corre-
sponds to internationally recognized crite-
ria and is going to provide a foundation for 
the draft law, which is now being devel-
oped and shall hopefully be introduced. 
Therefore, February 1, 2019, shall be re-
membered as an important date in the his-
tory of German local taxation. Moreover, 
this decision has become a disappointment 
for those who were hoping for an “abolish-
ment through non-action”, as it happened 
with the national wealth tax in 1996.

However, the discussion about the re-
form may be reopened due to the possible 
regionalization of the property tax [21], 
which happened quite late in the process. 
In this case the right to issue a law would 
be transferred from the federal govern-
ment to the states, whereas the right to 
set tax rates and to receive the revenue 
would remain with local governments. It 
is likely that one state (Bavaria) will then 
choose the tax on land area without valua-
tion, whereas others will choose the more 
demanding model. This phenomenon 
would be new for the Federal Republic of 
Germany, and so far it has received mixed 
reactions from experts in this field. 

As a rule, one would prefer a nation-
wide law for such an important local tax, 
so that the right to set the tax rate would 
remain on the local level. Regionalization 
would be disastrous for the local business 
tax, because an enterprise with subsidiar-
ies in several states would be forced to 
adjust its method of calculating profit for 
each of the states. The situation is differ-
ent for the property tax. If an enterprise 
has property in various states, it would 
receive respective tax bills as before, but 
with different sums to pay, which means 

5 Federal Ministry of Finance, (2019), Bund 
und Länder verständigen sich auf Eckpunkte für 
Grundsteuer-Reform. Berlin, February 1, 2019. 
Available at: https://www.bundesfinanzmin-
isterium.de/Content/DE/Video/2019/2019-
02-01-eckpunkte-grundsteuer-reform/2019-
02-01-eckpunkte-grundsteuer-reform.html

https://www.bundesfinanzministerium.de/Content/DE/Video/2019/2019-02-01-eckpunkte-grundsteuer-reform
https://www.bundesfinanzministerium.de/Content/DE/Video/2019/2019-02-01-eckpunkte-grundsteuer-reform
https://www.bundesfinanzministerium.de/Content/DE/Video/2019/2019-02-01-eckpunkte-grundsteuer-reform
https://www.bundesfinanzministerium.de/Content/DE/Video/2019/2019-02-01-eckpunkte-grundsteuer-reform
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that there would be no need for special 
calculations.

Looking at the demand for more de-
centralization the result would be posi-
tive, though it would not be local fiscal 
economy which would be strengthened, 
but the economy of the states. Over time, 
it is likely that the better solution for the 
property tax will prevail. However, the 
varying preferences within a large state 
such as Bavaria would not be considered, 
for instance, between the rich capital and 
poorer peripheral regions.

It is also interesting to consider the tax 
effects of this new element of regionaliza-
tion. As W. Richter said in a personal con-
versation with the author of this article, “an 
investor would find it attractive to invest 
preferably in rather expensive Bavarian 
residential locations. Because of the mere 
area base of the tax there is no need to con-
sider market driven tax hikes. This is inter-
esting for profit-oriented investors. Inves-
tors also would not need to be afraid that 
local politics might ruin their calculations. 
With the concern for the neglected resi-
dential locations the tax rates would not be 
easy to raise. One would especially expect 
therefore a boom in real estate prices in 
expensive Bavarian residential locations”. 
Comparable good locations in states with 
a value-based property tax would thus lose 
some part of their attractiveness.

The currently existing system consists 
of two parts (see Table 3): agricultural and 
non-agricultural. The first part deals with 
agricultural property as it is very impor-
tant for agriculturally dominated local 
governments. It is also permitted to tax this 
property much lower in order to subsidize 
agriculture. The second part is called non-
agricultural because it deals with property 
of private households, businesses and so 
on. The forthcoming reform is expected to 
overcome this distinction between agricul-
tural and non-agricultural property. 

The question as to whether public 
property, property of churches and so 
on should be included is still open, but 
we are not going to discuss it here. The 
argument that in the case of public prop-
erty the money would go from one pub-
lic budget to another public budget does 

not make much sense since these budgets 
belong to different levels of government. 
If we look at the case of Marburg, a city 
with a large university, the question aris-
es as to why the local government should 
provide property without any remunera-
tion, if the scarce land could be used to 
attract tax paying units. In addressing 
this issue, Germany can benefit from the 
experience of other countries, for exam-
ple, Canada, where payments in lieu of 
taxes perform the function of transfers 
between the levels.

Table 4 shows that after 1955 the prop-
erty tax contributed a share of somewhat 
below 20% to the local tax revenue, which 
is not much compared with other countries 
and, taking into consideration its strengths 
as a local tax, might well be higher. 

6. Fiddling with small taxes
All local governments across the 

world are always tempted to levy addi-
tional small taxes for this and that pur-
pose, hoping to reap additional revenue. 
Some of the taxes may be useful, like dog 
taxes, which prevent people from keep-
ing too many dogs. In Germany, a few 
years ago, several states introduced a tax 
on second homes. Such tax may be useful 
in resort communities, where people buy 
second homes and then leave them empty 
for most of the year, which does not look 
good and results in land scarcity. Many 
cities now also levy a city tax for hotel 
stays, which is basically a kind of tourist 
entry fee. Recently in Hessia some com-
munities have introduced horse taxes on 
leisure horses, arguing that this way high-
income persons could contribute more to 
the prosperity of the place. 

Many such small local taxes are actu-
ally “nuisance taxes” [14, p. 183], that is, 
they yield an insignificant revenue while 
being at the same time burdensome for 
taxpayers and authorities, in a word, are 
counterproductive. Table 5 shows taxes 
of this type in Germany. According to 
the data in Table 3, they account together 
for less than 2% of the local tax revenue. 
These taxes are introduced by passing 
a law on the local level, whereas all the 
other taxes discussed above are based on 
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federal laws, although they do provide lo-
cal governments with a source of revenue. 

Table 5
“Small” local taxes, Mio EUR, 2016

“Small” local taxes 1,391.3 96.2%
Entertainment tax 898.9 22.0%
Dog license fee 318.4 22.0%
Second home tax 129.3 8.9%
Hunting- and fishing tax 9.6 0.7%
Other taxes 35.1 2.4%
Tax-like levies1) 55.5 3.8%
Casino levy 22.5 1.6%
Tourism duty 21.6 1.5%
Other levies 11.4 0.8%
Total revenue 1,446.8 100.0%
For information only: 
Concessionary duty 
(as a part of the market 
transactions revenue) 

Utilities 3,180.5
including: electricity 
supply

1,978.5

Traffic companies 5.2
Economy and tourism 26.1

Concessionary duty total 3,211.8
Source: Statistisches Bundesamt, Fachserie 14, 

Reihe 3.3, Rechnungsergebnisse der Kernhaushalte 
der Gemeinden und Gemeindeverbände 2016, Wi-
esbaden 2018, Table 1.10. – Concessionary duty: 
direct information from Statistisches Bundesamt.

An additional revenue source, which 
possibly does not exist in many countries, 
are concessionary payments from, for in-
stance, electricity producing companies 
to local governments for the permission 
to have their power lines go through the 
local government area. The revenue from 

these concessionary payments is more 
than three times the amount of the rev-
enue obtained from all small local taxes. 

7. Looking ahead: necessary reforms
Looking at the development of local 

taxation in Germany since 1949, one can 
conclude that initially it developed in the 
right direction, as it is illustrated by the 
data for 1975 in Table 3. In 1975, busi-
nesses and private households were taxed 
equally; the property tax was in place and 
unchallenged by the court; and the strange 
“share” of the VAT had not yet been intro-
duced. We believe that this is the optimal 
structure that the German taxation system 
should go back to. 

The hardest task in this respect is to 
deal with the local business tax as the nec-
essary reform had time and again been 
impeded by the objections of businesses. 
On the other hand, even if the reform is 
not introduced, it is still better for the 
country to live with this “bad” form of a 
local business tax than without it, as the 
case of Great Britain had shown. 

As for the income tax share, it appears 
fine in its setup, although, since 1969, local 
governments has been lacking the author-
ity to set tax rates. 

A reform of the property tax is under 
way, and hopefully it will move in the 
right direction. In general, the German 
local tax system is quite productive and, 
with some improvements, holds signifi-
cant potential for further development
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ABSTRACT
The article is aimed at studying the Soviet fiscal policy and its effects on the coun-
try’s economic development in 1926–1940. We used a historical and logical method 
to research the effectiveness of the two instruments of taxation – the turnover tax 
and tax charges on profits – and their role in the impressive achievements of the 
Soviet economy. To analyze and compare the data we used the key indicators of 
economic development and tax collection for 1926–1940. The results of the analysis 
have confirmed our hypothesis that the turnover tax and tax charges on profits 
along with price regulation and planned economy led to the formation of a cost-
effective economic model in the USSR. We have shown that this model ensured 
constant reduction of production costs, accelerated growth of the urban population 
and unprecedented expansion of heavy industry. Radical simplification of the tax 
system, which was a part of the 1930s reform, not only had a considerable fiscal ef-
fect but also affected social development. The turnover tax and tax charges on prof-
its allowed the government to mobilize considerable resources for investment to 
stimulate growth in production of heavy industry at a rate of 10–16% a year, which 
created a multiplier effect in the whole economy. However, financial resources were 
mobilized at the expense of consumers, since higher taxes were mainly imposed on 
enterprises of light industry and food industry. This led to “commodity hunger”, 
the introduction of ration cards, and strict administration. It is concluded that the 
distinctive feature of the Soviet fiscal policy was its complex nature and subordina-
tion to the single goal of the country’s industrialization.
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АННОТАЦИЯ
Целью статьи является изучение опыта применения налога с оборота и отчис-
лений от прибыли в Советском Союзе в период с 1926 по 1940 г. Для исследова-
ния роли этих налогов в успехах индустриализации советской экономики мы 
использовали историко-логический метод. Мы анализировали и сравнивали 

https://doi.org/10.15826/jtr.2019.5.1.061
https://orcid.org/0000-0002-5898-0537
https://orcid.org/0000-0003-4676-9926
https://orcid.org/0000-0002-5898-0537
https://orcid.org/0000-0003-4676-9926


Journal of Tax Reform. 2019;5(1):70–82

71

ISSN 2412-8872

основные показатели, характеризующие развитие экономики и показатели, 
характеризующие сбор налогов до и после проведения налоговой реформы 
1930 г. Мы подтвердили гипотезу о том, что налог с оборота и отчисления от 
прибыли в условиях регулируемых цен и плановой экономики привели к фор-
мированию в СССР модели противозатратной экономики. Мы показали, что 
эта модель обеспечивала постоянное снижение издержек производства продук-
ции, форсированную урбанизацию населения и беспрецедентные темпы роста 
тяжелой промышленности. В результате реформы 1930 г. налоговая система 
была максимально упрощена, что обеспечило достижение значимого фискаль-
ного эффекта и ряда социальных эффектов. Два введенных специфических 
налоговых инструмента – налог с оборота и отчисления из прибыли предпри-
ятий в условиях плановой экономики позволили мобилизовать огромные ре-
сурсы для инвестиций. Инвестиции обеспечили рост производства в отраслях 
тяжелой промышленности 10–16 % в год, что привело к мультипликативному 
эффекту во всей экономике. Однако мобилизация финансовых ресурсов про-
исходила за счет потребителей, так как повышенными налогами облагались 
в основном предприятия легкой и пищевой промышленности. Это привело 
к «товарному голоду», введению продуктовых карточек, жесткому администра-
тивному управлению. Сделан вывод, что отличительной особенностью прово-
димой Советским Союзом фискальной политики был ее комплексный характер 
и подчинение единой ключевой цели индустриализации страны.

КЛЮЧЕВЫЕ СЛОВА
налог с оборота, отчисления от прибыли, индустриализация, плановая эконо-
мика, антизатратная экономика.

1. Relevance
Economic growth and technological 

innovation are the main priorities in the 
development of Russia. The country’s 
progress in this respect, however, is lim-
ited, to say the least. In order to achieve 
a major technological breakthrough, sub-
stantial investment is required, which 
means that there is a need for efficient 
instruments of taxation, capable of mobi-
lizing the necessary resources. In this con-
text, it would be interesting to look at the 
Soviet experience of designing and enforc-
ing its fiscal policy in the 1930s.

The tax reforms of the 1930s were, first 
and foremost, aimed at creating efficient 
instruments of taxation to provide suf-
ficient resources for accelerated industri-
alization. One cannot help but admit that 
the formula proposed by Soviet finance 
professionals successfully ensured accel-
erated urbanization and unprecedented 
growth of heavy industry during the 
country’s transition to the government-
controlled collective economic system. 

In the course of the three incomplete 
five-year-plan periods lasting from 1928 
to 1940, the country built 364 new towns, 
constructed and put into operation 9,000 
large production facilities – which makes 

an average of two facilities a day! The 
actual added value in sectors other than 
agriculture increased by an annual aver-
age of 10.4% [1; 2]. Within the centralized 
economic system, the tax policy became 
an effective instrument of achieving goals 
and implementing tasks set by the govern-
ment, which makes it extremely important 
to study this experience. 

During the world economic crisis of 
1929–1933, J. M. Keynes [2] proposed a 
comprehensive concept of economic reg-
ulation with a special emphasis on active 
fiscal policy. Practical implementation of 
the Keynesian concept enabled market 
economies to recover from the depres-
sion. Meanwhile, the Soviet Union, which 
had a planned economy and, therefore, 
completely different economic and politi-
cal conditions, focused on rapid indus-
trialization. In both market-driven and 
planned economies, the state and pro-
active tax policy played a decisive role in 
this process.

At the same time, the two types of 
economies used radically different com-
binations of taxes. J. M. Keynes suggested 
actively manipulating tax rates and gov-
ernment spending in order to implement 
discretionary and non-discretionary mon-
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etary policies. Soviet finance profession-
als, in their turn, designed a brand new 
formula of a tax reform. They suggested 
that the diverse taxes paid by enterprises 
be replaced with two main taxes – the 
turnover tax and the tax charges on prof-
its. Methodologically, these two different 
solutions had the same goal –strength-
ening the role of the state – and brought 
positive results in the respective types 
of economy. The legacy of Keynes has 
been studied fairly well, whereas the So-
viet positive taxation experience remains 
largely underexplored. Meanwhile, the 
unique nature of the Soviet tax reform in 
the period of a centrally planned economy 
is worthy of scholarly attention. 

This article aims to study the expe-
rience of the Soviet fiscal reform, which 
included the introduction of the turnover 
tax and tax charges on profits, and the 
role of this reform in the success of Soviet 
industrialization in the 1930s. It should 
be noted that we are going to focus exclu-
sively on the economic outcomes of the 
fiscal policy rather than consider its social 
effects. Our hypothesis is that the turn-
over tax and tax charges on profits along 
with the price regulation and planned 
economy allowed the Soviet government 
to establish a cost-effective economic 
model, which involved optimization of 
production costs, accelerated growth of 
the urban population and unprecedented 
expansion of heavy industry. 

2. Literature review
The analysis of the research literature 

reveals a certain interest that researchers 
had in the Soviet tax policy in the indus-
trialization period. There is no, however, 
uniform opinion among Soviet and Rus-
sian economists about the impact of the 
tax policy on economic growth. As Ta-
ble 1 illustrates, in different periods re-
searchers focused on different aspects of 
the problem. 

The differences in the scope of these 
studies can be explained by the differenc-
es in the subject matter of the research and 
the differences in the approaches applied 
to assess the reform’s outcomes. For exam-
ple, Soviet economists in the 1930s–1960s 
focused on the mechanism of realizing the 
tax reform, assessed its progress and chal-
lenges [3–13]. In the 1960s-1990s, research-
ers were more interested in improving 
the tax system existing at that time. It is 
worth noting that the works of that period 
are somewhat biased, which negatively 
affected their search for solutions to con-
temporary economic problems. 

Post-Soviet studies also differ in their 
assessment of the role of the tax reforms in 
the Soviet economic policy. For example, 
N. P. Figurnova [14], A. I. Kolganov and 
A. V. Buzgalin [15] view them as a “rob-
bery” that led to the impoverishment of 
people in rural areas, that is, the majority 
of the Soviet population. I. V. Karavayeva 
and V. A. Maltsev [16] view the turnover 

Table 1
Studies of the Soviet tax reform in the industrialization period
Studies of the 1930s–1960s Studies of the 1960s–1990s Post-Soviet studies

Authors A. M. Alexandrov,
P. V. Mikeladze, 
P. I. Polozov, 
M. I. Lifshits, 
A. A. Sokolov et al.

D. L. Argova,
E. A. Voznesensky,
V. P. Dyachenko, 
G. L. Rabinovich,
A. A. Barsov et al.

I. V. Karavayeva
V. A. Maltsev, 
N. P. Figurnova, 
V. Y. Katasonov, 
A. I. Kolganov, 
A. V. Buzgalin, 
V. M. Pushkareva,
I. A. Mayburov
A. P. Kireenko et al.

Focus of 
research

Implementation of the tax 
reform, its outcomes and its 
complications

Improvements to the 
existing taxation system 

Outcomes of the tax 
reform

Results This reform presents a 
completely new approach to 
taxation based on the principle 
of comprehensiveness 

Detailed description of the 
taxation instruments

Assessment of the 
reform’s outcomes
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tax as a way of channeling funds from 
agriculture to manufacturing. V. Y. Kata-
sonov [17] takes a different perspective: 
he agrees that the turnover tax helped to 
provide more funding for industrial de-
velopment and explains the role of this tax 
in building a cost-effective economy. As 
for the studies of specific taxation instru-
ments, they tend to analyze the current 
taxation practices within the framework 
of Western economic theories [18–22]. 

Earlier international studies of the So-
viet economy suffered from the absence of 
plausible data and, therefore, were largely 
critical of the collectivization methods. 
There is only a handful of studies that take 
a comprehensive look at the Soviet system 
of taxation (e.g. R. W. Davies [23; 24] and 
[23; 25]). J. R. Millar [26], too, argues that 
industrialization was carried out at the 
expense of the rural population and the 
city poor. At the same time, he observes 
that the taxation system of that period 
was based on the dominating ideology 
of planned economy and on fundamental 
political and cultural concepts.

The authors of more recent works 
recognize the achievements of the Soviet 
economy without political bias. They ad-
mit that the input data were of insufficient 
quality and continue to be revised many 
years on. Moreover, P. Wanless [27] sees it 
as a mistake to disregard the issue of taxa-
tion in Socialist countries, especially the 
market elements of tax policies. 

Some studies also confirm that the So-
viet economy was on the rise and the living 
standards were improving. For example, 
consumption per capita increased by 21% 
between 1928 and 1939 (average annual 
growth of 1.8%), which refutes the assump-
tion that as a result of industrialization, the 
living standards were sacrificed for the 
sake of producing ever-growing amounts 
of steel and armaments. The question is 
whether there were any alternatives to the 
socially disastrous collectivization cam-
paign or not. The simulation models con-
structed by R. C. Allen [28] show that the 
ultimate results of industrialization could 
have been achieved if the New Economic 
Policy had been continued. The models do 
not specify, however, the sources of man-

power. At the same time, Allen admits that 
the social disaster brought about by collec-
tivization had even worse repercussions 
for rural-urban migration.

A. A. Barsov [29], J. Millar [30; 31], and 
M. Ellman [32] established that the net 
profit was not transferred from agriculture 
to the rest of the economy, so the capital 
accrued in agriculture was not the source 
of investment in manufacturing. The turn-
over tax on consumer goods (primarily 
processed agricultural produce) was in-
deed used to finance growing investment, 
but in fact consumption was not reduced 
in order to obtain investment resources. 
Investment grew due to the mobilization 
of workers, who would otherwise have 
remained unemployed. Part of the work-
force was used to expand the production 
of capital goods (known as Group A in-
dustry) and boost investment growth. The 
government procurement system sped up 
the process, thus decreasing consump-
tion in rural areas as compared to cities 
and increasing rural-urban migration as a 
result. Allen [28] names two defining fac-
tors of the success of industrialization: an 
investment strategy that prioritized heavy 
industry and a combination of high indus-
trial output targets and not-so-rigid bud-
getary constraints. 

The success of industrialization 
impressed many Western experts. Ac-
cording to S. Wheatcroft [33], the Soviet 
industrial output grew 2.5–3.5-fold be-
tween 1928 and 1937 (an average annual 
growth of 10.5 to 16%). Harrisson, how-
ever, notes that the official Soviet statis-
tics exaggerated the long-run economic 
growth, pointing out that the labor pro-
ductivity indicators should be taken with 
a grain of salt [34]. 

3. Analysis of budgetary and tax reforms 
in the USSR in 1928–1937

Both the fiscal policy and the instru-
ments to implement it were developed 
by Soviet economists. These instruments 
were adjusted to maximize the results of 
the tax reform. In December 1925, the So-
viet government set the task to “ensure in-
dustrialization” of the country and in 1928, 
the first five-year-plan was launched. The 
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plan envisaged the construction of several 
dozen modern heavy industry “giants” 
[30]. It was necessary to ensure an accel-
erated growth in Group A output (capital 
goods) in comparison to Group B produc-
tion (consumer goods), which brought to 
the forefront the problem of funding. 

Specific characteristics of budgetary 
and taxation instruments were deter-
mined by the general operational pecu-
liarities of the Soviet economy (Figure 1). 

As a result, the Soviet planned econ-
omy functioned as a single mechanism 
operated from the center, “manually” or 
“automatically”, mainly through prices 
and mandatory levies on enterprises, in-
cluding taxes.

In the brief preparatory period before 
the reform in 1926–1928, the amount and 
sources of the required resources were de-
termined. Despite an increase in industry 
savings (accumulated depreciation and 
profits increased by nearly 60% from 1925 
till 1928), it was not enough. As a result, 
to fund industrialization, it was decided 
to use the funds accumulated in other in-
dustries and by people. It was also stipu-
lated that the search for sources of savings 
should be accompanied by the all-round 
production cost cutting measures. As a re-
sult, in 1926 around 1billion roubles was 
invested in the manufacturing industry, 
which meant a 150% increase in compari-
son with the previous year. In 1926–1928, 
the number of large production facilities 
doubled, while the gross output grew by 
132% in comparison with 1913.

In 1930–1932, the new ideological 
base was used as a foundation for a com-

prehensive reform of the budgetary and 
tax systems and credit relations existing 
at that time. The reform aimed to create 
a mechanism that would help increase 
industrial savings by promoting self-fi-
nancing (khozraschet) and by incentivizing 
enterprises economically. The budgetary 
and tax reform led to the creation of a cost-
effective economy. Other results of the re-
form include the following:

– a steady growth in public revenue; 
– uninterrupted and systematic rev-

enue dynamics;
– cutting production costs cost;
– a steady growth in labor produc-

tivity;
– improvement in the living stan-

dards.
The reform was based on a compre-

hensive approach and covered the system 
of settlements, lending, government ex-
penditures, insurance, taxes and compul-
sory levies on individuals [35]. Taxation 
instruments and other compulsory charg-
es paid by enterprises were at the core of 
the new state financing mechanism. The 
new taxation system was built upon the 
following premises: 

1. The means of production, material 
and supplies were publicly owned.

2. Administration methods in the 
national economy combined directive 
planning of all the key targets and self-
financing (commercial financing). The lat-
ter policy was enforced by incentivizing 
companies economically. 

3. Pricing targets, production cost tar-
gets and profit targets were mandatory 
(set through directives) for enterprises.
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Prices were set by the state

The state owned the means of production and retained ownership even in 
case of their transfer

Distribution relations were determined by a plan designed for each industry; 
means of production took the form of goods and their value, only needed for 
the purposes of accounting, calculation and payments

Conventionality of money and value of goods, especially of means of production

Enterprises were expected to meet the in-kind goals: coal production, metals 
production, cast iron output etc.

Figure 1. Characteristics of the planned economy in the USSR
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4. Rigid distribution of resources and 
manufactured products was controlled 
from the single government center.

5. Revenues were to be remitted to the 
state budget on a regular basis and in suf-
ficient amounts.

6. Permanent financial control over 
the fulfillment of the plan and financial 
and budgetary discipline was to be ex-
ecuted. 

The enforcement of the new principles 
required both rigid command methods 
and indirect instruments such as the new 
taxation mechanism of generating public 
revenue for its further distribution. The 
key instruments of the mechanism were 
tax charges on corporate income and the 
turnover tax that was levied as a percent-
age of the product price. The tax was to 
be remitted to the state regardless of the 
enterprise’s performance. 

The new taxation mechanism was the 
product of the radical tax reform of 1930. 
As a result of the reform, the tax system 
was simplified to the maximum: the sys-
tem of excise taxes was practically abol-
ished; the diversity of corporate taxes was 
reduced to the two main levies – the turn-
over tax and tax charges on profits. 

The turnover tax replaced 53 taxes 
and non-tax payments, including trade 
tax, practically all local taxes and charges. 
The tax was computed using the differ-
ence method on the basis of fixed prices of 
goods turned out by different industries. 
In general, the Soviet understanding of tax 
was different from the understanding of 
tax in a market economy. The main feature 
of the turnover tax is a variety of tax rates: 
in 1933, there were over 400 tax rates; in 
1937, 1,109; taking into consideration the 
regional differences in food prices, 2,444. 
The tax was only simplified somewhat 
during the pre-war period: the number of 
rates was reduced; the difference method 
was abolished for a number of industrial 
goods [36]. 

Charges on profits replaced five other 
taxes, including the corporate income tax 
paid by state-owned companies and the 
excess profits tax. Essentially, this meant 
direct extraction of the larger portion of 
profit into the budget. Tax charges on 

profits were even less in line with the ac-
cepted market model of computing corpo-
ration tax and, consequently, had a quasi-
tax nature. 

The turnover tax and charges on profit 
created an effective system of total control 
over enterprises’ operations, motivating 
them to keep cutting their production costs. 

Pricing issues were considered crucial 
in the Soviet fiscal policy. Prices were set 
by the planning agency and were used 
for accounting, computing and settlement 
purposes. The Soviet state used the pric-
ing policy for such critical economic func-
tions as distribution and utilization of the 
national income, promoting the circula-
tion of commodities and so on. 

The wholesale price in heavy industry 
(“production of the means of production”) 
was the price at which products were dis-
tributed among state-owned companies 
under the material and supplies plan. The 
cost-based approach was at the core of price 
planning, that is, the price was set at the 
level equal to the cost of production plus 
planned profit (the company’s net income) 
that was calculated on the basis of the in-
dustry’s planned profitability. The cost of 
production was assumed to be an industry-
wide average including the performance 
of the leading enterprises. Differences in 
planned profitability by industry corre-
sponded to the differences in the speed of 
fixed assets renewal, their structure and the 
periods of working capital turnover.

Financial performance of companies 
was measured as the difference between 
the government-fixed product prices and 
the cost of manufacturing these products 
with the turnover tax. If a company ex-
ceeded the target cost of production, it 
would not meet its earnings target; if it 
managed to reduce the cost of production 
to the level below planned, it would have 
excess earnings. As the company had no 
say in the statutorily set prices, its earn-
ings, the rate of the turnover tax and the 
output volume were entirely a function 
of the cost of production. Consequently, 
cost cutting was of critical importance for 
the growth in earnings and it was the sole 
factor influencing earnings and the fulfill-
ment of the profit plan. 
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Enterprises usually retained their 
profits to use them for a planned increase 
in fixed investments. Profits in excess of 
fixed investments were extracted into the 
state budget as charges on profit. The re-
maining part of the “excess profit” was 
spent on welfare support for the staff. If 
a company did not have enough profits 
to increase its working capital and fixed 
investment, the shortfall was covered by 
the government. The amount of public 
funding to be received by the company 
was computed on the basis of planned 
earnings. A failure to meet the profit ac-
cumulation target placed the company in 
a tense financial position.

In some cases, the cost of production 
was planned at a level higher than pro-
ducer prices (which meant the company 
operated at a planned loss). As a result, 
companies turning out such products 
could not fully recover their production 
costs by selling them. The resulting short-
fall was covered with government-pro-
vided subsidies [37]. 

The state was therefore able to build 
a mechanism of resource re-distribution 
among industries while executing full ad-
ministrative control over the operations of 
enterprises. The key instruments of such 
resource redistribution were the turnover 
tax and tax charges of profits. 

4. Specific mechanism  
of tax charges on profits

Tax charges on profits were intro-
duced in 1930 by the Statute on Taxing 
Profits of State-Owned Enterprises1. The 
statute defined the following features of 
these tax charges. First, the tax was com-
puted and paid in a decentralized way – 
companies were in charge of computing, 
accounting and paying the tax on all kinds 
of planned profits. Second, the tax rates 
were differentiated by industry and re-
vised annually, varying from 10 to 85% 
of profits. If the planned profit exceeded 
fixed investments (including an increase 
in working capital), a higher tax rate was 
applied. However, a small share of profits 

1 Decree on the deduction to the state income 
of state-owned enterprises. The collection of laws of 
the USSR. 1930, no. 46, art. 478. (In Russ.)

retained by companies could be viewed as 
an economic incentive for development. 

Third, the estimated tax was initially 
remitted on a monthly basis at a rate of 
85% of the planned profit, with a refund 
adjusted for the actual profit at the end of 
the year. Since 1932, the tax was to be paid 
on a quarterly basis, with payments due 
calculated using income statements and a 
tax adjustment at the end of the year. 

Fourth, the tax was remitted to appro-
priate administrations depending on the 
company’s subordination: to the national 
budget if the company had a national sta-
tus; to republican and local budgets if the 
company was of republican or local sig-
nificance. 

5. Specific mechanism  
of the turnover tax

The Statute on the Turnover Tax2 
set the following principles for calcula-
ting the turnover tax and remitting it to 
the state. 

First, the turnover tax was collected 
when a product was sold by industrial 
associations, state-owned companies 
that were not part of the associations, 
and cooperatives. Government-set prices 
for manufactured goods remained un-
changed regardless of the number of links 
in the supply chain that the goods passed 
through before reaching the consumer. The 
principle had to do with the nature of the 
turnover tax as the centralized net income 
of the state. The net income of society, for 
its part, could only increase through the 
expansion of production and higher labor 
productivity in manufacturing sectors. 

Second, the turnover tax was imposed 
only once in the chain of sales. If compa-
nies handed over products to associations, 
transactions between them were exempt-
ed from the turnover tax. Cooperatives, 
too, were exempt from the turnover tax 
if they sold their products to superior or-
ganizations or organizations of the same 
status. The tax was paid again if a product 
was reworked or subjected to production 
operations that increased its value. The 

2 Regulation on the turnover tax of enterprises 
of the socialized sector. The collection of laws of the 
USSR. 1930, no. 46, art. 477. (In Russ.)
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statute stipulated that packaging, cutting, 
wrapping and packing operations should 
not increase the selling price and levy-
ing the tax as they did not require a lot of 
manpower and did not significantly affect 
the properties of the product. 

Third, the turnover tax was used as an 
instrument for cross-industrial redistribu-
tion of resources. For example, companies 
that produced or extracted critical raw 
materials (ores, flax, hemp, cotton, wool, 
seeds etc.) were exempt from the turn-
over tax. Companies producing agricul-
tural equipment and tools, construction 
machinery, printing companies, bakeries, 
electricity companies and some other pro-
ducers did not pay it either. At the same 
time, clothing and textiles and a number 
of other consumer goods, e.g. chocolate, 
butter, watches, cameras, were taxed at a 
higher rate. Different tax rates helped the 
government ensure a degree of profitabil-
ity for goods and companies that promot-
ed khozraschet (self-financing).

Fourth, the turnover tax was paid in 
a decentralized way; the amount of tax to 
be paid was computed by the company 
considering its actual sales (on each sales 
transaction, with bills submitted to the 
state bank, Gosbank). On the one hand, 
such frequency of tax payments ensured 
regular tax receipts for the government. 
On the other hand, financial resources 
were extracted from enterprises, which 
encouraged them to speed up the cash 
cycle and increase the company’s own 
savings. 

Fifth, the tax revenue was shared 
among the government levels. The tax was 
originally remitted to the national budget, 
which discouraged the local financial au-
thorities from administering it effectively. 

Subsequently, the tax revenue was split 
among the republican and local budgets, 
making them more financially sustainable 
and improving financial control locally.

6. Taxation system as an incentive  
for cutting production costs

The 1930 tax reform established in the 
USSR a simple and fairly rigid tax system 
aimed at encouraging cost cutting in pro-
duction (see Figure 2). 

Sources of investment funds were 
public funds (national budget) as well as 
companies’ own funds (a share of prof-
its). Government-provided funds, which 
played a decisive role, enabled the au-
thorities to redistribute sources of fixed 
investments among industries and territo-
ries. The national budget was replenished 
through the turnover tax and tax charges 
on profits. The levies made it possible to 
efficiently extract a large share of com-
panies’ financial resources into the bud-
get and encouraged companies to reduce 
their cost of production. A low turnover 
tax rate and a company’s own efficient 
performance resulted in growing profits 
and charges on profits, thus ensuring con-
siderable amounts of the company’s own 
sources of fixed investment funds and re-
ceipts for the state. A higher turnover tax 
rate was expected to drive the transfer of 
the resources to the national budget, lead-
ing to lower profits and tax charges on 
profits and thus stimulating cost cutting. 

As a result, all companies regardless 
of their performance contributed to the 
savings fund. Planned prices were set on 
the basis of the average production cost 
in the industry, with the achievements 
of leading companies taken into conside-
ration. 
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At the initial stage of the reforms, a 
considerable number of industrial com-
panies were planned as loss-making ones. 
They received subsidies from the state 
while paying the turnover tax, which re-
sulted in an insignificant share of profits 
in the net income of state-owned manufac-
turing companies and the dominant role 
of the turnover tax in generating public 
revenue. In that period, the turnover tax 
constituted both a part of the public net in-
come and the share of the total social prod-
uct that was utilized for covering produc-
tion costs in heavy industry. In later years, 
when significant advances were made in 
reducing production costs and increasing 
profitability, profits started to grow faster 

than proceeds from the turnover tax and 
the revenue from profit charges started to 
dominate the budget. 

7. Outcomes of the budgetary  
and tax reforms

As a result of the 1930 reforms, in the 
USSR, a unique fiscal mechanism was 
created that proved to be effective later, 
during World War 2. The alignment of 
the tax and budgetary policies enabled 
the country to implement its ambitious 
industrialization plan. The results of the 
tax revenue reform are summarized in 
Table 2. 

The increase in government revenues 
and a practically proportional growth of 

Table 2
Basic parameters of the Soviet state budget in 1928–1940, billion roubles/%

Indicator 1928/1929* 1932 1937 1940 Growth rate
1932/

1928–1929
1937/1932 1940/1937

Public revenues 8.8 38.0 109.3 180.2 4.3 2.9 1.7
100 100 100 100

including
Turnover tax 3.1** 19.6 75.9 105.9 6.3 3.9 1.4

35.5 51.5 69.4 58.7
heavy industry n/a*** 1.4 8.2 10.7 – 5.9 1.3

3.6 7.5 5.9
textiles and clothing n/a 3.6 8.9 16.0 – 2.5 1.8

9.6 8.1 8.9
food industry n/a 9.6 25.3 41.7 – 2.6 1.6

25.3 23.1 23.1
Tax charges on profits 1.4 5.0 9.3 21.7 3.6 1.9 2.3

15.9 13.2 8.5 12.1
heavy industry 0.1 0.4 1.5 1.7 4 3.75 1.1

1.1 1.1 1.4 0.9
textiles and clothing 0.1 0.2 1.0 4.7 2 5 4.7

1.1 0.5 0.9 2.6
food industry 0.01/ 0.2/ 1.5/ 6.0/ 20 7.5 4

0.1 0.5 1.4 3.3
Public spending 8.8 38.0 106.2 174.4 4.3 2.8 1.6

100 100 100 100
financing of industry 1.2 13.3 16.7 n/a 11.1 1.3 –

13.6 35.0 15.7
heavy industry 0.8/ 11.6/ 12.7/ 19.4/ 14.5 1.1 1.5

9.1 30.5 12.0 11.1
textiles and clothing 0.03 0.4 2.0 0.7 13.3 5 0.35

0.3 1.1 1.9 0.4
food industry 0.02 0.5 1.1 1.5 25 2.2 1.4

0.2 1.3 1.0 0.9
* Before 1930, the financial year in the USSR started on 1 October and ended on 30 September;
** Denotes the sum total of the corresponding revenues that in 1930 were consolidated into the 

turnover tax; 
*** The data are not available.
Source: [38].
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expenditures was achieved through in-
creasing turnover tax receipts, while tax 
charges on profits were much less sig-
nificant. It should be noted that financial 
resources were redistributed by the cen-
tral administrative unit through the fiscal 
mechanism. For example, the share of the 
turnover tax extracted from the textiles 
and clothing sector and food companies 
made up nearly 35% of the tax revenue, 
while heavy industry accounted for less 
than 4%. Despite significant investments 
and heavy industry expansion in the first 
five-year periods, there were no drastic 
changes to the structure of turnover tax 
receipts. At the same time, profits made 
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Figure 3. Structure of the tax revenue in the USSR

Table 3
Capital investment in industrial construction in 1928–1940 and its outcomes 

1928/29–1932 1933–1937 1938–1942 
(plan)

Growth rate
1937/1932 1942/1928

Total fixed investments in indus-
trial construction, billion roubles/%

24.8 58.6 111.9 2.36 4.51
100 100 100

including investments in:
production of means of production 21.3 49.8 93.9 2.3 4.4

85.9 85.0 83.9
production of consumer goods 3.5 8.8 18.0 2.5 5.1

14.1 15.0 16.1
For reference: Effects of capital 
investment:

1928 1932 1937 1940 1940/1928

Gross output in comparable prices, 
billion roubles 

21.4 43.3 95.5 138.5 6.47

Share of manufacturing in GDP, %
Means of production 39.5 53.4 57.8 61.2 +21.7 п.п
Consumer goods 60.5 46.6 42.2 38.8 –21.7 п.п.

Source: [39; 40]

by heavy industry enterprises were com-
parable to profitsin other industries and 
sometimes even exceeded them. The gov-
ernment thus not only subsidized such 
companies, but also provided them with 
extra resources so that companies could 
invest their own savings (Figure 3). 

The analysis of public spending shows 
that expenditures on heavy industry en-
terprises increased at an accelerated pace. 
As a result, investments in the production 
of the means of production doubled. The 
larger share of funds was invested by the 
state in the production of Group A goods 
(means of production), which were then 
distributed among enterprises (Table 3).
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The battle for industrialization 
brought about some major successes. In 
1929, the industrial output was nearly 
twice the level of 1913 before Word War 1. 
The share of industrial production in GDP 
increased from 42.1% in 1913 to 54.5% in 
1929. Annual GDP growth between 1928 
and 1940 was around 4.6% (according to 
earlier estimates, 3 to 6.3%) [41; 42]. 

The redistribution of financial resources 
and accelerated expansion of industry led to 
the redistribution of human resources and a 
higher employment rate, which, in addition 
to the economic effect, had a major social 
impact. The construction of large manu-
facturing companies spurred the construc-
tion of urban agglomerations: the number 
of newly emerging cities and towns in that 
period exceeded 300. Higher population 
density in those areas made health care and 
education more accessible. For example, in 
1928, the share of the urban population in 
the USSR was only 18%. By 1940, over 50% 
of the Soviet population were living in cit-
ies, and the number of people with univer-
sity degrees grew 3.9 times. 

Stimulation of enterprises to cut their 
production costs resulted in the growth of 
average wages and increased productiv-
ity. Per capita consumption in 1938 was 
higher by 22% than in 1928. 

8. Conclusions
The Soviet fiscal policy of 1928–1937, 

which had a comprehensive character, 
proved to be a highly effective instru-
ment for achieving industrialization goals. 
Within this policy, all elements of taxation 
and budgeting were oriented towards one 
major goal. It should be noted that in that 
period the instruments of direct command 
planning played a significant role in eco-
nomic administration. It was, however, 
the use of taxation and budgetary instru-
ments that made the fiscal policy efficient.

The system of direct planning used 
key performance indicators to measure 
the efficiency of industrial enterprises 
while the use of the turnover tax and tax 
charges on profits made it possible to mo-
bilize financial resources of all industries 
and redirect them to one savings fund. 
The fund served as a source of investment, 
ensuring a high pace of economic growth 
and turning the country into an industrial 
power with advanced technological fixed 
capital assets. An important outcome of 
the 1930 fiscal reform was that enterprises 
became more focused on cost cutting and 
on increasing their labor productivity. The 
redistribution of financial resources and 
accelerated industrial growth led to the 
redistribution of human resources and in-
creased employment rate. 

The Soviet economic policy was not, of 
course, devoid of drawbacks. At the initial 
stage, financial resources were mobilized 
at the expense of end consumers, which 
means that the textiles and clothing sec-
tor and the food production sector had to 
bear a higher tax burden, which resulted 
in product shortages and high retail prices 
and thus required direct administrative 
distribution of staple goods (rationing). 
It was impossible to implement such a 
policy without rigid administrative con-
trol. Nevertheless, the economic growth 
in heavy industry reached 10–16% a year 
at the beginning of industrialization and 
had a multiplicative effect on the entire 
economy. 

The desired effect was achieved really 
fast, but the fiscal reform also had its dark-
er side as the mobilization of resources of-
ten happened to the detriment of custom-
ers. The tasks and goals of the economic 
policy should have been adjusted more 
frequently by taking into consideration 
social well-being and the needs of the con-
sumer goods sector. 
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tific review – 50–80 references. The Editorial Board recommends to cite papers indexing 
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of references.
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