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Abstract

This paper presents the results of research aimed at improvement of the taxation of wages in Russia. It analyses
the problem of determining the progressive income tax scale as being a more socially equitable than the current
flat rate in Russia with 13% tax rate on income. Proposed tax scale of tax rates exempts the poor citizens from
income tax, shifting the tax burden from the poor to the rich. In accordance with the principle of redistribution
that leads to a reduction in income inequality in Russia.

The most important source of budget revenues are taxes. In Russia, as in most countries, the tax on personal
income (referred to as PIT) is one of the main sources of budget revenues. Its share of the budget is directly
dependent on the level of economic development. This is one of the most popular taxes in the world payable on
personal incomes. PIT is linked to consumption, and it can either stimulate consumption or reduce it. Therefore,
the main challenge of income taxation is to achieve optimal balance between economic efficiency and social
justice of the tax. In other words, such tax is required, which would provide the maximum equitable
redistribution of income with minimal damage to the interests of taxpayers from taxation. Analysis of tax on
personal income shows that it, as well as the whole tax system in the Russian Federation is constantly
developing.

Keywords: budget revenues, flat scale, income tax, income tax on individuals, a progressive scale, scale of tax
rates

1. Introduction

Currently, the tax charged on the physical persons or the so-called income tax is one of the major economic
“levers” which allows the state to solve various social and economic problems of the society. Similar to Russian
Federation, this tax is one of the sources of income which form the state budget of the majority of the foreign
countries.

At the same time, in accordance with the world income tax practices, income tax on individuals under Russian
conditions does not resolve the tasks of gaining economic efficiency and social justice at a full effect. The flat
scale of the income tax of individuals, which currently exists in Russian Federation is, in our opinion, not
socially oriented and in accordance with the redistribution principles leads to the growth in inequalities of the
income of the citizens.

The rejection to use progressive taxation scale which is widely used throughout the world, in Russian Federation
was guided by the decision to get the income of the citizens out of the shadow economy, but in practice it has
demonstrated absolutely opposite effect. The modern Russian system of taxation can be described as being
unjust and does not resolve the task of the capturing of high and very high incomes of the individuals. Moreover,
the implemented flat scale of taxation have led not to the resolution of the problems related to the shadow
economy, but have resulted in incomes being concealed at even a greater scale.

PIT is, perhaps, the most easily controlled tax by the tax authorities, it is rather difficult for taxpayers to evade it.
The procedure for levying personal income tax is determined by the 23 chapter of the Tax Code and by the
guidelines of the Federal Tax Service. Chapter 23 of the Tax Code was introduced by the Federal Law from
August 3, 2000 Ne 118-FZ. PIT has replaced the income tax that was levied for 11 years at progressive rates.
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This tax has a pronounced proportionate nature, which violates the principle of fairness in taxation, but with the
introduction of a flat income rate tax revenues have increased. The main purpose of the introduction of personal
income tax in Russia was the need to ensure the withdrawal of a significant amount of shadow income.

Despite the recent progress in the withdrawal of salaries out of the shadows, their volume remains significant,
undermining the viability of the pension system. It is important to establish the reasons that motivate and
possibly will continue to encourage employers to pay shadow wages and mechanisms used in this framework as
well as the consequences of such actions. Previously economic crisis served as the background for such actions.
After the adoption of the Federal Law # 212 "On the insurance premiums to the Pension Fund, Social Insurance
Fund, Federal Compulsory Medical Insurance Fund and territorial health insurance funds ", the tax burden on
business concerning the salary has seriously increased. Now it is 34% instead of the previous 26%.

This tax burden is very heavy both for companies and even more for individual entrepreneurs with employees on
labor contracts. Businesses cannot operate at a disadvantage, even if the business is socially responsible. This
situation contradicts the essence of existence, enshrined in Article 50 of the Civil Code.

But even if in reality not every company is making a loss, the situation in any case is paradoxical: it became
unprofitable to hire workers, but at the same time it is impossible to do business without employees at all. Thus,
the increase in premiums to 34% also contributed to the return of payment "in envelopes".

"Shadow", "gray" or hidden wage is a payment to an employee which is not considered for taxation, an informal
wage, issued "in envelopes", insurance benefits and annuities received from insurance companies, and a number
of other forms. Such schemes are used to evade the payment of insurance contributions for compulsory pension
insurance and PIT. Meanwhile, it is obvious that in this way not only the organization actually cheats the state
but also worsens the welfare of its employees, because the size of the official salary defines the value of future
pension of working citizens, sick leaves pay, including maternity.

The following factors evidence the concealed wages:
- A significant gap between the official and the real income of the population;
- The difference between expenses of certain groups of citizens and their declared incomes;

- Hidden or illegal employment (the large number of economically active population working in enterprises that
are not registered with the tax authorities or performing illegal business activities);

- Hidden growth of the money supply used to pay wages.

The existing Russian flat income tax rate is not socially oriented and according to the principle of redistribution
leads to increased income inequality. In our paper, we propose to establish the scale of taxation, the most
acceptable for the Russian economy in terms of social security, budget revenues and economic growth. One of
the main problems with this is the identification of the statistical law of income distribution between households,
which is calculated on the basis of fiscal revenues from the income tax.

In accordance with the official statistics, the share of the concealed remuneration for labor in GDP from the year
2001 (from the moment of the acceptance of the of the proportional tax rate on the income tax of individuals)
was constantly growing from 11,1%, and currently reached a figure of 15%. Statistical data reveals in Russian
Federation, almost each fourth ruble, being paid in the form of salary is being concealed, but actually every third,
and for some types of activities, every second ruble is hidden (Medvedeva, 2011).

Consequently, now the formation of the more effective Taxation System for individuals in Russian Federation is
becoming more and more urgent, and this system must consider international experience as well. In our opinion,
in accordance with the Russian conditions, it is more favorable to use the progressive scale of the taxation rates,
as being the most acceptable for the Russian economy form the point of social security, growth of the income
coming into the budget and economic growth as a whole.

In order to reform the taxation of individuals in Russian Federation it is deemed reasonable to use the positive
experience of the foreign countries, which use the progressive taxation scale quite successfully for decades. The
experience of the developed foreign states reflects the existence of some sort of equity of the income in the
conditions of the market economy, which is reached by the state on the basis of execution of the applicable
social politics based on the significant share of the social expenses from the budget as well as the progressive
methods of taxation.

Income tax has the largest average weight in the structure of the budget income of many countries, such as
United States of America, Canada, Great Britain, Germany, Japan, France and Denmark. The Share of the
Income tax in the GDP of these Countries is quite high and is approximately 8,5 — 14,0%, which can be
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explained by the high rates of the income tax for the individuals with the highest incomes, which in the number
of countries are approximately 50 — 60%.

It shall also be noted that from 200 countries of the world, the tax system of 15 of them does not use income tax
(UAE, Bahamas, Kuwait, Monaco, Qatar, Somali, Uruguay and others), and more than 150 countries use the
progressive scale of taxation. As it has been noted, the progressive taxation scale allows to fill in the income of
the state budget, as well as levelling out the social differences, which inevitably exists at each country. Most of
the countries the progressive scale of the taxation rates has a complex stepped structure, so the income being
taxed is split into parts, and each of the parts has its own taxation rate. In some of the countries, the income is
split into many parts and consequently, the shift from one group of the tax charged income to the pother is
performed gradually. In other countries however, the progression has a very “jumpy” pattern.

In this paper, we propose to review the possibility of implementation of such progressive scale of the tax rates
for the income tax on individuals, which will not result in the shrinking of the income of the state budget. In
order to perform the calculations, the progressive taxation scale similar to the one used in The United Kingdom
of Great Britain was taken. At the same time, the level of income at which the transition to the next taxation rate
is performed has been adapted in accordance with the Russian levels of earnings, due to the fact that they are a
number of times higher in UK (in comparison to Russian Federation). At the same time, it shall be noted that in
UK, similar to the rest of Europe, the rates of income tax of individuals were a lot higher 30-40 years ago, for
example in the 70’s it was 83%, and the income received from investment was charged at arate of 98% (Zyskind,
2011).

Income Tax is the main tax which is being withheld in Great Britain. The tax is progressive — it depend on the
level of income. The initial amount of income is not charged with any tax and it is the same for all individuals. In
the years 2009-2010 this amount was £6475. In the year 2008-09 the rate of 10 % have been cancelled, except
the income earned on savings, except the cases, when the rest of the income is less than 2320 pounds per annum.
In the years 2009-10 this amount was increased up to £2440.

Table 1. Scale of the income tax in Great Britain in the year 2009

Tax Rate Income earned from Income earned from savings Other Level of income
dividends (bank deposits) income (in GBP)
Start level 0% 10% 0% 0-2 440
Base level 10% 20% 20% 2 441-37 400
Maximum Level 32,5% 40% 40% Higher than 37 400

The second source of financing the state in Great Britain — is the obligatory payments under National Insurance.
This tax is paid by the taxpayer and by the employer. There are a number of levels of payments of national
insurance for different types of the taxpayers. For persons that are hired by the employer, this level is 11 % from
the amount of salary, plus the employer shall pay 12,8% for each worker hired. The persons employed in their
own business, married non-working women and persons who are working in charity organizations are obliged to
pay National Insurance as well.

The calculations for Russia, which are described in this paper, are based on the results received from the work of
Ibragimov, Ibragimov, Tufetulov (2014). In other words, the statistical law of redistribution of the income
between households, we propose as being the combination of the normal and power laws.

2. Materials and Methods

In the Article of Ibragimov, Ibragimov, Tufetulov (2014) there are statistical characteristics of the distribution of
profits of the households of Russian Federation before the payment of the income tax - Net income. The
statistical characteristics of the annual indicators of the random variable (s. v.) Net income, and random variable
Y = 4Net income are represented in the Table 2. Consequently we propose that the distribution of the annual
values of the income in the quarter 4 of 2009.

Table 2. Statistical Characteristics Net income, rubles per quarter and Y, rub. Per annum

Indicators Sample Volume, n Average Value, m Standard deviation, s Maximum, /.,
Net income 51309 72566 63076 3599033
Y 290264 252304 14396132
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In the article of Ibragimov, Ibragimov, Tufetulov (2014) have also valued the major parameters of the function
of distribution of the income, which is represented by the combination of the normal and power logarithmic
laws:

1 y _(lny—zu)2
F(y) = {yovem 0 ¢ ¥ ¥ <b; (1)
1—-—=,y=b,

where b = 445000,
A =exp (27.04) =5.52981E+11,

i =10.94,
&= 071,
& =2.552

Hereinafter we will propose that the variable coefficient V = I%I a. v. Y for the distribution in Russia is constant,

63076
72566

so it is equal V = = 0.87 and is not changing over time. Consequently, if we do know the value of the

average income m a.v. Y in the future, we can evaluate the value of the standard deviation of this average value
as s=0.87m, and then evaluate the parameters of the function of the normal logarithmic distribution a in (1), by

solving the system of equations
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Let’s propose that the parameter » of the function of distribution of the profits (1) is proportional to the
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The value of the parameter 4 for the function of distribution (1) can be evaluated by using, the condition of

equality of the functions of normal and power logarithmic law of distribution:

By using the condition of equality of the values of the functions of the normal and power logarithmic law of
distribution at y=b:
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The proposals made above, give us the possibility on the basis of the forecasted values, to forecast the
parameters of the function of distribution (1) and calculate the volumes of the income into budget at various
scales of the rate of the income tax.

3. Results

In Great Britain, the average corrected net effected income of the housecholds, after payment of the taxes is
26904 US Dollars per annum. In the year 2007 the average annual income of the households in UK was 36.4
thousand UK pounds and 33.2 thousand UK pounds in the year 2011.

In accordance with the Table 2, the average income in Russia, in the 4™ quarter of 2009 was 72566 rubles per
annum which equals to 290 thousand rubles per annum. The exchange rate of the UK pound in the quarter 4 of
2009 was at an average of 48.16 rubles per pound. Consequently, the evaluation of the annual income of the
households in Russia in the 4™ quarter of is equal to 6022 UK pounds, which is approximately 6 times less, than
in UK. Consequently the scale of the income tax which is analogue to British will look as presented in the table
3.

Table 3. Scale of the income tax for Russia, similar to British

Tax Rate Level Annual income, rub Level of Income in Rubles
Starting Level 0% 0—20000
Base Level 20 % 20001—300000
Maximum Level 40 % above 300 thousand.
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We shall also review the alternative scale (ref to Table 4).

Table 4. Alternative scale for the income tax for Russia

Tax Rate Level Annual income, rub Level of Income in Rubles
Starting Level 0% 0—20000
Level 1 13 % 20001—300000
Level 2 20% 300001-1 million.
Maximum Level 40 % above 1 million..

Budget in payments TAX were calculated in accordance with the formula

I
TAX =n ["n,yf(y)dy, ©)
where f{y) — is the function of density of the distribution of probabilities (pdf) of the distribution of the income in
Russia:
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1,,.x — maximum (officially reported) level of income. Consequently,
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where 7, — is the tax rate for the level of income y, n=51309 — sample volume (ref to. Table 2), 5=1780000,
k=2.552, m= 290264, s=0.87m=63132.42, a y and o were found as the solution of the system of equations
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From ¢=12.015, 0=0.751. The value 4 can be found from the condition Sovan € 202 = e at y=b. While,
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A= m e 20 , (9)
so A =12.332E+12.
We hereby have:
T, = ny S5 e = 51309 - 0.4 5092 e = 192 million rubles (10)

The appropriate results of the calculations are provided in the Table 6 (here —Optionl is in accordance with the
flat scale of the Income tax in Russia at 13%, option 2 to the scale represented in Table 3, Option 3 to the scale
represented in Table 4). But for the option 2 the integral was found

(ny-p?
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where 5;=20000, b,=300000, 5=1780000. For the Option 3 the integral was calculated
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T
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where b;=1 million rubles. The values of the integrals fbb" e 202 dy, were calculated with the Wolfram

Mathematica 9 system and are provided in Table 5.

So, at the use of progressive scale of the rates of the income tax, similar to the British (option 2), the expected
budget earnings are 1,8 times higher than at the flat scale of 13% (Option 1). The expected budget earnings for
the option 3 are approximately equal to the budget earnings under option 1. However options 2 and 3 are more
socially just than the option 1.

_(ny-p?

Table 5. Values of the Integrals f;" e 22 dy

b;=20 000, 5;=300 000 213181
b; =300 000, b;=b 195559
b; =300 000, b;=1 000 000 178318
b;=1000 000, b; =b 172412

Table 6. Level of expected budget earnings at various options of the income tax scale, TAX=T+T,

Scale of the Income Tax Budget inpayments, TAX, Average rate of the income tax,
rub per annum
Option 1 1,936,110,225 0.13
Option 2 3,487,731,204 0.234
Option 3 2,108,268,433 0.14

Note. The budget income are calculated on the sample of the households selected in the 4™ quarter 2009 (sample
volume #=51309) and can be used only for comparison of the various options of the scale of the income tax. The

average rate of the income tax =X | where AI — is the total income of the households in the selection of the
g Al

annual incomes Y.

4. Conclusion

On the basis of the study performed by us, we can hereby conclude that the main problem of the taxation of the
income of the individuals in Russian Federation is related to the continuous use of the flat scale of the tax rate.

Review of the foreign experience of the taxation of individuals allows us to conclude that almost all foreign
countries use the progressive tax rate, and the problem of significant inequality of the society in accordance with
their level of income existing in Russian Federation, have been resolved by foreign countries long time ago. All
developed and highly developed countries of the world use the upper rate of the income tax from 30 to 60% of
the total income, and the progression varies from 2-step to 18-step scale of the tax.

As it has been noted before, with the use of the progressive scale of the rates of the income tax similar to the
British (Option 2), the expected budget in payments are 1.8 times greater than when utilizing the flat scale of
13%. The expected budget inpayments that we proposed for the Option 3 are almost equal to the inpayments into
the budget under Option 1. However options 2 and 3 are socially more just than the option 1. However, the most
preferable option is option 3. This is related to the fact that the GDP growth is larger if there are less taxes and
payments coming from the workers and the employers.

Concluding on all of the above, it shall be noted that for Russian Federation it will be reasonable to implement
the progressive scale of taxation of the individuals and set such rates, which will allow to duly increase the tax
burden onto the large income.

The implementation of the progressive scale of the Income tax will stimulate the economic growth of Russian
federation, realization of the major directions of tax and budget policies and transfer of the country to the path of
the countries which are successful in their market economy.
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