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Sustainable society – flat tax

The title of this essay may be surprising at first
glance, so it might be a good idea to explain how
sustainable society has been coupled with flat
taxes. In Hungary – but also in other countries –
few would associate flat taxes with support for
families, raising children, or marriage. Indeed,
there could be a link between them. It is easy to
acknowledge that human beings are the ones that
carry, generates, and pass on all those complexities
that allow them to live as part of a community –
the society. Families represent the stage where this
transfer is mostly and traditionally done. By con-
sidering the role of families, marriage, and the
raising of children, one can reach the realisation
that the sustainability of any society requires soli-
darity among the generations of the past, present,
and future. When translated into numbers, in
modern societies this solidarity is manifested pri-
marily in tax laws and social security laws. The
question, therefore, should be rephrased to express
whether tax laws could and should have a role in
concepts related to sustainable society. And if the
role of tax laws should be sought, why could not
we take international examples and see whether a
regime of flat tax could serve the sustainability of
the society? 

Accordingly, this essay will address demo-
graphic first, then certain constitutional require-
ments related to public burdens, including the
institution of marriage and families as well as

understanding of the fundamental rights of chil-
dren in connection with taxation will be dis-
cussed, followed by a German draft bill of a flat
tax system that has received great publicity, its
impacts on redistribution as well as arguments
against it, and finally a Hungarian study that
scrutinised the potential impacts of a Slovakian-
type flat tax regime in Hungary. 

DEMOGRAPHICS 

According to UNESCO, the most prominent
criteria and universal requirements of a sustain-
able society are social fairness, based on the
concepts of ensuring equal chances for all to
access opportunities and of a mutual share in
public burdens; constant endeavour to improve
living standards; sustainable usage of natural
resources, which requires environment-conscious
activity by the society; preservation of the quality
of the environment. According to the generally
accepted view, implementation requires a sys-
tem-based approach and governance whose
institutional and governmental manifestation is
a system of institutions that integrates all
dimensions of sustainable progress.1

Regarding social sustainability, a number of
problem scopes can be defined as indicated by
literature. One of them is the issue of demo-
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graphics, families, and children.2 In the devel-
opment of the composition of a population,
particular attention should be given to expect-
ed changes in Europe, a decline in populations,
and an increasing extent of demographic age-
ing. (See Table 1) 

It is clear that lack of children is one of the
main reasons for this process. A typical data,
there were just 9.66 births for a population of
1,000 in Hungary in 2007 and 8.20 births in
Germany. With these results, Hungary takes
200th spot and Germany takes 221st place in a
list surveying 223 countries.3

Obviously, long-term actions or actions with
long-term impacts must serve the welfare of
society – constant welfare for present and
future generations – in each scope. 

Despite having limited impact, tax laws can-
not be exempted, either. However, tax laws
must meet the criteria of constitutional law.

CONSTITUTIONAL PRINCIPLES 
OF PUBLIC BURDENS 

Let's see the constitutional background. The
most obvious legislation is Article 70/I. of the
Constitution, describing the obligation to con-
tribute to public revenues.4

The Constitutional Court has explained
Article 70/I. of the Constitution in a number
of decisions. According to the findings of the
Court, the government has great liberty in
choosing what economic source as the starting
point of tax payment and in selecting the scope
of taxable assets.5 In accordance with the reso-
lutions of the Constitutional Court, Article
70/I. of the Constitution does not prevent the
government from prescribing other payment
obligations (for instance, sales and property
taxes, duties, customs duties, contributions,
fines, fees, etc.). The extent and method of
contribution to public revenues are described
by laws on taxes, duties, contributions, etc.6

Article 70/I. of the Constitution does not say
that tax payment obligations cannot be pre-
scribed for enterprises that make losses in
terms of income7. Legislators have great free-
dom in ways of developing the tax system: It is
within the consideration of legislation and the
government's economic policy within the lim-
its ensured by the Constitution, the
Constitutional Court decided.8

When interpreting Article 70/I., it is essen-
tial to understand that the word income and
assets do not refer to taxable property, even
though there have been seemingly contradicto-
ry resolutions by the Constitutional Court.9

Table 1

POPULATION CHANGES IN DEMOGRAPHICS BETWEEN 2005 AND 2050

Basik scenario by Eurostat, EU-25 2005–2050 2005–2010 2010–2030 2030–2050
Total population –2.1 +1.2 +1.1 –4.3

Children (0–14) –19.4 –3.2 –8.9 –8.6

Youths (15–24) –25.0 –4.3 –12.3 –10.6

Adults (25–39) –25.8 –4.1 –16.0 –8.0

Adults (40–54) –19.5 +4.2 –10.0 –14.1

Adults (55–64) +8.7 +9.6 +15.5 –14.1

Adults (65–79) +44.1 +3.4 +37.4 +1.5

Adults (80+) +180.5 +17.1 +57.1 +52.4

Source: EC (2004), Green Book, A demográfiai változások kihívása, a nemzedékek közötti szolidaritás új formái, [Demographic Challenge, New
Forms of Solidarity Among Generations] COM (2005) 94 final, http://ec.europa.eu/regional_policy/conferences/demographicchallenge_
jan07/doc/presentations/ageproofing_toolkit_hu.doc
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All Article 70/I. says is everyone has “the obli-
gation to contribute to public revenues on the
basis of their income and wealth”.

Conversely, the Révai Encyclopaedia10

defines taxable assets as “any such object or
action after which the taxpayer is obliged to
pay tax. The tax asset shall be the property in
question in the case of property tax; the rent of
land, house, capital, etc. in the case of rent tax;
the income in the case of wage tax; the taxable
goods in the case of consumption taxes; trans-
fer actions, legal transactions and deeds thereof
in the case of sales tax.” 

Today – according to Gábor Földes11 – law
schools teach students that tax assets are phys-
ical objects, rights, legal relationships, facts or
titles subjected to taxation. The taxable value is
the pecuniary value or quantity of the tax asset.
Tax assets could be anything with pecuniary
value or quantity and is in some loose connec-
tion with the taxable person and their income
or wealth. The government has a large amount
of freedom as to what economic source is
selected as the core of tax payment and on this
basis what is defined as tax asset.12 Pursuant to
the practice of the Constitutional Court,
Article 70/I. of the Constitution does not dis-
allow the government to prescribe other pay-
ment obligations (for instance, sales and prop-
erty taxes, duties, customs duties, contribu-
tions, fines, fees, etc.).13

Conversely, the tax source – according to the
Révai Encyclopaedia – is “the total of assets
taxes are paid from. Accordingly, taxes can be
paid from income or wealth. Some authors of
legal texts – such as Wagner – say taxes may be
paid from capital assets, because this way the
division of wealth and income can be influ-
enced favourably. This type of taxation tells of
a strongly democratic stream, but it cannot be
recommended outside the scope of inheritance
taxes because the tax – regarded as a recurring
service – cannot fulfil its intended purpose in
case the wealth is exhausted, and would

decrease savings. Therefore, income could be
the only reasonable tax source, and the extent
of tax should be no more than what is left after
primary necessaries.”

This last sentence is relevant as to interpret-
ing Article 70/I., and it may be a good idea to
recall how public burdens were regarded at the
time14: “Therefore, income could be the only
reasonable tax source, and the extent of tax
should be no more than what is left after primary
necessaries.” Consequently, Article 70/I. should
lead to the concept – if historical interpretation
of public contributions were to be followed –
that taxation must not put taxpayers in an
impossible (financial) situation. Taxpayers have
to pay public contributions (under almost any
title) in line with their income/wealth posi-
tions. In another, more up-to-date, interpreta-
tion, this means the (constitutional) require-
ment of tax exemption for minimum subsis-
tence.15

Also, it means another requirement that tax-
ation cannot be of excessive extent or of a con-
fiscatory nature. According to Resolution
1558/B/1991. of the Constitutional Court,
progressive, bracket-based taxation in the case
of personal income tax is considered constitu-
tional until the extent of tax reaches a level
where it becomes obviously excessive, dispro-
portionate and unjustified.16

At the same time, the requirement of perform-
ance-based taxation17 can also be interpreted
from Article 70/I. Although universality, equali-
ty and proportionality are taught at Hungarian
law schools as the constitutional principles of
taxation, it can be drawn directly from the
requirement of both equality and proportionali-
ty that entities with identical economic per-
formance should be regarded identically, and
that entities with higher economic performance
can or should be taxed at a higher extent. In the
practice of the Constitutional Court related to
legal equality, it is remarkable that “anti-consti-
tutionality is caused not only when a certain
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group (in a similar position) is subject to differ-
ent regulations (with no constitutional grounds)
within the concept of regulations, but it is also a
discrimination when a given regulation concept
is applied identically to groups in considerably dif-
ferent positions from constitutional aspects. If no
reasonable explanation is to be found for such a
damage-inducing action after careful considera-
tion, it is to be deemed arbitrary, and therefore
as anti-constitutional.”18

PROTECTION OF MARRIAGE AND FAMILIES
IN THE SCOPE OF PUBLIC CONTRIBUTIONS

At first glance, there are several scopes regard-
ed by the Constitution as being in different
positions than others. Marriage and families are
defined primarily, to be protected as institu-
tions by the Republic of Hungary (Article 15)
and laws related to minors. Accordingly, chil-
dren are the only natural persons that have a
fundamental right to be protected and cared for
by the family, the state, and the society as
required for their appropriate physical, mental,
and moral development (Article 67). A family
should be interpreted as a community compris-
ing parents and a child or children, ideally a
community based on marriage.

Children are human beings eligible to all
fundamental rights, but in order to use these
rights fully all conditions their age requires
shall be ensured. 

Although parents ensure these rights prima-
rily, the state and the society both have obliga-
tions in accordance with the Constitution. It is
the fundamental obligation of parents to pro-
vide upbringing, defined by Article 67 of the
Constitution as care necessary for physical
development.19

Consequently, however, Articles 15 and 67
of the Constitution shall be interpreted jointly
with Article 70/I of the Constitution. In other
words, the public contribution rule of the

Constitution cannot be interpreted as a stand-
alone rule but should be regarded jointly with
other regulations of the Constitution, includ-
ing those defining the fundamental rights and
protection of marriage, families, and minors. It
is because the Constitution prescribes obliga-
tions for the parents, the state, and the society
by defining the fundamental rights of children.
When describing parents' upbringing obliga-
tion, and no such obligation is prescribed for
others, the Constitution impacts parents' per-
formance as far as taxes are concerned.
Obviously, the economic performance and the
tax payment ability of parents that raise their
child or children in their own homes differ
from childless singles and couples. It is easy to
realise the assets to be allocated for the
upbringing of a child or children, as prescribed
by the Constitution, reduce the amount to be
used by parents freely. Because of these two
reasons, parents with a child or children bear
larger public contributions than the childless
even if tax burdens are identical. This would
violate the principle of performance-based tax
payment. The protection of the institution of
families should mean that families shall not be
disadvantaged by the government in compari-
son to those having no children. Citizens living
in families (i.e. raising children) are burdened
by the Constitution with additional obligations
compared to others. The protection and care
required for the appropriate physical, mental,
and moral upbringing of a child have an impact
of reducing income and wealth. It is anti-con-
stitutional to oblige citizens living in families
to pay a similar extent of public contributions
as citizens not living in families do.20

The practice of the Constitutional Court
clearly links the institution of families with
marriage. According to the Constitutional
Court, “the institution of marriage in our cul-
ture and legislation is traditionally a communi-
ty formed by a male and a female. This com-
munity typically aims to bear and raise children
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within the family in addition to being the back-
ground for the couple to live in mutual care and
support. The ability to father or bear children is
not a component or conditions of marriage,
but the spouses must be of different sexes
because of the original and typical purpose of
marriage. Constitutional protection for the
institution of marriage is also granted for the
purpose of furthering couples to create families
with children.”21

The conclusion can be drawn from the deci-
sion of the Constitutional Court that the insti-
tution of marriage is regarded as preparations
for establishing a family and therefore it is to
be protected. 

MARRIAGE AND FAMILY IN GERMANY'S
BASIC LAW 

It is worth taking a brief look at how justices of
the German Constitutional Court regard fami-
ly and marriage, especially since the German
Basic Law and the Hungarian Constitution
prescribe the obligation to protect the institu-
tion of marriage and family identically. 

The German Federal Constitutional Court
(BVerfG) dictates that the matrimony of a man
and a woman shall be regarded marriage.22 It is
also clear from the track record of decisions
delivered by the German BVerfG (as well as the
Federal Public Administration Court, the Civil
College of the Federal Supreme Court, and the
Federal Social Court) that the acknowledg-
ment of the domestic partnership is based on
the existence of different sexes therein, the
ability to establish a family.23 The German
Constitution, similarly to the Hungarian one,
regards marriage the only form of cohabitation
to be protected. A typical characteristics of
marriage is the formation of financial union
between the spouses for the duration of the
marital cohabitation. Marriage is undoubtedly
an economic unit in which the spouses partici-

pate equally in income creation. Therefore, the
tax performance of the couple – the husband
and the wife – is indicated by the respective
halves of their total income. Consequently,
when the tax laws regards marriage as an eco-
nomic unit and taxes the income of couples dis-
similarly to that of singles by taking their total
income into consideration and splits it equally,
the government does not provide tax allowance
but executes the marriage protection directive
of the Constitution.24 In January 1984, the
Federal Court of Switzerland, also acting as a
constitutional court, reached the decision that
married couples shall be burdened less in terms
of taxes than singles are and cannot be bur-
dened more than couples living in cohabita-
tion.25 The Federal Court has established that
it is anti-constitutional to discriminate double-
income couples against those in cohabitation in
terms of taxes if their positions are comparable.

As for constitutional considerations, the
decision of the German Constitutional Court26

should also be underlined that focuses on pub-
lic contributions related to nursing insurance
but the principle outlined in the decision – the
constitutional requirement of obliging the
childless to pay higher contribution, and con-
tribution payers have to be exempt from con-
tribution payment if they already have at least
one child or when their first child is born –
could have far-reaching ramifications. 

In Germany nursing insurance is a service
with several beneficiaries typically. Persons
given nursing are beneficiaries, but family
members living with the patient or taking
responsibility for nursing other ways are also
given help. Implemented as of 1 January 1995,
the system required the insured to pay a con-
tribution of 1.7 per cent irrespective of having
children. This status quo was challenged by the
German Constitutional Court. The court
argued that those who were raising at least one
child had made individual contributions, there-
fore their contribution could not be identical
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to that of the childless. Taking this considera-
tion further, the questions can be raised that
those raising one child should pay different
rates than those raising three, four or five kids;
and that those that have no children as a result
of a conscious decision should pay more in the
scope of pension and health insurance?27

FLAT TAX AS A PROGRAM

The conclusion that Hungary's tax system
needs changes may also be drawn from the fact
that each political party addresses some issues
of a tax reform, which also took centre stage in
the election campaigns of the most recent gen-
eral election in 2006.

Some circumstances that are quite controver-
sial should be addressed here as the solution for
them should perhaps be delivered by a future tax
reform. In Hungary, nearly 100,000 micro busi-
nesses choosing EVA (Simplified Enterprise
Tax) pay nearly 25 per cent of the total paid by
the other 1.3 million economic entities regis-
tered by the KSH (Hungarian Statistical Office)
in Hungary.28 According to the most recent tax
statistics, three out of five private entrepreneurs
and one-third of companies (106,000 compa-
nies) do not generate profits. Last year, on
paper, one out of every four persons – totalling
nearly 1.2 million – earned minimum wage or
less; an indication that they cover their suste-
nance from minimum wage and other untaxed
income, provided the data in their tax returns are
truthful. This scope used so much tax deduction
and other tax refunds that at the end of the day
they were responsible merely for 1.9 per cent of
all personal income tax paid. A remarkable data,
the average tax burden of micro businesses and
small and medium enterprises was 15.6 per cent
last year with a 16-percent corporate tax, while
large corporations paid 9.7 per cent on average.29

Looking at the numbers solely, the tax payment
ability of small businesses in Hungary is appar-

ently bigger than large corporates'. Obviously,
it's no coincidence that among OECD member
states Hungarians paid the second-highest rate
of tax and contributions last year, 54.4 per cent.
Taxpayers in Belgium pay that much, but at
HUF 610,00 their average salary is four times
higher than the Hungarian average.30

The most significant tax policy proposal put
forward by the then government party SZDSZ
(Alliance of Free Democrats) in the 2006 cam-
paign was to implement flat tax, a uniform 20
per cent for VAT, Personal Income Tax, corpo-
rate tax, and pension contribution. SZDSZ said
the biggest advantage of this design would be
simplify taxation, possibly eliminating trickery
and loopholes. 

Minor opposition party MDF (Hungarian
Democratic Forum) promised an 18-percent
flat tax in personal income tax, the elimination
of capital gains tax, and no implementation of
interest tax. However, both major parties –
government party MSZP (Hungarian Socialist
Party) and opposition force Fidesz (Alliance of
Young Democrats) – rejected the idea of a flat-
tax system, saying the current tax regime,
where wealthier people paid a higher percent-
age, was fairer from a social point of view, and
a 20-percent flat tax would mean a tax hike for
those currently in the 18-percent bracket.31

By now it has become part of the agreement
between the government coalition parties that,
after an interim period, a flat tax system, ensuring
more transparent and simpler tax payment, would
be implemented in 2009. The concept indicates a
20-percent flat tax,32 while the issue of fairness
seems to have been relegated to the backseat.

INTERPRETATIONS OF FLAT TAX

What is a flat-tax system? This concept means
various, different, tax designs. It is a standardised
tax rate applied for a homogeneous tax basis; a
proportional tax. In terms of income taxes, how-
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ever, a tax is usually meant by it which is not pro-
portional but incorporates an income limit for
tax exemption. In this case income beyond that
limit is taxed. The combination of tax-exempt
income and a uniform tax rate applied for income
beyond that limit indirectly results in progressive
taxes. The average tax rate on income just a bit
higher than the limit is near zero, while high
income are close to the constant tax rate.33

A study prepared by the Hungarian Ministry
of Finance34 underlines that a proposal for a
flat tax was first developed by Robert Hall and
Alvin Rabushka in the early 1980s, so the idea
of flat tax comes from the United States. The
proposal suggested every dollar of income
should be taxed at a standardised rate of 19 per
cent with the exception of family income below
USD 25,000, which should be exempt from tax.
They argued that this simple taxation design
would contribute greatly to economic develop-
ment, because substantial clerical costs could
be saved. Rabushka said such a system would in
fact eliminate the need for tax returns, because
the flat tax could be withheld when each unit of
income was produced, saving the time and cost
to calculate taxes and file tax returns as well as
considerably simplifying tax control. Counter-
arguments concerning fairness were not justi-
fied, said Hall and Rabushka, because the
objectives of social policy should not be
achieved through taxation. According to the
Ministry of Finance study, OECD distinguish-
es between four flat tax designs: 

• flat tax without tax exemption (Georgia), 
• flat tax with tax exemption (Russia), 
• flat tax with tax refund, and 
• standard rate extended to corporate taxes

as well. 
In the background of the concept of flat tax

there is Arthur B. Laffer's famous and much-
debated theory which seeks to find some con-
nection between tax rates imposed by the gov-
ernment and the size of the tax revenue col-
lected by the treasury.35 The Laffer Curve

graphically displays the connection between
tax revenues and tax rates. The graph shows
that the size of tax revenues initially increase at
a relatively fast pace as tax rates are increased,
but then growth slows down and revenues
reach their maximum at T*. When the tax rate
is higher than T*, people respond by either
reducing their work performance or evading
tax payment, resulting in lower tax revenues. If
the tax rate amounted to 100 per cent, every-
body would stop working and revenues would
decrease to nought. The Laffler analysis also
showed that a government has two choices as
far as taxation is concerned. One, imposing
higher taxes on a small percentage of the popu-
lation, or doing the opposite by applying lower
taxes but to a wider tax base. The Laffer Curve
also indicates two theoretical tax rates for the
same tax revenue, a high and a low rate.
Consequently, state revenues do not necessari-
ly decline when lower tax rates are employed.36

While flat tax existed in Hong Kong and tax
havens like the Channel Islands earlier, nowa-
days a victory parade has been witnessed, albeit
in Easter Europe only. Estonia and Lithuania
implemented a flat-tax system in 1994, Latvia
in 1997, Russia in 2001, Serbia in 2003, Slovakia
and Ukraine in 2004, and Romania in 2005. The
Czech Republic, Bulgaria, and Macedonia have
been preparing to follow suit in 2008.37 The
advantages of flat tax include positive impacts
on employment and economic growth, a reduc-
tion in tax evasion schemes, and considerable
simplification in the taxation system. On the
other hand, flat tax generates problems for
those with low and medium income, because
their tax burden increases.

PAUL KIRCHHOF'S FLAT TAX 

In Western Europe, the implementation of flat
tax was considered most seriously in Germany
in the form of a finalised bill. There's no flat tax
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in personal income tax in Western Europe,
except for Iceland38 and Greece.39 The German
tax reform is attributed to Paul Kirchhof,40

finance minister candidate in Angela Merkel's
election campaign in 2005. The Christian-
Democratic finance minister candidate was
compared by Angela Merkel to Ludwig Erhard,
regarded the foster father of Germany's eco-
nomic miracle. The debate that had evolved
around Kirchhof became a substantial factor in
the election because of the tax reform he sug-
gested.41 According to the professor of
Heidelberg University, a 25-percent flat tax
would give the slowing German economy a
boost to clamber out of near-stagnation. The
62-year-old professor likes to use colourful
similes to illustrate his messages. According to
him, the current taxation system in Germany is
“a fast-growing weed that suffocates the garden
of freedom”. Of the moderately successful
reforms implements by the Schröder adminis-
tration he said it was like “a vehicle in such a
bad shape that makes further repairs absolutely
pointless”.

Kirchhof believes it was time to make radical
modifications in tax laws. Germany has 31 fed-
eral taxes, regulated by more than 70,000 arti-
cles. According to his proposal, the number of
taxes would be reduced to four, comprising an
income tax, a sales tax, an inheritance tax, and a
consumption tax, and the relevant bulk of laws
would be reduced to 400.

The result of three years of research and
popularly know as Einkommensteuergesetz-
buch (EStGB42), Kirchhof's concept focuses
on the idea that return taxes, i.e. taxes on
income, should be standardised on legal basis in
a transition period spanning 2 to 4 years. All
income are managed as one irrespective of its
origins, i.e. wages, interest, lease, or corporate
earnings. Differences stemming from different
cost-deduction rules related to various tax
assets will be eliminated. EStBG would expand
the tax base, and in addition to natural persons

“tax-law entities” will also be included in it.
“Tax-law entities” are a concept independent of
civil law. It comprises all sole proprietorships,
separated assets, and capital ventures (econom-
ic entities), replacing corporate tax completely.
Opportunities for tax evasion stemming from
corporate restructuring are eliminated; tax dif-
ferences between various enterprise forms are
also eliminated. All tax deductions and exemp-
tions are also eliminated, causing a considerable
expansion in the tax base. Marital splitting
(when spouses combine then halve their
income) would also be changed as spouses
could now consolidate their respective tax-free
income.

Natural persons could deduct up to EUR
2,000 as flat-rate costs from their income.
Minimum sustenance would remain untaxed.
All taxable persons and dependents, all children
are entitled to tax exemption up to EUR 8,000,
to be used by the married parents of the
dependent child. Sixty per cent of the next
EUR 5,000 bracket is taxed, and 80 per cent of
the next EUR 5,000, which means the full tax
at 25 per cent is only applied for income
beyond EUR 20,000.

The flat tax system proposed by EStGB
makes lengthy browsing of tax laws, the seek-
ing of tax advisors and finding ways of tax eva-
sion unnecessary. While the government
presently not only demands money from tax-
able persons but deprives them of a lot of time
by forcing them to study receipts often collect-
ed in shoe boxes, as well as tax law explanations
and tax tips, the proposed tax reform would
relieve them from all these obligations. 

On the basis of one of the books authored
by Kirchhof43 – voted the best literature in
September 2005 – it is beneficial to take a close
look at the legal considerations behind EStGB. 

The author, on the basis of constitutional
law, rejects the role taxes play in economic pol-
icy, emphasising the financing role of taxes
instead. Its legitimacy is established by the
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concept that income usually and obviously is
subject to the community and the legal and
economic environment provided by the com-
munity. In these cases, the state, acting as the
representative of the community, may demand
part of the income by way of taxes. For
instance, a thriller could be written in a single
day and may reap huge success in the market
and generate a huge income, while another
book, this one on tax reforms, is written for
three years night and day and received by the
market differently, although it may even be
more valuable for the community in spite of
being judged by the market as an unsuccessful
publication. The progressive design of taxes
stems from this idea: Those making a larger
income use the market and the conditions pro-
vided by the state more intensively, thus the
participating community may have higher
demands. 

The state earns its funds differently than pri-
vate economy where income is generated by
the direct exchange of output. The state is not
a market player directly. Its services, ensured
for the greater good of the entire society, are
transferred not amid market conditions. The
financial and economic impartiality and sover-
eignty of the state is protected by the fact that
it finances its operation by taxes. Taxpayers
that pay higher taxes have no stronger clout on
the operation of the state or the legislation than
those paying less, and vice versa, the govern-
ment does not prefer major taxpayers to minor
ones. Strict separation of government revenues
and expenditures is one of the focal points of
the German Basic Law. Ever since the Magna
Charta Libertatum and the taxation policy laid
out by the second political will of Frederick the
Great the constitutional conclusion of the state
policy concept that sets out from limiting tax-
ation rights and protects taxpayers by prohibit-
ing excessive taxes and prescribes that the larg-
er part of income should remain with those
who earn it44 has been the concept of taxation

in proportion to performance, the prohibition
of confiscation-type taxes, and the requirement
that taxes should be on par with income and
wealth.45

Tax benefits described in tax laws and state
subsidies granted by way of tax benefits also
represent the government's commitment to
support conduct desirable for the government
and hampers undesirable conduct. In these
cases, taxes not only ensure revenues but act as
a tool of control while tax benefits have to be
paid by other taxpayers at their own expense in
the form of higher taxes, supporting activities
or organisations they would never support as
they would rather spend their funds on their
families or enterprises they trust. Using taxes
as a control tool is a controversial issue,
because in these cases their role of ensuring
revenues are demoted; taxes efficient as control
tolls cannot be efficient in terms of govern-
ment revenues.46

However, the fairness of taxes above all
means equality, the lack of tax privileges. Taxes
are the price of economic freedom and do not
limit freedom, but, on the contrary, are the
expression of freedom. 

Historic experience, especially the history of
Central and Eastern Europe and the former
Soviet Union, indicates that countries with
central economic management do not need
taxes, but in these countries property is not
held freely and there's no economic autonomy,
either.47 But wherever property and enterprise
are free, coverage of government spending can
only be ensured by taxes. Government subsi-
dies provided through taxes raise the issue of
limited competition and government subsidies,
as well. 

From the aspect of constitutional law, the
other issue is the requirement48 that tax laws
should be irrespective of organisations, which
means taxes should be independent of what
form of incorporation is used, or not used, to
realise income. 
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Tax legislation has to regard the fact that
Germany has one of the worst fertility rates in
the world, taking 181st place in the ranking of
191 countries. Unless the current trends
change, its population of 81 million will drop
to 65 million by 2050. A typical data, 44 per
cent of the population holding higher educa-
tion degrees are childless. Germany's cultural,
economic and political future is fundamentally
is at risk. Tax legislation must help Germany's
future become open. A change in values should
be done to make people care more about their
families and children than the size of their
income. Also, the misconcept that the emanci-
pation of women can only be realised through
business and professional career should be dis-
posed of. Families are communities of human
beings entitled to dependency and of those
obliged to sustain them. Children demand part
of their parents' income. This title of the chil-
dren and the obligation of parents are derived
from the Constitution49. It is anti-constitu-
tional to disregard the additional obligations
incurred to those raising kids when defining
public contributions, because it violates the
principle performance-based taxation, and the
requirement of imposing taxes on the basis of
wealth and income. A tax which disregards the
concept that the raising of children is not just
an individual commitment, but the interest of
the entire society. Those taking this responsi-
bility cannot be disadvantaged in terms of taxes
compared to those without it, because the tax-
ability of the latter scope is higher than those
with kids. In the case of equal taxes, those
would be at a disadvantage who act for the ben-
efit of the state. 

POTENTIAL IMPACTS OF EStGB

Using a micro-simulation method (FiFoSiM),
the Financial Research Institute of the
University of Cologne has scrutinised the

redistribution impacts of flat taxes, particularly
the Kirchhof bill.

The impacts of various flat tax propositions
have been scrutinised by various micro-simula-
tion studies in terms of how flat taxes impact
the distribution of tax contributions regarding
various income groups in the current status
quo. Such analyses are significant not only
from a scientific aspect, but politically as well,
because the outcome of a comparison may
impacts the chances of implementation. 

The research institute has developed its own
micro-simulation model50, which aims to
analyse impacts on growth, redistribution, and
employment by using tax statistics as well as
social and economic data. 

The model comprises two parts: A micro-
simulation model of Germany's tax and redis-
tribution system and the supply model of the
labour market estimated on the basis of eco-
nomic calculations. As a special feature, the
model is based on a twin database. One of them
uses roughly three million entries randomly
selected by various criteria from the federal
wage and income tax statistics of Germany. The
other incorporates a social and economic sur-
vey made in 2003 that comprised 12,000 house-
holds or 30,000 individuals. The former is used
to describe groups of taxpayers and income by
various criteria, and the latter helps calculate
net income of households. 

According to the findings of the survey51, a
common feature of flat taxes is the widening of
the tax base, an increase in non-taxed income
cap, and a relatively low, standard tax rate.
Various designs for flat-rate tax reform have
different impacts on income distribution, but a
flat tax increases income inequalities overall.
Particularly the middle class as well as employ-
ees outside the scope of self-employment and
pensioners – accounting for the majority of the
population – would be set back by the imple-
mentation of a flat tax, while the upper ten per
cent of the population with the highest income
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– particularly those making their living from
self-employment – would benefit from it.

According to the analysis, reforms to imple-
ment flat taxes would increase social inequali-
ties, and the Kirchhof model has an impact of
increasing income inequalities. 

At the same time, it can also be discerned in
general that the higher the untaxed income
limit and the tax rate, the lower the inequality
increasing impacts of a flat tax.

Although similar studies in 1985 predicted a
five-percent increase in jobs in the United
States and a two-percent bump was expected in
Germany in 2003 – positive impacts of a flat tax
system on labour market cannot be verified
unequivocally. Even if there is such an impact,
it is likely to be insignificant. Impacts on
investments and employment are theoretically
subject to the applied tax rate and the situation
on the labour market at the time. 

It is to be noted that Table 4 of the survey
suggests that on the basis of the Kirchhof
model – when taking the demographics of win-
ners and losers into consideration – 81.77 per
cent of individuals between the ages 35 and 50
and 70.67 per cent of citizens between 55 and
65 years would benefit from the implementa-
tion of EStBG. It should be similarly noted
that the results of the survey conducted on the
basis of family status indicate that 90.12 per
cent (!) of married couples raising children
would benefit from the implementation of
EStBG, whereas 54.44 per cent of singles with
no kids could boast the same.

Obviously, married couples with more than
one child would especially leverage from the
Kirchhof-model. 

Interestingly, one of the biggest losers of
EStBG are taxpayers whose main income
comes not from work but from equity. They
take runner-up position among losers with
47.73 per cent according to Table 5, only pre-
ceded by over-65 citizens with 49.15 per cent in
the age breakdown.

Based on their income, households are divid-
ed into ten categories. The lowest tenth has the
strongest income position, and the highest
tenth has the weakest. Based on Table 5

• in the first four classes of households (40
per cent of less affluent households) the
ratio of losers is under 20 per cent (in the
first class, the poorest, this ratio is 0.02 per
cent), 

• the fifth tenth has the highest ratio of los-
ers at 22.21 per cent, and 

• this ratio decreases but stays above 20 per
cent up to the ninth tenth, but 

• the households with the highest income
would have a loser ratio of 19.04 per cent
only. 

ARGUMENTS AGAINST EStGB 

Many are against Kirchhof's proposition.52

One of the weightiest reasons cited by those
against a flat tax system is its unfairness.
According to their view, a flat tax would mean
higher taxes for the poorer in a multi-bracket
progressive system, and it would be a tax cut
for the more affluent because of eliminating a
high tax rate. Sceptics argue that tax the princi-
ple of performance-based taxes at the same
time means income taxes should be progres-
sive, obliging the more affluent to pay more
than the less well-to-do.53

According to the majority of sceptics, a tax
reform would surrender the basic principle of
performance-based taxation. A secretary would
be taxed at the same rate as the chairman of a
supervisory board. The taxation system would
lose the role of a social equaliser, and taxes
would no longer regroup income. A survey54

released by the managing board of IG Metall55

indicates that the net annual income of a single
head nurse with an annual salary of EUR 34,500
would be EUR 1,010 less, suffering a 4.3-per-
cent slump in income. A family with two kids
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where both parents are blue-collar workers with
one of them working part-time and earning a
combined EUR 52,500 annual income would
suffer a loss of EUR 1,266, representing 3.1 per
cent of their income. As a contrast, a manager
with no spouse and no children earning EUR
65,000 annually would make EUR 4,765 or 12.5
per cent more. The income of a manager whose
spouse is a housewife with two kids and earning
EUR 208,000 annually would be 9.4 per cent
higher when flat tax is implemented. These fig-
ures clearly show that high-income individuals
would benefit from a tax reform. 

Sceptics – including DIW56 according to a
newspaper article – expect the central budget to
lose EUR 26 billion if the Kirchhof model were
to be implemented. Flat rate tax would clearly
lower the tax rate, especially in the scope of
higher income and would cause lower burdens
– both in relative and absolute terms – for this
scope than in the scope of average wages.
Surveys indicate that the abolition of all tax
deductions and tax subsidies would increase
the tax basis by no more than 12 per cent while
14.5 per cent could be achieved by putting a
heavier burden on business earnings.
According to surveys, the tax contributions
paid by 'the wealthy' are substantial in the
scope of income taxes, financing a considerable
ratio of government expenditures. Ten per cent
of the wealthiest taxpayers are responsible for
51 per cent of income tax revenues, and the
topmost 0.1 per cent – representing 29,000
individuals – account for 8.3 per cent of income
tax revenues. 

POTENTIAL IMPACTS OF FLAT TAX 
IN HUNGARY

Impacts of a flat tax on the redistribution sys-
tem in Hungary have also been surveyed.57

The survey is based on the concept that the
government has a number of tools to execute

redistribution. One of these pillars is the tax
system, which can be regressive, linear, or pro-
gressive. Income tax systems are generally pro-
gressive, but tax deductions modify the degree
of progression, and indirect taxes complicate
the system further. The other major tool used
in redistribution is the system of social trans-
fers, which comprises universal or eligibility-
based benefits. Income redistribution in
Hungary is also demonstrated by micro-simu-
lation, using the micro-simulation model
TÁRSZIM-2005 devised by the Ministry of
Finance. One of the core components of the
model is an individual-level database that
describes the composition of the society and
the characteristics of its members well, making
it representative and aptly detailed. The data-
base is built on a compilation by the Tárki
Monitor in 2004, containing the individual
demographic data, labour market characteris-
tics, and income figures of 2,325 Hungarian
households surveyed in 2003, as well as the
main characteristics of the households. This
was supplemented by the database of KSH
Háztartás Költségvetési Felvétel [Hungarian
Statistical Office Household Budget Survey] of
2003, which contains detailed consumption
data of nearly 8,000 households. The third
database is an APEH [Financial and Tax
Control Authority] random sample of nearly
62,000 individuals taken from income tax
returns for the year 2003.

The other core component of the model is
the system of taxes, contributions, and bene-
fits. What the study establishes of the status
quo scrutinised on the basis of regulations
effective in 2006 is that tax deductions account
for a substantial sum in the Hungarian system
of taxes and benefits, but they fail to reach the
really needy, favouring those with medium-
sized income instead. As a contrast, cash bene-
fits are delivered to the poorer third of house-
holds primarily, increasing their income sub-
stantially. The system reaches families with
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children efficiently, and the significance of ben-
efits increase when the number of children are
higher.

The implementation of a flat tax would mod-
ify this redistribution system. In addition to
describing the current situation, the study
examines the potential redistribution effects of
a flat tax by using an imaginary tax regime
which is less complex than the current regime
and similar to the one implemented in Slovakia.
In this imaginary system tax rates are standard-
ised at 20 per cent (both for Personal Income
Tax and Value Added Tax), and all income
would be included in the consolidated tax basis,
but employees' tax rebate and the supplemen-
tary tax rebate ensuring no taxes for minimum
wage would remain in place. Apart from that,
there would be no other tax deductions or gas
price subsidies, but income-based benefits
managed by the municipalities as well as insur-
ance-based transfers and family benefits (fami-
ly benefit, maternity benefit, and maternity
allowance) would remain in place. 

Also operating with ten income brackets,
the study also identifies winners and losers in
the income groups, establishing that the uni-
versal 20-percent flat tax would be beneficial
for higher-income individuals. Although
there are no huge discrepancies in tax pay-
ments except for the upper 20 per cent of the
income range, tax burdens would be signifi-
cantly lower for the wealthiest. Personal
income tax for the entire family in the upper
half of the income range would be lower, but
VAT paid would increase for all ten income
scopes (this latter is an obvious consequence
of the elimination of the preferential VAT
rate). The more affluent would benefit from
the combined result of these factors, and
poorer strata would emerge as losers. Overall,
the income of the upper third would increase,
but the lower half would have to do with less
disposable income. Roughly 15 per cent of
households would benefit from a flat tax

regime and 15 per cent would be at disadvan-
tage, and the rest would not experience sub-
stantial changes. Winners come from the
upper income range, and the rate of losers is
over 10 per cent in each group, but the distri-
bution is highest in the middle range.
Compared to the current system, the imple-
mentation of such a tax regime would reduce
the extent of income regrouping, hence social
solidarity. Expectations suggest that the
implementation of a Slovakian flat tax in
Hungary would be beneficial for well-to-do
households primarily and would make poorer
one the losers. The main reason for that lies
in the reduction of the highest tax rate in the
scope of personal income tax and the impacts
of the VAT consolidation, increasing the
expenses of households.

CLOSING CONSIDERATIONS

A flat rate tax means a more transparent and
more intelligible tax system, provided it focus-
es on a single tax rate, the elimination of all
deductions, the implementation of a wider and
standardised tax base.

Its fairness cannot be assessed in itself. The
main reason is that its most frequently criti-
cised flaw – preferring the more affluent and
causing disadvantages for the poorer strata – is
largely subject to the economic environment58

and the legislative details, including the size of
the tax-free income and the extent of the tax
rate.59 Flat tax is also suitable to express a
number of constitutional requirements or
political objectives. However, the argument
against it – that it would eliminate progression
– is true in formal consideration only.
Although higher income would not be taxed at
a higher rate, progression would still prevail:
In the Kirchhof model the 25-percent rate
impacts income over EUR 20,00060 but leaves
income below that intact. 
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