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The sudden outbreak of the severe fiscal crisiSrmeece has been the result not only
of inappropriate fiscal policies, but also of palmmestic fiscal governance and weak
fiscal institutions. The combination of these fastallowed for large public deficits
during a long period of time, and the accumulatba huge public debt that went out
of control because of the global financial crisiBhe present paper aims at
highlighting a number of shortcomings in the desamd enforcement of the tax
system, and how they have played a key role not mnthe exacerbation of fiscal
deficits, but also in making it a source of soaiglistice and a symptom of the lack of
trust characterizing the state-citizen relationsHipese shortcomings that result in
low tax revenue, relate to the structure of taxmtithe poor performance of tax
administration, the high tax evasion, the highamdie on indirect taxation and the
ensuing unfairness in the distribution of the taxden. The recent economic crisis
has made these features more evident and the oeddefradical reform of the tax

system very urgent.
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The Greek fiscal crisis and its massive domestit@nss-border effects have been at
the epicenter of international interest for the kg years. Putting the Greek fiscal
house back in order is the top priority of the éhieternational organizations (the
IMF, the ECB and the European Commission) presettlyering the borrowing
requirements of the government and averting Gré&ece officially defaulting on its
public debt. The chances of overcoming the fise@i< in an effective way are
enhanced if policy makers sufficiently understane factors that led to this crisis in
the first place. There is little doubt that thetdbsgizing effects of the global financial
crisis and some inherent weaknesses that were bailigip in the euro area since the
introduction of the common currency, speeded upaamtentuated the outbreak of the
Greek fiscal crisis. Moreover, certain features of the Greek economid socio-
political reality played a crucial role in making&ece the weak link of the Euroarea.

More precisely, the sudden outbreak of the sefiscal crisis in Greece has
been the result not only of inappropriate fiscaligies, but also of poor domestic
fiscal governance and weak fiscal institutions. Tdmmbination of these factors
allowed for large public deficits during a long j@er of time, and the accumulation of
a huge public debt that went out of control becanié¢he global financial crisis
(Kaplanoglou and Rapanos 2011). The present pagores aspects of some key
ingredients of the Greek institutional fiscal framuek, and particularly of the tax
system.

The reasons for choosing the tax system are ratbeious. Failures in its
performance were feeding into growing public défidor a long period of time. As
indicated by Kaplanoglou and Rapanos (2011), rexeargets were being missed by
a large margin throughout the decade preceding dbtreak of the crisis.
Furthermore, the structure of the tax system arad ithprovement of its overall
performance have been issues of hot debate amen@riek political parties, and
figure prominently in the reports assessing the glance of the Greek authorities
with the fiscal programme supplementing the suppackage for Greece (IMF 2011).
The need for an overhaul of the present tax sysi@srned the Minister of Finance to
commit himself to presenting a new “National Taxsteyn”.

In this paper, we will attempt to evaluate the ékréax system and point out
its particular features that make it not only ireént in yielding adequate revenues to

! See, for example, European Commission (2010a).



the state, but also a source of social injusticekasymptom of the lack of trust in the
state-citizen relationship. In the next sectios,aafirst step, we will contrast the
Greek case against international experience ingesimboth the overall level of
taxation and its structure. Such a comparison tsvibeat the tax-to-GDP ratio is
particularly low and out of pace with the countrjével of economic development.
The structure of tax revenues reveals a heavynadian indirect taxation, which is
again unusual among countries of similar incomellev

The third section attempts to explain the aboveigoap findings in terms of
the longstanding failures &brmal institutions. Despite the fact that evidence igspa
and fragmentary, all available indicators pointthie fact that the low and unfairly
distributed tax yield is primarily due to the pdanctioning of the tax administration,
lax tax enforcement, inefficiency of tax collectjaand the lack of effective dispute
resolution mechanisms. Such failures result in higk evasion and a thriving
underground economy.

These findings cannot be interpreted in economimgealone. The standard
view of tax theory is that taxes are a necessany lwehose “excess burden” has to be
minimized. Optimal taxation problems are thus gsetthe general context of
minimizing the total burden of raising a certaincamt of revenues needed to finance
some undefined public expenditures. Standard tasiem theory treats the decisions
of individual tax payers with regard to their taayments in a similar way (e.g.
Allingham and Sandmo 1972, Yitzhaki 1974). Howewer we will explain later, the
conclusions of these theoretical models seem toecomcontrast with empirical
evidence. (Slemrod 2003, Feld and Frey 2002).

Two issues escape the attention of such modelsfifsh@ne is that in the real
world citizens of democratic political jurisdictisrperceive a connection between the
taxes they pay and the government services provaméiem. In this context, citizens
could “voluntarily” pay their taxes if theyrust their government to deliver the
services it has promised. The second issue is thadn if a citizen trusts her
government, her behaviour will still be influencéy how she perceives other
taxpayers to behave. In other words tax evasionldhme treated not only as a pure
economic but also social phenomenon (Sandmo 2005).

In the fourth section, therefore, we will attemptraw a link between failures
of formal andinformal institutions. Within this framework we argue tHatv tax

revenues are partly to be explained in terms oftlxwmorale of Greek taxpayers and



poor tax compliance behaviour, which are themselveymptom of low levels of

perceived fairness and of the lack of trust ofzertis in their government and their
fellow citizens. In this aspect, combating tax evasrebalancing the importance of
different tax revenue sources towards a fairerctiva and eventually increasing tax
revenues in a sustainable manner appear to be madh complicated issues, which
cannot be simply addressed just by altering taxesrabr by increasing audit

probabilities and making fines more severe.

Tax revenues and the structure of the tax system in Greece

According to a large strand of theoretical and eiogli literature, increasing levels of
economic activity go hand in hand with an expandgayernment sector. This
literature dates back to the "L@entury, when Wagner originally proposed that as
nations industrialize, the share of the public @ead the national economy grows
continually as the state expands its social a@sjitits administrative and protective
actions, as well as its welfare functions (Wagn&93). Among more recent
approaches, public sector growth is consideredsaltref the utility maximizing
behaviour of bureaucrats (Niskanen 1971), or semm f public choice perspective
as a consequence of expanding voting rights to teme®me voters who push for
more and more redistributive expenditures (Melaed Richard 1981, Persson and
Tabelini 1990), or explained as a process of erihgnthe risk-reducing role of
government consumption in a context of open ecoasn@xposed to increased
external risk (Rodrik 1998). Empirical investigatgof several versions of Wagner’'s
law are indeed extensive (for a recent synthesisngbirical evidence, see Shelton
2007), while the law seems to find empirical supporthe Greek case (see, e.g.
Sideris 2007, Loizides and Vamvoukas 2005).

While most of the above theoretical explanationsttr establish a causal
relationship running from higher economic activity higher levels of public
expenditures, the inevitable need to finance theggenditures tends to drive tax
revenues on a concomitant upward trend. Indeed, @Rapita is usually seen as a
major determinant explaining differences in overik ratios among different
countries. Taking a global overview, Table 1 shdhat the tax ratio consistently

varies with income level, rising from about 14 pmc of GDP in low-income



countries to 25 percent in high-income countridse $ame trend is documented in a
number of other studies (e.g. Tanzi 1987, Bird ZAalt 2005).

What gets taxed varies as widely as total taxegdailn countries with higher
income levels the main sources of revenue are iectames, especially personal
income taxes, and various consumption taxes (sd#eTh). On the contrary,
consumption taxes, along with border taxes, ardabythe most important revenue
sources of poorer countries, with personal incone@rasenting a relatively
unimportant tax base. There are several explarsattry the importance of

Tablel Level and sources of government revenue, 1996-2001

Personal Consumption

Tax Income income tax and Border Informal
revenue taxes (% of production taxes (% economy
GDP per (% of (% of tax income taxes (% of of Inflation (% of
capita GDP) revenue) taxes) revenue) revenue) rate GDP)
<$745 14,1 35,9 16,6 43,5 16,4 10,6 26,4
$746-2975 16,7 315 16,0 51,8 9,3 15,7 29,5
$2976-9205 20,2 29,4 20,5 53,1 54 7,4 32,5
All
developing 17,6 31,2 18,0 51,2 8,6 11,8 30,1
>$9,206 25,0 54,3 44,6 32,9 0,7 2,2 14,0
Greece -
2008
($30,884) 20,4 36,9 24,7 55,7 0,002 4,2 26,5

Source: Gordon and Li (2009), World Developmentidatbrs (World Bank, 2011), Government Finance
Statistics (IMF, 2011)

income taxes, as a source of government revenogsgat the expense of indirect
taxes as a country reaches higher levels of ecanalavelopment. A country’s
economic structure (e.g. the size of the agricaltsector), its administrative capacity,
its political institutions, the degree of conceboat fairness, the size of the informal
economy are likely to critically influence the tatxucture, and are themselves largely
determined by the level of economic development{ird987, Tanzi and Zee 2000,
Fox and Gurley 2005, Bird 2007). Recent years hatteessed a trend in developed
countries to shift the tax basis towards consumpticevertheless the profound

differences in tax structure according to incomel@re maintained.



Figure 1 Total tax revenue as per cent of GDP (excludiny&sd the tax mix
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Source: OECD Revenue Statistics 2010, European @ssiun, Tax trends in the EU, 2011.

How does Greece fit in the international picture?ig\apparent from Figure 1,
the tax ratio (measured on the left axis) did fell rising path as the country reached
higher levels of economic development, but remalistinctively lower than the
OECD or EU-15 average. The tax/GDP ratio (excludiagial security contributions)
increased from around 12 per cent in the mid 60’swer 20 per cent in 2008, the
year before the outbreak of the fiscal crisis. iYeémains around 5 pp of GDP lower
than the average of the OECD or EU-17 countries.oAgnall European Union
countries, Greece’s tax/GDP ratio is among the stwexceeding just that of certain
easter-european economies, like Latvia, Romani&lovakia. A similar picture is
conveyed from Table 1, where Greece is comparedwaer set of countries around
the world. On the basis of the tax ratio alone,eGeawould be classified closer to the
group of developing rather than developed countries

What conveys an even more puzzling picture is the mix. Despite
increasing levels of overall taxation, consumpseems to remain the most important
tax base, contrary to what the theory and inteonati experience would predict. The
share of consumption taxes in total tax revenueanesnexceedingly high, at least

when compared to the set of countries with sinmilaome level (see Table? At the

2 Border taxes are hardly detectible in Greecerasut of EU membership.



same time, income taxes are less important, argbpar income taxes in particular
are half as important, as a revenue yielding souten compared to the group of
high-income countries.

Comparing Greece with the narrower and relativebyarhomogeneous group
of Euroarea countries, we observe that Greece amtudadl have the lowest
direct/indirect tax revenue ratio of around 0.6épidted on the right axis of Figure
1), while for the same period Greece has by farldleest direct tax/GDP ratio of
around 8.3 per cent, compared with a Euroarea geavh11.7 per cent. Taking the
whole OECD area, taxes on income and profits ineGeeén 2008 amount to 7.3 per
cent of GDP (the lowest after Mexico, Turkey andv@kia), compared to an OECD
average of 12.5 per cent. Regarding the importahgersonal income taxes in total
tax revenue, Greece ranks 31 among the 33 OECOrgssin

In summary, two main conclusions can be drawn fommtrasting the Greek
case against international experience: the firstisrthat despite increasing levels of
taxation, the tax-to-GDP ratio remains lower thamatvone would expect. Do lower
tax revenue ratios in Greece reflect lower prefeesrfor public versus private goods
or are they the symptom of other factors? The stame refers to the fact that the
structure of tax revenue resembles that of a cguatra much lower level of
economic development, despite the fact that Grbéasebeen under the influence of
the European Union on tax matters for at leastlaéise 20 years. Both paradoxes

deserve closer scrutiny and an effort to be expthin

Failures of Formal I nstitutions

The first paradox can rather easily be resolvediatutory tax rates are brought into
the picture. Apparently Greece has adopted for ikiosis of taxes statutory rates that
are very close to the average of OECD or euro eveatries (OECD 2011a). Taking
2009 as the reference year, the standard VAT mat&reece was 19 per cent
compared to a Euroarea average of 19.4 per cemietty, according to the European

Commission estimates (European Commission 201Tes), implicit tax rate on



consumption in Greece fell short of the euro anesrame by 6.4 percentage pofts
According to the same source, the implicit tax @tdabour in Greece (29.7 per cent)
is also lower than the euro area average of 33.5qu&, despite the fact that the top
personal income tax rate is by 3 percentage phigtser than the Euroarea average.

A similar picture is conveyed when Greece is camgavith other OECD
countries. According to OECD (2011a), statutoryrabes for VAT and the corporate
income tax are both higher than the respective OB@ages, yet effective tax rates
are substantially lowér Especially in the case of VAT, the OECD has epgibthe
concept of the VAT revenue ratio (VRR), which meaasuhe difference between the
revenues that would arise from a theoretically §WAT system with a single rate
and 100 per cent compliance and the revenues bctadlected. This ratio gives an
indication of the efficiency of the VAT regime inauntry compared to a standard
norm. (OECD 2011b).A value of VRR other than 1 indicates deviatioonfra single
tax rate applied on all final consumption or aueelto collect all tax due. VRR varies
considerably across OECD countries, ranging fro88 0n New Zealand to 0.35 in
Turkey and Mexico. Greece ranks'28mong 32 OECD countries, with a VRR value
of 0.46 for 2008. This implies that the current VAyistem raises less than half of the
potential revenues that could be raised, if thexdaed VAT rate was effectively
applied to final consumption expenditure. Furthedence, from the USAID’s Fiscal
Reform and Economic Governance Project, indicatas & similar measure of the
“productivity” of major taxes in Greece, namely tNAT, the corporate and the
personal income tax, ranks Greece lower than therage of 23 high income
countries>

Deviations between statutory and effective taxs&muld be attributed either
to legal provisions which narrow the tax base, é¢hgough the use of generous
exemption schemes, high thresholds, reduced rates @ to the ineffective
enforcement of the tax law. It is true that in agrtcases, exemptions and generous

thresholds do limit the tax base to an extent bdyamat is the norm in other

% Implicit tax rates are computed as the ratio tdlttax revenues of the category (consumption,uabo
and capital) to a proxy of the potential tax bastnéd on the basis of national accounts.

* The effective VAT rate is calculated as the ratio/AT revenue to private consumption, while the
effective corporate tax rate is calculated as #tie of corporate taxes to GDP.

® Technically,VRR = VR / B r, whereVR stands for actual tax revenu@stepresents the potential tax
base (namely final consumption expenditure) aisthe standard VAT rate.

® Tax “productivity” is a revenue performance indira measuring net tax receipts as a per cent of
GDP divided by the standard tax rate, see
http://www.fiscalreform.net/index.php?option=com apper&ltemid=132




Euroarea or OECD countries. The tax free thresbbltthe personal income tax, for
example, was until recently, about 78 per cent &f gapita household disposable
income, a lot higher than in most other OECD caast(OECD 2011a). The income
tax base is further shrinked by numerous tax alfmea and deductioddn the case
of VAT, reduced rates are applied to a relativelggé base, while certain specific
rates applied to the frontier islands are indeed t@justify.

Nevertheless, there is rampant evidence that laweaeenue yields in Greece
are mainly the result of failures of the formaltihgions in place, namely poor
functioning of the tax administration, lax tax emfement, inefficiency of tax
collection mechanisms and ineffective dispute mgsmh mechanisms. A clear
manifestation of such failures is the size of thadow econom§.Despite the fact
that Greece officially belongs to the group of highome countries, the size of its
shadow economy (27.5 per cent of GDP on averageiperiod 1999-2007) brings it
closer to the average of developing or transitioonemies (35.8 per cent and 35.1
per cent respectively), rather than the OECD, witezeaverage is 17.1 per cént.

Taking the example of VAT once more, according toeaent European
Commission study (EC 2011b), the low VAT collectiate is mostly due to fraud
and evasion. This study quantifies the VAT “compti@’ gap in EU-25 Member
States by comparing the accrued VAT receipts withemretical net VAT liability,
the latter being calculated by identifying and megxg the categories of expenditure
that make a net contribution to the total VAT bam®d combining them with
appropriate VAT rates. The study also takes int@oant the categories of
expenditure that give rise to irrecoverable VATGIsas expenditure on inputs used in
the supply of exempt goods and services on whicil \éAnnot be reclaimed (e.g.
financial services, education)and combines thenh \appropriate VAT rates. The
VAT gap thus measures the difference between tlealtax revenue and what
theoretically should be raised given the VAT ratecure and exemptions provided
in the law. The VAT gap in Greece is the highesbagall EU-25 Member States,

" For an analysis of the distributional effects efgpnal income tax expenditure programmes, see
Loizides and Kaplanoglou (2006).

8 Tax evasion and the shadow economy are not idertéems, but are highly related (Kalyvianakis
1993).

® The influx of immigrants during the last 20 ye&@samong the factors contributing to the size ef th
shadow economy. According to the OECD Internatidvimration Outlook for 2009, Greece has the
highest number of illegal employed immigrants ashare of total employment, among 12 surveyed
OECD countries (4.4 compared with an average 9f 1.6
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amounting to 30 per cent of theoretical VAT liatyilin 2006, compared to an EU-25
weighted average of just 11 per c&hifaking into account that VAT revenues in
2006 amounted to 7.8 per cent of GDP, we can dethatethe revenues foregone
were around 3.3 per cent of GDP. To gain an ideth@forder of magnitude, this is
1.5 times the total fiscal consolidation envisadged 2012 in the Draft Budget

submitted last October by the government to thédPaent.

Income taxation and particularly the personal inedax seems to be the most
thriving field of tax evasion, which perhaps exptihe low direct/indirect tax mix
identified in the previous section. It is worthting that the self-employed and
certain types of personal companies (e.g. generdihoted partnerships) are also
subject to this tax, so that a large fraction oibass income is taxed under the
provisions of the personal income tax. Revenues fthis tax are more than four
percentage points lower than the Euroarea avedagpjte comparable statutory rates
and similar levels of income (OECD 2011a). Accogdin the latest available data,
provided by the Greek Ministry of Finance (GSIS PQlregarding tax declaration
forms for incomes earned in 2009, almost 60 pet okthe Greek taxpayers reported
incomes below the tax free threshold and did not @ay income tax. For 2009,
almost 90 per cent of individuals reported annoebmes below 28,000 euros, while
only 1,700 individuals reported incomes of 250,@d@0s or more. Consequently tax
payments were highly concentrated to the upperqddite income distribution, with
30 per cent of taxpayers paying 95 per cent ofdted personal income tax.

Further insights can be gained by comparing theladet incomes of
employees/pensioners (who are less likely to hateexl incomes) with the incomes
of the rest of the taxpayers. For 2009, around &2cent of employees/pensioners
reported incomes below 10,000 euros, while the esspe proportion for the
remaining occupational groups is twice as highg8Bcent). Such figures are indeed
hard to rationalize. Contrasting reported incomed eonsumption expenditures of
different occupational groups, from different sttial sources, provides further
evidence that certain groups significantly undesrepheir incomes (see Table 2).
Such a comparison reveals that, for example, ireedipure terms farmers are the

least well-off compared to the population averdge,by a far smaller degree than in

19 This estimate is close to the findings of Kanetlolps, Kousoulakos & Rapanos (1995) for 1988,
who by comparing national accounts and HousehoftbRditure Survey data, estimate that the evasion
of VAT corresponds to 38 per cent of collected V&Tenue.
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income terms? The group of liberal professionals, traders, indaiists, etc. who in
income terms are around the population averagdyyafar the most well-off group of
the population when judged by their expenditurelevWage-earners, who in income
tax declarations appear to be the richest in inctemas, are well behind the liberal
professionals etc. group when data from HousehoigeRditures Survey are
considered. Pensioners are slightly below averageoth income and expenditure

terms.

Table 2 Reported income and consumption expenditure afmational groups

Average Non-durable

income tax | Income as| Expenditure| expenditure as

Occupational grouf Taxpayers burden (% of a % of as a % of a % of
(as a % of| total taxable | population| population population
total) income) average average average
1) 2) 3) 4) 5)

Traders, liberal
professionals,
rentiers 29.3% 12.1% 103.0% 125.7% 123.0%
Farmers 6.99 6.5% 66.3% 81.1% 80.7%
Wage-earners 35.9% 8.6% 110.8% 106.3% 104.9%
Pensioners 28.0% 7.4% 91.3% 84.9% 87.5%

Sources: Own calculations from Ministry of Finar{2g@11) — columns (1)-(3), own calculations from
2008 Household Expenditure Survey conducted byddienic Statistical Authority.

The structure of the Greek economy with little bibaggravates the problem
of tax evasion. The income of the self-employedpvwnesumably can more easily
under-report their income, is a far larger fract@inGDP compared to the Euroarea
average (24 per cent as opposed to 12.5 per cé€BD8f respectively, for the period
2005-2009, OECD 2011a). Furthermore, Greece displsy highest proportion of the
non-financial business economy workforce being eygd in very small businesses
across EU-27. More specifically, around 58 per canthis workforce works for
“micro enterprises” employing 1-9 persons, compdmed EU-27 average of just 30
per cent (Eurostat 2008). At the same time, the bminof persons employed per
enterprise (considering all small and medium sezegrprises, i.e. with less than 250
employees) is the lowest among all EU-27 countm@snely three per cent in 2008
(European Commission 2010b). The abnormally higmber of self-employed and

very small businesses makes tax auditing a chatigrigsk for tax administration.

" This is to a large extent explained by the faat #xpenditure includes home-production and imputed
rent.
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The persistence of high tax evasion reveals that @dministration and
enforcement mechanisms appear particularly weak.e@ensive analysis of such
weaknesses is perhaps beyond the scope of thenppegeer'” Nevertheless, among
their major manifestations is the fact that taears in the end of 2010 had reached
14.5 per cent of GDP and that another 13.2 per ae@®DP of assessed tax revenue
was disputed in courts. A clear indication of thexistence of an effective dispute
resolution mechanism is the fact that over 150,0é¥ks are pending before the tax
courts, each of which takes 7 to 10 years, on geeita be given a final verdict.

Tax audits are sparse, leading to an accumulafiemaudited tax declaration
forms. The Ministry of Finance thus proceeds tdtlisg” such cases by resorting to
tax amnesties every 3 to 5 years, the latest oimg leéfected just a few months ago,
in September 2011. Such practices reward tax esaded act like a punishment for
honestly reporting taxpayers. Taxpayers themsepeseive tax authorities as
ineffective. Taking the example of undeclared wodgcording to the 2007
Eurobarometer for the 27 EU countries, Greeks tefperhighest number of hours in
undeclared work (see Figure 2 in the next sectamg at the same time the lowest
percentage of those expecting a sanction to be dmerison. Extensive use of
presumptive taxation is yet another indication lod teluctance of policy makers to
establish a tax system where the proper tax basisrrectly assessed. Evidently, the
complexity of the tax code and its constant modtfans (approximately 2 to 3 tax
laws are voted every year) act as further impedismenthe proper functioning of tax
administration and enforcement mechanisms.

A meaningful comparison of the efficiency of thee€k tax administration
with those of other OECD countries is severely tansed by the lack of data for
Greece. Sparsely available indicators paint a glogicture. For example, the
number of active taxpayers per tax administratiopleyee is lower in Greece than
the average of a sample of 23 high-income coungiemmined by USAIE (778
compared to 848 respectively). Yet, apparently steff is not efficiently used.
According to another international study (OECD 200995), Greece displays a very
low proportion of tax administration staff used fax auditing and investigation (21.5

per cent in 2007) compared to an OECD average ef 8% per cent. In 2009, end-

2 For such recent analysis and proposals for impneve, see Bank of Greece (2010), pp. 170-181,
Rapanos and Kaplanoglou (2011), OECD (2011a).
13 http://www.fiscalreform.net/index.php?option=conrapper&ltemid=132.
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year tax arrears (i.e. all unpaid taxes excludimagé where a dispute is involved) as a
percentage of annual net revenue collections ofaaks reached an outstanding 72
per cent, followed by Slovakia (59.5 per cent) @&elgium (34.9 per cent) and
compared with an OECD average of just 14.4 per.cent

The failures of formal institutions haunting thee€k tax system had immense
repercussions at the macro-public finance levekerQkie ten-year period preceding
the recent fiscal crisis, fiscal targets set byeBrgovernments were constantly being
missed by a large margin. There is a widely heklwthat in many EU countries
including Greece, politically motivated systematiptimism concerning economic
growth was a key factor behind such deviationsdgrand Larch 2006, IMF 2006).
More specifically, the argument has been put fodataat in the context of Stability
and Growth Programs submitted to the European Csgmiom, several governments
consistently based their fiscal forecasts on anrlpveptimistic outlook for the
economy, thus inflating revenue forecasts and wstienating public expenditures.
Subsequent deviations from the fiscal targets coldoh be attributed to the actual
economy growing at a lower pace than anticipateowéver, as Kaplanoglou and
Rapanos (2011) argue based on data for the lastddeen the case of Greece
macroeconomic forecasts on which fiscal targetsewsased were actually quite
accurate. Fiscal targets were being missed priyneetause budgeted revenues were
not finding their way into the public purse as aule of the aforementioned
institutional failures, while at the same time painy expenditures were also not kept
under planned control. Citing just the example e personal income tax (PIT), a
recent study by Mylonas, Magginas & Pateli (2010)vides estimates that the
margin for raising government revenue from PIT tigio tackling evasion would
amount to about two and a half per cent of GDP.il&mestimated are presented by
Flevotomou and Matsaganis (2010).

A critical issue that inevitably arises is whetlteere are additional factors
explaining the aforementioned failures of formadtitutions and the extent of tax
evasion practiced by taxpayers and tolerated byatdRorities. This is the issue to

which we now turn.
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Failures of Informal Institutions: Taxation and Trust

As we have already mentioned earlier, most econonuidels of tax evasion, in the
tradition initiated by Allingham and Sandmo, (1938sume that people behave in an
economically rational way. So, whether a taxpaysnglies or not with the tax rules
is the result of a cost - benefit calculation. Acling to these models’ logic the
degree of tax compliance will increase if the goweent is able to increase the
frequency of audits and the severity of fines. Bhewdels, however, hardly explain
actual levels of tax compliance. If people madérttiecisions as to whether or not to
pay taxes on the basis of purely economic factibrsn most taxpayers would be
involved in tax evasion or fraud because of the foabability of detection and the
small relative to evasion penalties. As Alm, Mc@et & Schulze (1992) stress a *...
purely economic analysis of the evasion gamble iesphat most individuals would
evade if they are rational because it is unlikdigttcheaters will be caught and
penalised’. In their survey Andreoni, Erard & Feeus (1998) present a large number
of studies to demonstrate that tax compliance ast®e predictions of the models in
the Sandmo and Alingham (1972) vain of analysisrédwer, the standard theory of
tax evasion cannot adequately explain differencetax evasion across countries.
However, this has not resulted in a model thatcsitfely describes and predicts tax
behaviour (Kirchler 2007).

These shortcomings of the classic models of taxptiamce have led many
researchers to seek alternative explanations fer bhaviour, by focusing on
sociological and psychological factors. Based oa fimdings of this rather new
branch of research, there are several non-econdactors and drivers behind
taxpayer compliance behaviour. Two categories ofigactors that, in our view, play
an important role, particularly in Greece, &te:

1. Personal and social norms and,

2. Trust, both in the government or state institutiand in other taxpayers.

A rather selective review of this literature ha®owh that moral or normative
considerations are found to be an important deteantiof tax compliance. Taylor
(2001) points out that although there is a cononedbetween risk of detection, formal

4 For a more detailed analysis of these factor<de@D (2010).
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sanctions and compliance, he presents evidencehwshhows that the fear of

experiencing feelings of guilt and the risk of sda@tigmatisation has a considerably
greater deterrent effect. This kind of drivers behiaxpayer behaviour has attracted
more and more attention over the past few yeansdi& so far have generally
focused on personal norms, often referred to agtlaixs, tax mentality or tax morale

but also on social norms and trost.

Personal norms can be defined as the deeply ramedctions about what one
ought or ought not to do. According to Kirchler (20 personal norms with regard to
taxes reflect a taxpayer’'s values and tax ethiefined as ‘a belief that there is a
moral imperative with which one should deliberatebmply’. Personal norms are
rooted in core values and develop as a result mj-term socialisation processes.
Several studies on a person’s honesty and tax canael have found that honesty is
significantly related to compliance variables, suah previous underreporting of
income and previous evasion, perceptions abouatheess of the tax system, and the
tax evasion by other8.Hence, besides personal norms, social norms seqiay a
very important role on compliance. But, what domean by social norms?

According to Leslie, Larson & Gorman (1973, p. 99)social norms are rules
developed by a group that specify how people malsduld, may, should not, and
must not behave in various situations’. Hence,adowrms are not static but evolve
and change over time through social processesmwéhd between groups. Research
has shown that opinions and behaviours of othargh® ideas one has about the
opinion and behaviour of others, are of great irtgpare for taxpayer compliance
behaviour (e.g. Wenzel 2004). Several studies stiat people tend to follow the
behaviour they see others to exhibit. In the arfetao compliance, several studies
have found a relation between perceptions of tiiawieur of others and the attitudes
towards tax evasion. In a very interesting studghd® and Lubell (1998) show that
people tend to meet their tax obligations when tinest that others will also pay their
fair share of taxes. Other studies have foundpgkateptions of how others will judge
tax evasion, affects one’s own tax compliance. Rgaoygho believe that others do not
comply with the tax rules, will also try to objquying their taxes.

This strand of research recognizes the importahgersonal and societal norms
on tax compliance, and poses therefore the quesifotrust between citizens

15 See for example Braithwaite (2003, 2009), Kircl{2807), Torgler, B. (2003), Traxler C. (2005).
1% See e.g. Erard and Feinstein (1994), and Por¢a8868).
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themselves, but also the question of trust to theegiment and public institutions in
general. Trust generally is considered as an impbglement of any well-functioning
society. As stressed by Kenneth Arrow (1972), ‘Walty every commercial
transaction has within itself an element of trusttainly any transaction conducted
over a period of time. It can be plausibly argudattmuch of the economic
backwardness in the world can be explained byable df mutual confidencé”

A growing number of studies, over the last few geasuggest that trust in
institutions influences economic and social behavamd is considered as a
prerequisite for the exercise of an efficient affdative public policy (Putnam 1994).
In an interesting paper La Porgh al (1997) confirm empirically that, across
countries, trust in institutions has important.(l&ge and statistically significant)
effects on economic performance. In this vain geegch Torgler (2003c, 2005) has
shown that trust in government and in public ingiiins has a systematic positive
influence on tax compliance. Other empirical worés hfound that trust in the
government, public officials and in the legal systeas a significant positive effect
on tax morale (e.g. Scholz & Lubell 1998 and Toar@@03, 2005). In other words if
someone believes that the government collects @xeéspends the revenues in a fair
and efficient way, then she will be more willinggay taxes.

As we mentioned earlier, the level of the undergtbweconomy and tax
evasion in Greece are quite high, in comparisoh wiher EU and OECD countries.
In the previous section we argued that tax evasioBreece could be explained, at
least partially, in terms of the structure of thee€ economy and the poor functioning
of formal institutions, like the tax administratiogtc. Now we will attempt to see how
societal factors and norms, such as trust anddssnmay affect tax compliance. As
already stressed, such factors seem to play aatrumie in explaining levels of
voluntary compliance and why some people are mad/éao evade taxes (Kirchler
2007). Based on evidence provided by Schneiderl(?@hd data from a range of
sources reported by the OECD (2011a, 2011b) we banstructed some indices that
are presented in Figures 2 and 3.

In Figure 2 we attempt to draw a link between peed fairness and the size of
the underground economy based on data for sevét@DOcountries. Underground
economy is proxied by the number of hours of ureted work. We also use two

" For a detailed treatment of the role of trustublfc economics, see Slemrod (2003).
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proxies of perceived fairness; the one refers tw p@ople perceive their fellow

citizens to behave (namely whether they think thast people try to be fair). As a
second proxy we use the trust of people in thecjablisystem of the country, since
trust in justice may imply that in case citizenslféney are treated in an unfair way by

the tax authorities, they can resort to the jutigyatem.

Figure 2 Fairness and the underground economy
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Similarly, in Figure 3 we examine whether theraisonnection between the
level of trust in government and in other peoplegd éhe size of the underground
economy. It would be more appropriate to use irglfoe tax evasion. However, since
we have very few comparable data for tax evasioieece and other European
countries, we can consider the size of the undargtceconomy as a very good
indicator of the extent of tax evasion.

The data in these two figures seem to explain, eatstl partially, the
unwillingness of Greeks to pay their taxes. It agpehat such unwillingness is rooted
in the low level of perceived fairness, and theaappt lack of trust in the national
institutions, in the judicial system and also ieitHfellow citizens. So, from a policy

point of view, the policy agenda of Greek authestishould take into account not
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only the inefficient structure of the tax systerhe treform of tax administration,
simplification of the tax laws, etc. but also issuegarding the ways they can
improve the tax morale of the people, by restogogfidence in public institutions,
and enhancing fairness in the treatment of citizgnthese institutions.

Figure 3 Trust and the underground economy

90,0

80,0

70,0 -
60,0 |
50,0 -
40,0 -
30,0 -

20,0

B % of people expressing high trustin their national government

H % of people saying that most people can be trusted,

& Underground economy % GDP

Sources: OECD (2011) “How’s life? Measuring well+gi, Paris and Schneider et al (2010).

Another issue that is closely related to that gfé@asion is corruption.g. the
misuse of public office for private gain). Corruptiis difficult to measure because it
is hidden and can take a wide range of forms. pdoes of corruption, however,
matter in themselves, as they indicate that cizgm not trust their governments and
public institutions. As indicated by the researEM@nsparency International, Greece
ranks very low on the scale of the corruption petioa index. More specifically, out
of the 182 countries surveyed by Transparency natenal in 2010 Greece ranks
80th.

It is well established in the literature that cqtran can undermine the trust in
public institutions through a variety of channetgl dhus endanger the relationship of
government and citizens. As Clausen et.al (201¥E lshown in countries where

respondents report a high incidence of personal experiences with corruption, and in
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which corruption is perceived to be widespread, confidence in public institutions is
also low. Much more interestingly, we show that this pattern also holds across
individuals within countries: individuals who experience corruption and who report
that corruption is widespread also tend to have lower confidence in public

institutions”.

Figure4 Trust in institutions and corruption in governrhen
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This could be explained for the following reasoRgst, corruption or the
perception of citizens for widespread corruptioneiected politicians makes the
citizens to lose their confidence to democracy #ng may threaten political and
social cohesion. Second, if public officials arerapt then the confidence of citizens
to public institutions is undermined and this umdiees the efficiency and
effectiveness of the tax system.

Figure 4 suggests that there is a strong negatie¢ionship, across countries,
between the percentage of people that expressthighin the national government
and the percentage of people thinking that coromptin the government is
widespread. This relationship, however, does ngtreach about the direction of

causality between the two variables. From a poliggrspective, however,
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understanding this direction is essential. Clauseal (2011) argue that it is very
likely that the causation goes from corruption tinfcdence and not vice versa.
Uslaner (2002) has also found that societies wtreis in institutions is strong and
corruption is low have better governance, strongewnomic growth and greater
respect for the law among the citizenry. In the satudy Uslaner derives evidence
from some cross-sectional data that reducing the kef corruption may improve the
level of trust. Moreover, as Warren (2006) suggestss not enough for political
leaders to fight corruption; they also have to dvappearing as corrupt. The
corruption perception index is, however, a subjyecitneasure of corruption and for a
better shaping of the policies to fight the pheeoon, this kind of measures have to
be complemented with objective indicators aimedssessing the level of corruption.
In any case, Greece appears in the lower rightoétice figure, indicating that a high
level of corruption goes hand in hand with low levef trust in the national
government. It seems therefore, that there is imh@ebuge scope for improvement in
how Greeks view public institutions, in forging $tuin enhancing the functioning of
informal institutions, and eventually in increasilegels ofvoluntary compliance to

the tax system.

Concluding Remarks

The tax system in Greece has played a promineatimalhe creation of deficits that
led to the current sovereign debt crisis. Its distionings seem to have affected both
the total level of tax revenues, as well as theeucsure. Revenue shortfalls have been
a constant feature of the execution of governmerlgbts, throughout the decade
preceding the outbreak of the fiscal crisis in Nuober 2009. It is also worth noting
that the importance of personal and business incame tax revenue base is
abnormally low at least for Euroarea standardshder more surprising is the degree
at which these features seem to persist even &teece was subjected to an
ambitious fiscal adjustment programme by the thigernational organizations
surveilling the Greek economy since May 2010. Eveder the threat of default,
efforts to improve the performance of the tax gyst@e not met with adequate

Success.
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At a first level of interpretation, these shortdngs are attributed to the
structure of the Greek economy, which makes taxtiagda difficult task, to the poor
tax administration and the inefficiency of tax awrfhes in enforcing tax laws, and to
the ineffective dispute resolution mechanisms. Sactors allow for the existence of
a large shadow economy and the concomitant thritargevasion. However, taking a
wider perspective in explaining tax compliance wtar, recent research has shown
that levels of tax compliance and their differenGgoss countries cannot be
explained simply by the effectiveness of tax authes in enforcing tax laws. What
appears to play a crucial role and to vary substiiyhacross countries is the intrinsic
motivation for individuals to pay taxes. Taxpayelues are influenced by cultural
norms, with different societal institutions actiag constraints and varying between
different countries. These values, social norms atidudes (termed as informal
institutions) have measurable effects on economi@biour and, hence, on voluntary
levels of tax compliance. What is more, some studl®w that tax authorities which
treat taxpayers in an authoritarian way using fimlaastruments of deterrence reduce
the incentive to evade taxes on the one hand (trgasing the probability of being
punished), and on the other hand crowd out thengitr motivation to pay taxes (Feld
and Frey 2002).

What this paper attempted to establish is th&neece the failures of formal
institutions are rooted in and at the same timenfoece failures of informal
institutions. Sparse available empirical evidenaggests that the unwillingness of
Greeks to pay their taxes is partially explainedh®sjr low level of perceived fairness
and high level of perceived corruption, the apptdaok of trust in the national
institutions, in the judicial system and also ieithfellow citizens. At the same time,
the resulting disfunctionings of the tax systemthmmselves perceived to lead to an
unfair distribution of tax burdens and are a sowt@écome and wealth inequality.
Taking this argument to the extreme, low levelsaaf effort may often be interpreted
as lack of solidarity in particular by the richesnhall percentage of the population to
provide for increasing the welfare of the majofBjrd, Martinez-Vazquez & Torgler
2006). Since the fiscal system is perceived nefffiectively address social objectives
with respect to fairness, social justice and reithistion, people lower their level of
trust in institutions and the vicious cycle is fented.

It becomes sufficiently clear that addressingfeikires of the tax system in

Greece requires a multi-faceted approach. Reoriggniax offices, simplifying tax
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laws, rationalizing fines, improving tax audits aedtablishing credible dispute
resolution mechanisms are necessary, but not muffisteps. Any meaningful and
long-lasting improvement has to emerge from a changhe way Greeks view public
and societal institutions and from fostering higherels of trust of people to the
government and to their fellow citizens. Howevémpalicy makers are successful in
introducing reforms that will enhance the efficignaf the tax administration, this
may be the first step in restoring confidence imlguinstitutions. The change in
social and personal norms cannot arise in a magic W takes time and this is an
issue beyond the scope of the present paper thednees a multi-disciplinary
approach. However, the movement of Greek societyaitds this direction will yield

benefits that will indeed be far reaching and wedlyond a well-functioning tax
system.
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