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Introduction

This Note outlines the distortionary impact of the 
four primary categories of taxation, on economic 
performance.

These categories are:

•	 Consumption Taxes (VAT, excise duty, etc.)

•	 Personal Income Taxes (income tax, USC, etc.)

•	 Corporate Income Taxes 

•	 Wealth Taxes (property tax, inheritance tax, etc.)

The aim of this Note is to explore one of the 
implications of taxation policy, namely the 
distortionary effects of the four primary taxation 
categories on economic performance. The economic 
and societal loss incurred by this distortion is 
often called the “deadweight loss”, which captures 
the behavioural response to a tax. There are also 
administrative costs to levying a tax.

Main findings:
•	 Recurrent taxes on immovable property, such 

as land and buildings, have the least negative 
effect on economic efficiency and growth of 
the four tax categories listed. Inheritance tax 
also leads to little economic distortion.  

•	 Consumption taxes, such as VAT, are less 
distortionary than income taxes, particularly 
when there is a singular VAT rate (or very few 
rates) and it is applied broadly (to all products 
with few or no exceptions).

•	 Personal income taxes are quite distortionary, 
discouraging those at the margins of the 
labour force from working. Higher rates on 
higher earners can also disproportionately 
reduce the working hours of more productive 
employees, and limit entrepreneurialism. 

•	 Corporation taxes tend to have the largest 
distortionary effect on GDP per capita 
of the four categories, as they discourage 
investment.

Taxation, the Shadow Price of Government 
Funds, and Economic Efficiency.

All taxes add an additional cost to an element of life 
e.g. working, purchasing goods, owning property, etc. 
These costs create a loss to society that, in addition to 
the tax being collected from the economy, is greater 
than the value of the tax. This additional loss which 
exceeds the value of the tax is caused by:

1. the administrative costs of collecting the tax.

2. the economic activity that is dis-incentivised by 
the tax and therefore does not occur.

All taxation changes the incentives of firms and 
individuals and therefore can distort behaviour in 
terms of expending time and money.   

The intention of taxation is to raise funds in a manner 
that creates a gain for society that would not be 
possible through private action, and/or to discourage 
undesirable behaviour. Government policy seeks 
to create greater gains from expenditure than the 
countervailing losses from taxation.

The Shadow Price of Government Funds (also 
known as the marginal cost of government funds) 
is a concept which demonstrates the economic 
loss due to taxation. This is a benchmark used in 
public expenditure analysis to capture the idea that 
government expenditure must bring about a gain 
greater than the cost to the economy of raising the tax 
revenue.

The shadow price of government funds for Ireland 
has historically been estimated to be between €1.25 
to €1.50 (the Department of Public Expenditure 
and Reform’s (PER) “The Public Spending Code”). 
This same document estimates this shadow price at 
approximately €1.30 currently. This assumes that with 
Ireland’s current taxation level and structure, each 
€1 of government revenue raised through taxation, 
leads to a €1.30 loss to our economy. This shadow 
price excludes any impact of the government’s 
expenditure of that €1, but instead sets a benchmark 
for the gains that government expenditure should 

https://publicspendingcode.per.gov.ie/wp-content/uploads/2015/09/E4.pdf
https://publicspendingcode.per.gov.ie/wp-content/uploads/2015/09/E4.pdf


create, by highlighting the economic costs of raising 
revenue. The additional 30 cent loss is caused by the 
administrative cost of collecting the tax and the loss 
of economic activity caused by the tax.

As different methods of taxation can have differing 
effects on economic performance, it is possible to 
raise the same level of government revenue while 
minimising economic distortion and increasing 
economic efficiency. When considering tax policy, 
policy makers should be aware of the distortions 
caused by different categories and the resulting loss to 
society.

Taxation primarily impacts economic efficiency 
through three channels:

1. Labour utilisation
Taxes that increase the cost of labour to firms 
and lower the gains of employment to individuals 
will dampen the supply and demand of labour. 
Some taxes disproportionately affect some 
individuals over others, and therefore can dis-
incentivise more productive workers over others. 
For example, progressive income taxes levy higher 
rates on higher earners.

2. Investment 
Investment decisions are made with the aim of 
maximising returns, which can be lessened by 
taxes. Investment is essential to technological 
growth, productivity growth, and economic 
efficiency. Taxes which can cause changes 
to the savings rate in a country will affect 
investment, but this effect is lessened in small 
open economies such as Ireland. This is due to 
the highly mobile nature of capital which results 
in greater independence of investment from 
domestic savings.

3. Productivity
Productivity can be affected by taxation in a 
number of ways, e.g. when more productive 
individuals are disproportionately dis-incentivised 
from employment, or from working a higher 
number of hours. Entrepreneurial activity could 
be negatively affected by certain taxes. Taxes 
that influence investment also affect productivity 
as those investments often result in higher 
productivity.

Impacts of the Main Four Tax Categories.

This Note draws on the OECD paper “Taxation and 
Economic Growth”.1 This paper analysed the effect 
of different taxes on GDP per capita growth across 
OECD countries. Therefore the results are not 
tailored to Ireland specifically, but provide a general 
framework within which to address taxation policy.

Corporate income taxes  
In general corporation tax is found to be the most 
distortionary tax of the four tax categories.

•	 Corporation tax affects capital formation 
(investment); as such decisions are taken on the 
basis of returns. Therefore investment (including 
FDI) decreases, and productivity decreases.

•	 The impact of corporation tax on FDI is 
important given the context of the Irish economy 
and because FDI improves productivity in 
domestic firms, as knowledge spill-overs from 
more productive Multinational Enterprises 
(MNEs) to domestic firms occur.

•	 Corporation taxes also adversely affect some 
corporations more so than others. Corporation 
tax is levied on profits, rather than turnover. Less 
profitable firms may be less affected than more 
profitable firms because they have fewer profits to 

Tax categories ranked by economic distortion.

1 Johansson, Å. et al. (2008), “Taxation and Economic Growth”, 
OECD Economics Department Working Papers, No. 620, OECD 
Publishing, Paris. http://dx.doi.org/10.1787/241111216205486

CORPORATION 
TAX

INCOME TAXES

TAXES ON CONSUMPTION 
(e.g. VAT)

RECURRENT TAXES ON IMMOVABLE 
PROPERTY (e.g. Property Tax)

Least  
Distortionary

Most  
Distortionary



income taxes. However, consumption taxes do 
lower purchasing power and therefore may still 
factor into an individual’s decision whether to 
work or not.

•	 Consumption taxes are often levied differently on 
different products and are often applied in ways to 
improve health and environmental outcomes (e.g. 
excise duties on cigarettes, taxes on fossil fuels). 
They can also be used to encourage employment, 
e.g. VAT exemptions on childcare. However, 
overly complex consumption taxes can be costly 
to administer and often have less effect on income 
inequality than direct transfers. Though there 
may be some cases to justify varying consumption 
tax rates, in general a broadly applied and low 
VAT rate is more efficient. An overly high tax 
rate could push economic activity into the 
underground economy.

Taxes on property 
Recurrent taxes on land and buildings tend to have 
very small adverse effects on economic performance. 
This is due to the fact that the supply of land and 
buildings are relatively fixed (especially in the short 
term). Therefore, a decrease in demand for land, due 
to a new tax on land ownership, will not be met with 
a decrease in the supply of land. These taxes also have 
a very immobile base and the value of the property 
can be easily measured. Property tax also contributes 
to encouraging the usage of under utilised land.

Recurrent wealth taxes encourage people to 
move assets offshore, reduce savings, and distort 
investment by directing savings into options which 
may be exempt from tax. The distortionary impact of 
these taxes could be lessened by ensuring the taxes 
were based on net wealth and had a high enough 
threshold to exclude the life cycle savings of all but 
the wealthiest. However, the cost to administer 
such a system compared to the revenue raised could 
undermine the efficiency of raising tax revenue in this 
manner.

Inheritance taxes are a form of net wealth tax that 
is levied after the person is deceased, and therefore 
is relatively non-distortionary. It avoids the issues 
around life cycle savings, and due to the unplanned 
nature of inheritance, it is less dis-incentivising 
toward savings, investment, and the accumulation of 

which the tax applies. This implies that decreases 
of corporation tax for all firms is more effective at 
improving efficiency than targeting smaller and 
less profitable firms with tax exemptions.

•	 In terms of improving corporate productivity, 
R&D related tax incentives were found to only 
have a modest effect on R&D expenditure, but 
more so than direct funding of R&D.

Personal income taxes
Personal income taxes are, on aggregate, the second 
most distortive of the four categories in terms of 
economic growth.

•	 Labour taxes impact both labour supply and 
demand, dis-incentivise individuals from 
employment and impact the number of hours 
individuals choose to work. In general, labour 
income taxation has the greater effect on 
individuals at the margin of the labour market 
who are making the decision of whether to enter 
employment or not.

•	 Having higher income taxes on higher earners 
(compared with lower earners) disproportionately 
dis-incentivises more productive employees. This 
may therefore lower the productivity of the labour 
force as a whole. Higher taxes on higher earners 
may also negatively affect entrepreneurial activity 
by decreasing the reward for taking the risks 
associated with entrepreneurialism.

•	 Domestic investment and FDI can also be 
discouraged by high labour costs, which affects 
productivity in both these MNEs and domestic 
firms.

•	 Capital income taxes can affect investment and 
entrepreneurship through discouraging savings 
and therefore impacting firms’ financing.

Consumption taxes 
Taxes on consumption can be less economically 
distortive than income taxes, but can be less 
progressive (as lower earners spend a higher 
proportion of their income on consumption).

•	 Consumption taxes are considered less 
distortionary as they do not discourage 
employment to the same extent as personal 
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wealth. Arguably, many individuals are less concerned 
about the value of their assets to their inheritors than 
to themselves, and therefore it may create fewer dis-
incentives than recurrent wealth taxes. Inheritance 
taxes must be accompanied by a tax on gifts to 
prevent individuals gifting their inheritance tax free 
before their death.  

A partially distinct taxation category, taxes on 
financial and capital transactions, is highly 
economically distortionary. This is as they dis-
incentivise the reallocation of assets from which 
efficiency gains can be made. For example these taxes 
could discourage people from selling their houses 
and buying others, which could prevent people from 
moving to locations with better job markets where 
they could be more productive.
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