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Hurray for high taxes!

Nobody likes high taxes. They kill the in-
centive to work or invest. They are, how-

ever, the unavoidable result of a political
decision in favour of a high level of pub-
lic services, such as education, health-
care, infrastructure and social security.
Relative to the US, the Netherlands has
a large public sector and high taxes, with
a top marginal income tax rate of 52 per-

cent. In the current crisis, a welcome
side effect of high taxes becomes appar-
ent: they cause so-called automatic sta-
bilisation. Automatically (that is, without any discretionary policy
measures), tax receipts will drop sharply and cause the budget
balance to deteriorate dramatically. But why does this lead to ‘sta-
bilisation’?

Mark Roscam Abbing

Suppose a Dutch worker sees his gross monthly income fall by
100 euros because of the crisis. His net income will fall by ‘only’
50-60 euros; the remainder of the burden will be borne by the
Public Treasury. As a result, public debt will increase, but the level
of public expenditure will not be cut. In the US, where marginal
tax rates are lower, this automatic stabilisation is significantly
weaker. A US worker who experiences a 100 dollar (gross) wage
cut, sees his net income fall by some 70-80 dollars, which means
that he has to cut his personal consumption by more than his
Dutch colleague does.

Public expenditure can cause automatic stabilisation as well. So-
cial security is more generous and comprehensive in the Neth-
erlands than in the US, which means that during an economic
downturn, social security spending will rise faster on this side of
the ocean. Thanks to social security, a Dutch worker who loses
his job will maintain more purchasing power than his suffering
American counterpart.

What does this mean on a macro level? The Dutch budget will
deteriorate quickly, from a surplus of 1% of GDP in 2008 to a
projected deficit of 5.6% of GDP in 2010. This is largely the re-
sult of automatically falling receipts and rising expenditure. As
this automatic stabilisation is much weaker in the US, the current
situation calls for more discretionary fiscal stimulation there than
is required in the Netherlands. Fiscal stimulation packages in
general have to pass the test of the three T's (Temporary, Timely
and Targeted). This is where an additional benefit of high taxes
becomes clear. The resulting automatic stabilisation is by defini-
tion timely, temporary and to a certain extent targeted: it affects
those individuals and firms that experience a drop in income—
and those alone.

The above holds true if the automatic stabilisers are allowed to
operate freely— that is, if the Brussels deficit ceiling of 3% is ig-
nored and does not incite budget cuts. Was CPB right to assume
so in the current CPB forecast? /|

Mark Roscam Abbing
Head of the sector Short-term analysis and fiscal affairs

CPB'’s short-term forecasts March 2009

« In 2009, the Dutch economy will decline by a postwar record of 3)2%. a)

For 2010, a further reduction in economic activity of %4% is projected.
« Following world trade, the export of goods is expected to decrease by

113%4% in 2009.

« The unemployment rate probably will more than double, from about

4% in 2008 up to 8%4% in 2010.

« Inflation will drop to 1% this and next year. Contractual wage growth
will still be 3% in 2009. However, it is expected to fall to 1/4% on aver-

age in 2010.

« The government budget shows a deficit of 2.8% GDP this year. In 2010, the
deficit increase is projected at 5.6% GDP— without taking into account
the recent economic recovery program of the Dutch government.

4
1 ‘ 1
2008

2005

2006

2007

3 GDP volume growth rate compared to corresponding period in the previous year.

For the main economic indicators for the Dutch economy, see the back

page or www.cpb.nl.
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See the article on page 4 of this
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February 2009
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In light of the ageing of the Dutch
population, policy measures aim
at increasing the participation
rate of elderly workers. This pa-
per develops a stylized numeri-
cal simulation model describing
consumption, savings and labour
supply behaviour over the life cy-
cle to analyse the labour-market
implications of such proposals.
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and Viktoria Kocsis, March
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This study analyses under

which circumstances it may be
desirable for the government
to stimulate open source soft-
ware as a response to market
failures in software markets.

182. The effect of early trac-
king on participation in higher
education

Roel van Elk, Marc van der
Steeg and Dinand Webbink,
March 2009
roel.van.elk@cpb.nl

This paper examines the impact
of early tracking on enrolment
in and completion of higher
education. The estimates show
that early tracking has a detri-
mental effect on enrolment in
and completion of higher edu-
cation.
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Marc Pomp and Suncica Vujic,
December 2008
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This paper estimates the Bau-
mol effect in health spending,
using a panel data set of OECD
countries.
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markets: resource constraints
and market power
Gijsbert  Zwart,
2008
gijsbert.zwart@cpb.nl

December

In this paper, the authors anal-
yse long-run scenarios for the
European natural gas markets
in a model, NATGAS, that ex-
plicitly includes two factors, re-
source constraints and produc-
ers’ market power.
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119. Does employment affect
productivity?

Albert van der Horst, Hugo
Rojas-Romagosa and Leon
Bettendorf, February 2009
albert.van.der.horst@cpb.nl

The authors investigate the
trade-off between employ-
ment and labour produc-
tivity in a panel of OECD
countries in 1970-2003.

121. Modelling health care ex-
penditures: Overview of the
literature and evidence from
a panel time series model
Roel van Elk, Esther Mot and
Philip Hans Franses, February
2009
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221. The credit crisis and the
Dutch economy 2009-2010
March 2009
mark.roscam.abbing@cpb.nl

This memorandum provides
an extensive summary of CPB’s
Central Economic Plan 2009,
including the chapter on the
causes and effects of the credit
crisis and projections for the
Dutch economy this year and
next.
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Smoking, drinking and gambling: regulation

more important than excise-duty increases

Taxes play an important role in restraining excessive
smoking, drinking and gambling. But complementary
policies in the form of direct regulation also have a mean-
ingful role to play in finding the right balance between
consumer sovereignty and reduction of external costs.

Introduction

Smoking is the single largest cause of avoidable death in the Eu-
ropean Union. One in ten of all 11-year olds have been drunk at
least twice. Electronic gaming machines are the crack cocaine of
gambling, while Internet gambling is virtually immune to regula-
tion.

Despite the negative aspects of the above-mentioned “vices”, the
principle of consumer sovereignty implies that people should be
allowed to follow their own pursuits (smoking, for example), as
long as they do not harm others. There is sound medical evidence,
furthermore, that a drink each day keeps the doctor away. Recre-
ational gambling can be an enjoyable form of entertainment for
many people. These and other salient facts form the background
for a CPB study that analyses the taxation and regulation of
smoking, drinking and gambling.

Valuation of welfare gains and losses

In any analysis of the effects and social costs of smoking, drinking
and gambling, the gains from a reduction in harmful consump-
tion should be balanced against the welfare loss suffered by adult
smokers, moderate drinkers and leisure gamblers. In light of the
consumer sovereignty principle, the main issue is to restrain the
consumption carried out by young people who are insufficiently
informed about the dire consequences of their behaviour or who
discount the short-term effects of abusive consumption at a high-
er rate than the long-term effects.

How far should smoking be curtailed?

There is much uncertainty about the external costs of passive
smoking, which may be lower than is often thought, particularly
after the introduction of bans on smoking in public places. The
same applies to the net health costs: the healthcare costs that
are saved as a result of the early death of smokers (who do not
incur the socially costly expense of old-age ailments) should be
deducted from the gross costs caused by their behaviour.

The correct application of the economic external cost principle
shows that the excise yield of a pack of cigarettes is often higher
than the costs of smoking. This seems to provide an argument
for holding back on general measures that would further curtail
smoking. On the other hand, the decision-making process of
smokers is often non-rational: they later regret their earlier habit
and in hindsight appreciate the restrictions placed on their behav-
iour by the government. This provides an argument for focusing
anti-smoking policies on this group—mainly the young— among
other things through the excise duty instrument.

How to restrain alcohol abuse?

Alcohol abuse is an important health and safety issue in Europe.
Yet the alcohol excise is a rather blunt instrument to restrain al-
cohol abuse: the consumption of heavy drinkers is not reduced
(because alcoholics cannot control their behaviour), and the wel-
fare of moderate drinkers is reduced. Therefore, regulatory mea-
sures aimed at specific problem groups, such as young people
and heavy drinkers, should complement the excise instrument.
Cost-effective measures that have a demonstrably positive effect
on alcohol abuse include restrictions on the sale and purchase
of alcohol, coupled with server legal liability rules for sellers of
alcoholic beverages to minors and drunken people. The Dutch
campaign to discourage drunk driving may do more harm than
good by suggesting that fellow-passengers may be stone drunk—
so long as the driver is sober.

Can gambling still be taxed?

High gambling taxes reduce the welfare of non-addicted players
without restraining the behaviour of problem gamblers. Taxes on
games of chance, such as lotteries, disproportionately burden
lower-income groups, while the revenues often benefit cultural
events, which benefit higher-income groups. In the present situ-
ation, gambling addicts can exercise their habit unrestrained and
untaxed on the internet, while recreational non-addicted casino
visitors have to pay a high price to wager an occasional bet. Ac-
cordingly, a minimum level of protection for problem gamblers
may be more effective than a minimum level of taxation on games
of chance. [

More information: sijbren.cnossen@cpb.nl



Main Economic Indicators for the Netherlands, 2007-2010

International items
Relevant world trade volume
Import price goods
Export price competitors
Crude oil price (Brent, level in $ per barrel)
Exchange rate (dollar per euro)
Long-term interest rate (level in %)
Demand and foreign trade (volume)
Gross domestic product (GDP)
Private consumption
Public demand
Gross fixed investment, private non-residential
Exports of goods (non-energy)
of which domestically produced

re-exports
Imports of goods
Wages, prices and purchasing power
Export price goods (excluding energy)
Price competitiveness 2
Consumer price index (CPI)
Contractual wages market sector
Compensation per employee market sector
Purchasing power
Labour market
Labour force (persons)
Employment (persons > 12 hours/week)
Unemployment rate (level in % of labour force)
Unemployment (level in 1000 persons)
Market sector ?)
Production
Labour productivity
Employment (labour years)
Price gross value added
Real labour costs

Labour share in enterprise income

Profit share (of domestic production)

Public sector

General government financial balance (% GDP)
Gross debt general government (% GDP)

Taxes and social security contributions (% GDP)

2007 2008

annual growth rates

6.7 0.9
1.7 4.0
1.5 3.7
72.5 96.9
1.37 1.47
43 4.2
3.5 2.0
2.1 1.7
3.3 1.2
4.8 9.8
73 1.4
5.0 -1.6
9:5 43
6.8 4.2
1.5 1.6
-1.9 0.1
1.6 2.5
1.8 3.5
3-4 43
1.8 0.1
1.6 1.5
2.6 2.1
4-5 3.9
344 304
4-4 2.4
1.8 0.8
2.6 1.6
0.6 1.5
2.8 2.8
level in %
78.5 80.1
15.2 14.5
0.3 1.0
45.7 58.1
38.9 39.1

2009

YA
-3%
- 2%
2%
V4

842
9%

-2.8
56.6
39.1

2010

172
-2
2%
44

1.32

3%

14

Y4

-%

- 3%
8%

675

- %
5/2

-6
1%
12

814
124

-5.6
62.1
393

2) Export price competitors minus export price domestically produced goods.
b) Private sector excluding health care, mining and quarrying, and real estate.

) Market sector excluding banking and insurance companies.



