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DE ECONOMIST 144, NO. 1, 1996 

COMMUNICATION 

A FIRST SURVEY ON THE LABOUR MARKET EFFECTS OF CNOSSEN'S TAX PROPOSAL 

1 INTRODUCTION 

In his commencement address delivered at Erasmus University, Rotterdam on No- 
vember 8, 1994, Professor Cnossen put forward a proposal to lower the tax wedge 
on labour income in The Netherlands. He suggests to realize this by introducing 
a more equal taxation of capital income, thereby raising the average tax wedge 
on capital income. Furthermore, Cnossen wants to lower the subsidies on housing 
and public transportation. The revenues of these measures are used to lower the 
tax wedge on labour income, in order to raise employment and lower unemploy- 
ment. 

The Central Planning Bureau analyzed the possible effects of the proposal on 
the labour market. The analysis was carried out with MIMIC, the applied general 
equilibrium model of the bureau. This model contains a detailed description of 
the influence of several forms of taxation on the labour market. However, com- 
prehensive modelling of fiscal measures on investments and savings is lacking in 
the model. As Cnossen's proposal par ty  deals with the revenues on saving and 
investment, this analysis cannot give the ultimate effects. This comment is there- 
fore meant as a contribution to the discussion on Cnossen's proposal, by present- 
ing some effects of the proposal on (un)employment and available income. 

2 THE DUAL TAX SYSTEM ACCORDING TO CNOSSEN 

Cnossen suggests a dual tax system for The Netherlands. That means a separate 
taxation of labour income and capital income, unlike the present system in which 
both forms of income are added up and taxed at progressive rates. In his pro- 
posal, Cnossen continues to tax labour income progressively, but capital income 
is taxed at a constant rate of 30%. 

Table 1 compares the effective tax rates on capital income of the present sys- 
tem with the proposed system. The table makes clear that, in the present system, 
there is a lot of variation in the effective tax rates on capital income in The 
Netherlands. Cnossen's proposal leads to a 5%-points lower corporation tax rate. 

De Economist 144, 93-100, 1996. 
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TABLE 1 - EFFECTIVE TAX RATES ON CAPITAL INCOME (IN PER CENT) 

Form of capital income Present Cnossen's 
system a proposal 

Corporate profits 
Dividends 
Remaining profits 
Interest income of private persons 
Interest income of pension funds 
Capital gains 
Rental values 
Deduction for mortgage interest 
Deduction for interest on consumer credit 

35 30 
35-74 0 

0--60 30 
0-60 30 

0 30 
0 15 

37.5-60 30 
37.5-60 30 
37.5-60 0 

a 1 9 9 6  

As taxation of  dividend income implies double taxation, tax on dividends will be 
abolished. A withholding tax on interest income at a rate of  30% will be intro- 
duced, for pension funds as well as for private persons. Rental values and deduc- 
tion for mortgage interest which, in the present system, are generally taxed at 
high rates, will also be taxed at 30%. Interest on consumer credit will no longer 
be deductible, because the yields of  consumer goods are not taxed either. Taxes 
on capital gains partly imply double taxation; therefore, the tax rate on capital 
gains will only be half of  the normal rate.1 

Figure 1 compares the tax system Cnossen proposes for labour income with 
the current tax system. Cnossen replaces the current basic exemption (of 
Dr .  7,000) and other deductions by an earned-income allowance of  Dr .  10,000. 
The rate for capital income of  30% also applies to labour income for the first 
bracket of Dft. 100,000. The size of  the second bracket is also Dfl. 100,000; this 
bracket is taxed at a rate of 40%. Above that, labour income is taxed at a mar- 
ginal rate of  50%. ~ The proposals on taxation of capital and labour income men- 
tioned above imply lower taxes on labour income and higher taxes on capital 
income. This is illustrated by Table 2. 

The left column shows the effects on tax revenues of  the above mentioned 
changes in rates and bracket sizes in the taxation of  labour income. Table 2 shows 
that employees and the self-employed strongly benefit by this part of  the revision 
of  the tax system. Recipients of  social security benefits and elderly people are 
going to pay more taxes, because of  the replacement of  the basic exemption by 
the earned-income allowance. Elderly people also suffer from a higher tax rate in 

1 For further details, see Cnossen (1995). 
2 For further details, see Cnossen (1995). 
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Figure 1 - Tax rate on labour and benefit income (in per cent) 

TABLE 2 - EX ANTE SHIFTS OF TAXES AND PREMIUMS IN CNOSSEN'S PROPOSAL (IN 

BILLIONS OF GUILDERS)" 

Labour  and benefit  income b Capi tal  income ~ 

employees - 2 1 . 0  lower corporation tax - 3 . 2  
self-employed - 2 . 0  tax on dividends abolished - 2 . 7  
recipients of benefits d 2.1 taxes on interest income of 10.0 

pension funds (net basis) 
interest exemption abolished 
deduction of interest on 

consumer credit abolished 

elderly people ~ 7.4 1.1 
1.3 

total - 1 3 . 5  total 6.5 

a Calculated for 1996. 
b Including changes in taxation of remaining profits, interest income of private persons, 

rental values and deduction for mortgage interest, because these are directly due to 
changes in income tax rates and bracket sizes. 

c Excluding taxes on capital gains. 
a Excluding recipients of old age benefits (AOW). 
e AOW recalculated on a net basis. 
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the first bracket, compared to the present situation. 3 The net effect is a drop in 
the tax revenues on labour and benefit income of Dft. 13.5 billion. 

The extra tax revenues as a consequence of the changes in taxation of capital 
income, apart from changes in rates and bracket sizes in the labour income sys- 
tem, are shown in the column on the right. Most important is the taxation of 
interest income of pension funds. This leads to Dfl. 14 billion more in tax rev- 
enues. If, however, the pension funds compensate this loss by raising the pen- 
sions premiums by the same amount, the net effect drops by Dfl. 4 billion be- 
cause pensions premiums are deductible from the income tax. In total, the extra 
tax revenues on capital income amount to Dfl. 6.5 billion. This implies that on 
a n  e x  a n t e  basis, total tax revenues fall by Dfl. 7 billion. In order to prevent a 
rise in the budget deficit, Cnossen proposes a cut in subsidies on housing and 
public transportation. 

3 UNCERTAINTIES IN THE ANALYSIS OF THE EFFECTS 

In order to examine the effects of Cnossen's proposal, an analysis has been car- 
fled out with MIMIC, the general equilibrium model of the Central Planning Bu- 
reau. This model has been developed to illustrate the influence of taxation on the 
labour market. It is clear that Cnossen's proposal not only affects decisions con- 
cerning the labour market, but will also evoke changes in behaviour that are not 
or insufficiently modelled in MIMIC. Changes can be expected especially on the 
housing market and on the capital market. 

As far as the housing market is concerned, the restricted tax deductibility of 
mortgage interest will lead to a shift in the demand towards cheaper houses be- 
cause the costs of owning a house will rise. To deal with this effect in the MIMIC 
analysis, we assumed a shift from consumption of housing towards consumption 
of other consumer goods. 4 Considerable uncertainty exists as far as the effects on 
the capital market are concerned. Various aspects should be accounted for. Firstly, 
how will pension funds react on taxation of their interest revenues? One possi- 
bility is that they raise the pension premiums in such a way that the gross level 
of benefits remains unchanged. Another possibility is that they raise the premi- 
ums even more, to compensate the gross benefits for the net income fall caused 
by the abolition of the basic exemption and the higher tax rate of the first bracket 
for elderly people. A third possibility is that pension funds leave the pension pre- 
miums unchanged, and at the same time lower the benefits in order to keep up 
with the decreasing revenues. In this case, the role of pension securities will di- 
minish because saving by way of pension premiums has become less attractive. 
Uncertainty also exists with regard to the composition of the portfolio of pension 

3 No allowance has been made for the effects of temporary measures meant to moderate the income 
fall of elderly people, as Cnossen suggests. 
4 The impulse was derived from CPB (1994). 
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funds. It seems plausible that pension funds will invest relatively more abroad or 
in shares, in order to avoid the withholding tax and gain a higher net rate of 
return. This will moderate the effect on pension premiums, but also lower the 
extra tax revenues on interest income of pension funds. 

The reaction of pension funds also affects the amount of non-contractual sav- 
ings. The lower the net pension benefits, the more people will save in order to 
secure their net income after retirement. Apart from that, influences on non-con- 
tractual savings can be expected from price changes on the housing market caused 
by the shift towards cheaper houses. The resulting decrease in owner-occupiers' 
wealth will lead to more savings in order to repair their wealth position, so that 
consumption will temporarily be lower. Decisions towards saving will also be 
influenced by the abolition of the tax exemption for interest income and the abo- 
lition of tax on dividends. This will lead to a shift from domestic interest-bearing 
titles towards shares or foreign titles without withholding tax. The net effect of 
all these changes on the total amount of savings, contractual as well as non-con- 
tractual, and therefore on the revenues of the withholding tax on interest income, 
is highly uncertain. 

Another uncertainty lies in the effect of the changes in taxation of capital in- 
come on investment behaviour of  enterprises. The lowering of the corporation 
tax rate will probably stimulate investments. Such an influence is lacking in 
MIMIC. Apart from that, the stimulating effect of the shift towards shares on 
risky investments and - as a consequence - on the dynamics in the whole 
economy cannot be quantified. 

The above mentioned uncertainties make clear that the results of the following 
MIMIC simulations cannot be seen as the ultimate effect of Cnossen's proposal. 
The idea behind these simulations is rather to illustrate the possible economic 
effects when Cnossen's proposal would be implemented. 

4 SIMULATION RESULTS 

In order to be able to analyze the complete package of tax measures with MIMIC, 
we have split Cnossen's proposal into two steps, in accordance with Table 2. The 
first step analyses the effects of the changes in the income tax system relating to 
labour income. No allowance has been made for temporary measures which Cnos- 
sen suggests to moderate the income fall of elderly people and house-owners, 
because MIMIC only presents long-term effects. The second step introduces the 
reforms on the taxation of capital income, s in accordance with the right-hand 
column of Table 2. Unlike Cnossen we ignore the taxation of capital gains be- 
cause of possible double taxation of profits. For technical reasons, we assume 

5 The simulation path of the first step served as the starting-point for the second step. This implies 
that the measures analyzed in the second step are applied to a situation in which the measures of  the 
first step have already been implemented. 
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that all capital income is liable to the lowest  marginal tax rate of  30%. The error 
we make by neglecting higher  capital incomes that are l iable to a marginal tax 
rate of 40% or 50% is relatively small,  because of  the size of  the first bracket. 
Finally, we assume that the withholding tax on interest income applies to inhab- 
itants only. 

To be able to compare both steps, we achieved (ex post) neutrality with rela- 
tion to the budget  deficit in both steps by changing the marginal tax rate in the 
three brackets by the same percentage. In the first step we raised the tax rates by 
2.4%-points,  whereas we lowered the tax rates in the second step by 1.7%-points. 

The effects of  the first step are presented in the first column of  Table 3. The 
changes in the taxation of  labour income raise employment  because of  two rea- 
sons. In the first place, replacing the transferable basic exemption by the untrans- 
ferable earned-income allowance stimulates labour supply, because the tax rate of  

especially part-t ime jobs  drops significantly. The increase of  the labour supply 
generates wage moderat ion and, by increasing exports,  translates into an increase 

TABLE 3 - SIMULATION RESULTS OF PARTS OF CNOSSEN'S PROPOSAL a 

changes in taxation of: labour income capital income 

Prices 
Wage costs per employee 
Private consumption 
Volumes 
Private consumption 
Production 

Employment b 
Labour supply b 
Unemployment rate 
Replacement ratio 
Balance of payments on current account c 
Net real income 
Breadwinners 
- Working 
- Recipients of RWW benefit 
Singles 
- Working 
- Recipients of RWW benefit 
Elderly people 

per cent changes 
- 1 0 . 7  1 . 4  

-4 .2  0.3 

1 . 3  - 1 . 0  

4.0 -0 .7  
absolute changes 

330 - 4 5  
235 - 10 

-2 .0  0.7 
- 1 0 . 4  1 . 4  

0.3 0.3 
per cent changes 

2.8 - 1.0 
- 1 5 . 2  2.3 

5.5 - 1.3 
- 1 5 . 7  1 . 9  

- 1 5 . 7  2 . 2  

a Model simulations are stacked, table presents deviations after 25 years. 
b In thousands of labour years. 
c In per cent of net national product. 
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of production and employment. The second reason for the increase of employ- 
ment is that replacing the basic exemption by the earned-income allowance low- 
ers the ratio between net benefit and net wage (the replacement ratio) signifi- 
cantly. The earned-income allowance applies to workers only. Because of the 
simultaneous abolition of the basic exemption, the purchasing power of recipients 
of social security benefits drops significantly. Breadwinners with a RWW benefit 
(government assistance) suffer even more because in the present system they en- 
joy a double basic exemption. As the RWW benefit of singles and one-parent 
families are linked to the RWW benefit of breadwinners on a net basis, the ben- 
efits of these groups drop significantly too. The fall in net benefits forces the 
recipients to search for a job more intensively and makes them more willing to 
accept a job. The lowering of the replacement ratio generates an increase in the 
labour supply and thus additional wage moderation. This leads to a further rise in 
employment and a drop in unemployment, especially in the lower wage segment 
of the labour market. 

The rise in employment and the drop in unemployment is reached at the cost 
of a more unequal distribution of incomes. Not only recipients of an RWW ben- 
efit will suffer, but elderly people will also see their net income fall significantly, 6 
as they are confronted on the one side with a higher basic tax rate (30% instead 
of 17%) and on the other side with the abolition of the basic exemption. Em- 
ployees benefit in general by the tax reforms analyzed in the first step, in spite of 
the considerable wage moderation. 

The effects of the second step are presented in the second column of Table 3. 
We assumed that pension funds will raise their premiums in such a way that gross 
pension benefits remain unchanged. In that case the proposed changes in the taxa- 
tion of capital income on balance lead to a slight increase in the wage rate and a 
drop in employment. The reason is that this step leads to a higher burden of 
taxes and premiums on labour income, because of higher pension premiums to 
compensate for the taxation of interest income of pension funds. Tax revenues 
are needed to lower the corporation tax rate and abolish tax on dividends, so that 
income tax rates cannot fall enough to fully compensate for this higher burden. 
The increase in the wage rate is strengthened by a rise in the replacement ratio. 
Because of a high franchise in the pension premium of employees, lower in- 
comes suffer less from a rise in pension premiums than higher incomes. There- 
fore, recipients of social security benefits on balance gain from the implicit shift 
from income tax towards pension premiums, while workers - whose income is 
on average higher - will lose some. The increase in the wage rate decreases em- 
ployment, hence unemployment rises. 

6 As Cnossen proposes a temporary measure for the elderly people of today, this concerns the eld- 
erly people of the future and therefore the younger generations of today that are able to compensate 
for this income fall by changing their saving behaviour. 
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The economic effects of  the second step will be substantially different if pen- 
sion funds do not choose to maintain the gross pension benefits. The other pos- 
sibilities are maintaining the net benefit or, in the other extreme, leaving the pen- 
sion premiums unchanged. In the first case a much stronger increase in pension 
premiums is required. As a consequence, the wedge on labour income will in- 
crease, and therefore the negative labour market effects of  the second step will 
be strongly enhanced. In the second case the extra revenues of the taxes on capi- 
tal income will be used almost completely to lower the wedge on labour income, 
so that employment may even increase instead of  fall. However, as a conse- 
quence, the income position of  elderly people will deteriorate even further, which 
makes it more likely that a reaction will occur in the sphere of  non-contractual 
savings. 7 Once more, this illustrates the mechanism of an improvement of  em- 
ployment which is caused mainly by a shift from taxes on workers towards taxes 
on those who do not work. 

Because of  the many uncertainties with regard to the effects presented in the 
second column, it is difficult to analyze the ultimate effects of Cnossen's pro- 
posal. What we can say about the proposal is, that the lower wedge on labour 
income may indeed cause a considerable increase in employment. However, we 
must emphasize that the lower wedge on labour income is not primarily caused 
by higher taxes on capital income as Cnossen suggests, but is largely financed by 
higher taxes on those who do not work. The magnitude of  the effects depends, 
among other things, on the reactions in the sphere of  pension savings and non- 
contractual savings. 

Johan J. Graafland and Sytze de Boer 
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