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Flat-rate tax systems and their effect on labor markets
Despite their theoretical benefits, flat taxes have been tried only in a
few formerly socialist countries
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ELEVATOR PITCH
The potential economic outcomes resulting from a flat
rate of income tax have been the subject of an ongoing
academic and political debate. Many observers have
suggested that the introduction of a flat tax would be
beneficial for a country’s economy, having a positive
influence on the labor market and the gross domestic
product by enhancing incentives to work, save, invest,
and take risks. A flat tax also significantly simplifies
income taxation which increases tax compliance and
reduces tax planning, avoidance, and evasion. However,
despite flat taxes being on the political agenda in many
countries, in practice their implementation has mostly
been restricted to the transition economy countries of
Eastern Europe. There is no one single flat tax system in
place in these countries though; one rate does not fit all.

Flat tax rates in Europe, 2012
Flat tax 21−25%
Flat tax 16−20%
Flat tax 11−15%
Flat tax 1−10%
No flat tax
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Source: Own calculations based on Figure 1.

KEY FINDINGS
Pros

Cons

Flat tax systems are likely to increase labor supply
and employment.
Flat tax systems can lead to a simplification of the
tax system.
Lower administrative and compliance costs can
result from flat tax systems.

Flat tax systems are likely to lead to redistribution
at the expense of the middle class.
Redistribution might cause political opposition.
Flatness of the tax schedule itself is not necessary
for the positive effects of tax reform.

AUTHOR’S MAIN MESSAGE
Introducing a flat-rate tax regime provides scope for improving the efficiency, equity, and simplicity of the tax system.
However, most of the positive effects (higher labor supply incentives due to lower marginal rates; broadening and
simplification of the tax base) can be achieved without a flat-rate schedule, while a progressive tax system can also
reduce the adverse redistributive effects. Hence, introducing a flat tax is not a panacea, and the effects of such reforms
depend crucially on their details and the institutional setting of the country.
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