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Tax transparency refers to the symmetry of information between tax authorities
and taxpayers. The economics of information affects markets and accountability (Hayek,
1945; Stiglitz, 1999). In the context of taxation, transparency is important from the first
day that a tax structure is introduced in the policy arena to the last day of its economic
impact. Information relevance depends on the needs of taxpayers, not just what the tax
authority provides.
Adam Smith’s (1776) second maxim of tax policy calls for a tax to be “certain,
and not arbitrary….clear and plain to the contributor, and to every other person.” Smith
adds: “The uncertainty of taxation encourages the insolence and favours the corruption of
an order of men who are naturally unpopular, even where they are neither insolent nor
corrupt.” By this logic, taxes that are clear and plain, instead of uncertain and complex,
helps avoid corruption. Tax transparency, therefore, promotes good governance.
Tax transparency is a responsibility shared by the tax authority and the taxpayer
and includes an open and participatory policy process and clear and tractable tax rules.
As the traditional target of transparency initiatives, the tax authority is used here as the
aggregate institution represented by a diverse group of policy makers, officials and
administrators of the tax system. Tax authorities typically enjoy discretion in the extent of
their openness during tax policymaking and in their provision of information later during
tax administration. Taxpayers, usually, are on the receiving end of this information flow,
but understanding a tax begins with a degree of participation.
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Tax transparency entails an open policymaking process. The goal is to minimize
the secrecy of decision-making. On occasion, there may be a need to prevent premature
disclosure in order to avoid tax-induced transactions. Frequently, however, surprise is a
political strategy. Regardless, tax transparency calls for the initiator of tax proposals to
make timely disclosure of all tax details to allow inquiry and debate during the remainder
of the tax policy process. Disclosure includes the release of the data and tax incidence
models upon which the proposed policies are premised. Only by having access to the
equal information can the assumptions, methods, and results be contested by others
(Burton, 2002). Transparency further requires accurate and rational justifications for tax
proposals including how the tax fits into an integrated, comprehensive revenue and
expenditure policy package, so that the merits of the proposal can be evaluated in full
context. In contrast, transparency is reduced when the tax change occurs without public
debate or legislative action (Vetter & Gallaway, 1998). Two notable non-transparent
actions with respect to the treatment of exemptions and deductions to the personal
income tax include the phase-out of these provisions at specific income levels and any
failure to index for inflation (AICPA, 2003). Tax expenditure budgets expose the cost of
tax preferences (Stiglitz, 1998).
Expanding the “circle” of involved participants in policy making strengthens
transparency and improves decision-making quality by providing tax authorities with
different perspectives (Stiglitz, 1999; Everson, 2004). Passive taxpayer behavior during
the policy process is contrary to the contest of ideas expected by a transparent policy
process. Taxpayers have an incentive to take advantage of an open policy process that
could impose a tax burden. Public choice theory suggests that if only elites exercise the
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option to participate, then the self-interest of those participants can accentuate the
propensity of policymakers to follow incentives other than welfare maximization. The
cost of participation, however, may outweigh individual benefits. Taxpayers may respond
to opacity by using the ballot to impose tax limits and transparency institutions.
Tax transparency demands the tax authority to provide clear tax rules.
Imprecision and vagueness are not only contrary to transparency, but can make it difficult
to assess and collect taxes (Burgess & Stern, 1993). While taxpayer ignorance of the law
is no excuse, the tax authority has the burden to make clear tax rules. Obscurity in tax
rates and base violate transparency (Mikesell, 1998; AICPA, 2003). Hiding a tax in
prices is an example of non-transparency, as with the taxing of business inputs in a retail
sales tax. Moreover, transparency is violated when the application of tax rules are subject
to negotiation for particular taxpayers (International Monetary Fund, 2004). Clarity also
requires precise rules on taxpayer rights and responsibilities.
Transparency fundamentally rests on the taxpayer being able to understand and
meet tax responsibilities by predicting the consequences of taxable characteristics.
Tractable tax policy leaves few borderline cases in the application of tax rules (Paul,
1997). In all but objectively observable, direct tax structures (e.g., the poll tax),
individuals differ with respect to the taxable characteristic (Atkinson & Stiglitz, 1976).
Tax systems, therefore, emphasize voluntary compliance to elicit the needed tax-relevant
information. Taxpayers must know how to meet tax rules and to calculate their
respective tax burden. Retroactive taxes violate the principle of predictability. There are
problems with “unduly complex rules” as there are with “uncertain but less complex
standards” (Weisbach, 1999). The use of anti-abuse rules as a bridge between
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complexity and uncertainty introduces its own transparency problem. By definition, an
anti-abuse rule prevents literal compliance with a tax rule from overruling the purpose of
the tax law. In another example, partnerships offer tax transparency in that the tax
burden resides with the partners instead of the pass-through partnership entity (Seevers,
2001). Additional transparency initiatives include the call for public release of corporate
tax returns for comparison to corporate financial statements, and, in a more successful
effort, the pressure on “tax haven” countries to increase the flow of information to other
members of the international community (Makhlouf, 2000).
In summary, uncertainty and complexity promote tax illusion and tax evasion.
Transparency reduces principle-agent problems and minimizes transaction costs in the
economy. However, tax transparency is not costless and the benefits may be hard to
prove.
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