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This year’s Paying Taxes report confirms a pattern 
in the structure of business taxation which has 
been evident for a number of years. Certain 
amounts paid by firms in labour taxes, levied on 
employment income, are just as significant as 
profits taxes. In the latest survey both labour taxes 
and profit taxes averaged 16.2% of commercial 
profits worldwide. These two components of the 
Total Tax Rate account for four-fifths of the taxes 
paid directly by businesses according to the latest 
Paying Taxes results. Taxes on employment income 
represent a hidden tax on business, as significant 
as the more direct taxes levied on company profits.

The Paying Taxes survey measures just one 
component of the total tax levied on income 
and employment – the amounts paid directly by 
employers, normally in the form of social security 
contributions. The two other main components are 
social security contributions paid by employees 
(and the self-employed) and income taxes paid 
by individuals. However, businesses act as major 
tax collectors in all aspects of employment income 
taxes – by deducting the amounts due from the pay 
of their employees.

In the OECD countries, total taxes on personal 
income, payroll taxes, plus social security 
contributions paid by employers and employees 
accounts for just over half of the total revenue 
raised in the OECD countries. As Figure 3.1 
shows, this has been a consistent feature of the 
tax structures in the advanced industrialised 
economies since the 1970s. By contrast, taxes 
on company profits have raised around 8 to 10% 
of total revenue while consumption taxes have 
generated just over 30% of tax receipts since the 
1970s. The relative stability of these shares over 
four decades is quite remarkable.

Figure 3.1

Tax structures in OECD economies

60

50

40

30

20

10

0

% of tax receipts categorised by revenue source

1965 1975 1985 1995 2005 2010 2012

Employment and 
personal income*

Consumer 
expenditure

Corporate profits

Property 
and other

*Personal income tax and social security contributions 
Source: OECD Revenue Statistics, 2014



85 Paying Taxes 2016. PwC commentary

This article discusses the impact that taxes on 
employment income can have on economic growth 
and employment, and how these effects might be 
mitigated. This is a particularly important issue for 
European countries, where both the amounts paid 
by business in terms of labour taxes and the overall 
level of tax on employment income is high relative 
to other regions in the world.

Economic impact of taxes on 
employment income
The effect of taxes on employment income is to 
create a ‘wedge’ between the amount that the 
employer pays and the amount that the employee 
receives. Imagine an economy with a 30% income 
tax rate and social security contributions of 10% 
of employment income from both employers and 
employees. In such an economy, an extra $1 earned 
by an employee would cost the employer $1.10 and 
the employee would receive 60 cents. The other 50 
cents goes to the taxman, creating an effective tax 
rate or ‘tax wedge’ of over 45 percent (50/110). 

There are two reasons why this might have adverse 
employment and economic effects. First, the tax 
wedge acts as a disincentive to employment. The 
employer has to come up with substantially more 
in wage payments than the employee receives – in 
the example earlier nearly twice as much. This 
raises the cost of labour across the economy and 
makes employment less attractive. Taxes or social 
security payments which are levied specifically 
on the employer may have particularly damaging 
effects on employment.

Second, employees may be disincentivised from 
working extra hours or even taking a job at all. If 
tax rates are moderate, these disincentive effects 
may not be very great for the majority of workers. 
But they can bite quite hard for low income 
workers when they face relatively high taxes on 
their earnings.

If taxes have a negative impact on employment, 
they are likely to hamper growth. A lower level 
of employment will have adverse consequences 
for GDP as there are fewer workers adding to 
the output of the economy. High unemployment 
and low rates of labour force participation 
are normally associated with disappointing 
economic growth. However, changes in labour 
market and employment structures are making 
the disincentive effects of taxes on employment 
income more complex to analyse and to take into 
account in policy decisions. The percentage of 
self-employed and part-time workers is increasing 
in many economies. In the UK, around 37% of 
working people are either self-employed or part-
time – up from less than 30% in the mid-1980s.58 
So the design of tax and benefit systems needs to 
take into account not only the impact on regular 
full-time workers but also the way it affects these 
more flexible employment patterns. If tax and 
benefit systems do not adapt to accommodate more 
flexible labour market patterns, employment may 
be significantly constrained.

58  Data from the UK Labour Force Survey, published by the Office for National Statistics
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A European problem?
The Paying Taxes survey shows that labour taxes 
paid directly by business are a particularly large 
element of the taxes levied in Europe. From a 
historical perspective, this is perhaps not a great 
surprise. Income tax was levied originally in 
Britain in 1799 to pay for the war against Napoleon 
and social security contributions were first 
introduced in Germany in the late 19th Century.

In Europe, labour taxes paid by employers are the 
largest component of the Total Tax Rate, equivalent 
to 26.5% of commercial profits. The global average 
is 16.2% and in other regions the labour taxes 
(including mandatory contributions) component 
of the Total Tax Rate paid by employers is in the 
range 10 to 19%. Broader measures of the tax 
wedge on employment income tell the same story. 
Figure 3.2 shows the OECD’s latest measure of the 
tax wedge on an employee on average earnings in 
selected OECD countries. In a number of major EU 
economies, the tax wedge is close to 50% or above. 
In North America, it is just over 30%. In the Asia-
Pacific region and Latin America, the labour tax 
wedge is generally below 30%.

One reason for these high employment income 
tax wedges in Europe is the high level of 
public spending. In the Eurozone, government 
spending as a percentage of GDP in 2014 was 
49%, compared to an OECD average of just over 
40%.59 With taxes on income and earnings from 
employment such an important source of revenue, 
it is not surprising that this higher spending 
pattern is reflected in a higher taxes levied on 
employment income.

This high tax wedge in a number of continental 
European economies appears to be one of a 
number of factors contributing to their high 
unemployment. Spain, Italy and France have 
the highest unemployment rates of the major 
EU economies, and they have relatively high 
employment income tax wedges.60 Clearly many 
other factors are at work in contributing to the 
labour market problems in these economies. But 
their relatively high taxes on labour are not helping 
to support employment.

By contrast, countries with a lower tax wedge –  
of around 30% or below – seem to have a much 
better employment experience. In the UK and US, 
the unemployment rate is just above 5%. In Japan 
and Korea it is around 3.5%, and in Mexico and 
Chile 5 to 6%.61 

Figure 3.2

Tax wedges in major OECD economies
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59  Data from OECD Economic Outlook, June 2015. The Eurozone contains 19 EU members, of which Germany, France, Italy, Spain, Netherlands and Belgium 
are the most significant economies.

60  Eurostat report that in September 2015 the unemployment rate in Spain was 21.6%, in Italy it was 11.8% and in France 10.8%. The EU average unemployment 
rate in September 2015 was 9.8%

61 OECD Economic Outlook, June 2015, projections for 2015. National definitions of unemployment.
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Potential for policy change and 
tax reform
How can countries which are heavily reliant on 
taxes on employment income, especially the 
high-spending EU economies, improve their 
economic and employment prospects? There are 
three potential avenues for policy change and tax 
reform, and a successful strategy is likely to need 
to include all three components to some extent.

The first potential policy lever is the level of 
public spending. European economies with high 
spending levels need to raise the revenue to fund 
their expenditure programmes, and this can 
often fall on employment income taxes. Finding 
efficiencies in government spending programmes, 
using technology to improve the delivery of public 
services, and welfare reforms – aimed at capping 
and limiting the availability of benefit payments – 
can all help to ease the amount of tax which falls 
on labour income.

A second policy lever is to shift the burden of tax 
to other areas of the economy. The three other 
main revenue-generating areas for government, 
as Chart 1 shows, are taxes on profits, spending 
and property. Environmental taxes represent an 
additional source of revenue which governments 
can tap. In Europe, expenditure taxes are already 
high with VAT rates in the range 19 to 24% – 
though there may be some scope for narrowing the 
range of items which carry a zero or lower rate of 
VAT. The mobility of business across international 
borders constrains the ability of governments to 
raise significant extra sums through profits taxes. 
Higher rates are likely to undermine the tax base 
by encouraging businesses to invest elsewhere. 
Taxes on profits also penalise wealth-creation 
and investment so also have potentially adverse 
consequences for economic growth. This leaves 
property taxes and new environmental taxes as the 
most promising avenues for shifting where tax is 
levied away from employment income.

The third policy lever is the structure of the taxes 
and social security contributions which are applied 
to employment income. It was noted earlier 
that these levies can have the biggest adverse 
impacts on low-paid workers and flexible forms 
of employment. So governments can target these 
potentially disadvantaged sectors of the workforce 
– raising the threshold for paying tax and social 
security contributions and easing the burden on 
part-time workers and the self-employed. 

The UK is an example of an economy where 
all these approaches are being applied or 
considered. Public spending is being constrained 
and welfare reform is now being embraced by 
the government. The VAT rate has been raised 
from 17.5% to 20%. Property taxes have been 
increased – mainly through raising the tax rate of 
property transactions (Stamp Duty), which is not 
necessarily the most economically efficient route 
– as it may discourage housing moves and labour 
mobility. The personal tax threshold has been 
raised significantly and is set to rise further. And 
the interaction between personal income tax and 
social security contributions (National Insurance) 
is being reviewed and considered. Within Europe, 
the UK has one of the lowest tax wedges on 
employment income, as Figure 3.2 shows. 

Growth and employment prospects within Europe 
would probably be helped by more countries 
following a similar path of public spending and tax 
reform, and reducing the employment income tax 
wedge, particularly for lower-paid workers.
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Conclusion – it’s a question 
of balance
Taxes on employment earnings and other forms 
of income play a key role in financing vital public 
services and benefit payments. Across the OECD 
they raise more than half of total revenue. These 
are taxes which governments will need to rely on 
in many countries for the foreseeable future. The 
issue is to ensure they play their role in a balanced 
tax system which supports a well-functioning 
economy, supportive of growth and employment.

These labour taxes are particularly high in some 
parts of Europe, and there is evidence – from 
economic theory and from recent experience of 
high unemployment in countries with large tax 
wedges on labour income – that this has not been 
good for employment. But there is no single lever 
which can be pulled to address this problem. It 
requires control of the overall levels of public 
spending, a shift to other sources of tax revenue, 
and changes to the structure of income taxes and 
social security contributions so new employment 
opportunities can develop – particularly in the 
more flexible aspects of the labour market – 
among part-time workers and the self-employed.

The flow of employment income is a major 
contributor to income and wealth generation in 
most economies. So it is natural that it should be a 
key part of the revenue-generating tax base. But we 
need to get the balance right, so that labour income 
is not taxed too heavily, other parts of the tax 
system bear a reasonable share of revenue-raising, 
and the structure of taxation reflects the changing 
structure of the economy and an increasingly 
flexible labour market.

The structure of taxation should 
reflect the changing structure of 
the economy and an increasingly 
flexible labour market.
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The Total Tax Rate included in the survey by 
the World Bank has been calculated using the 
broad principles of the PwC methodology. The 
application of these principles by the World Bank 
Group has not been verified, validated or audited 
by PwC, and therefore, PwC cannot make any 
representations or warranties with regard to the 
accuracy of the information generated by the 
World Bank Group’s models. In addition, the World 
Bank Group has not verified, validated or audited 
any information collected by PwC beyond the 
scope of Doing Business Paying Taxes data, and 
therefore, the World Bank Group cannot make any 
representations or warranties with regard to the 
accuracy of the information generated by PwC’s 
own research. 

The World Bank Group’s Doing Business tax 
ranking indicator includes two components in 
addition to the Total Tax Rate. These estimate 
compliance costs by looking at hours spent on tax 
work and the number of tax payments made in a 
tax year. These calculations do not follow any PwC 
methodology but do attempt to provide data which 
is consistent with the tax compliance cost aspect 
of the PwC Total Tax Contribution framework. 

At PwC, our purpose is to build trust in society 
and solve important problems. We’re a network 
of firms in 157 countries with more than 208,000 
people who are committed to delivering quality 
in assurance, advisory and tax services. Find out 
more and tell us what matters to you by visiting us 
at www.pwc.com.

This content is for general information purposes 
only, and should not be used as a substitute 
for consultation with professional advisors. No 
representation or warranty (express or implied) 
is given as to the accuracy or completeness of 
the information contained in this publication, 
and, to the extent permitted by law, neither PwC 
nor the World Bank Group accept or assume 
any liability, responsibility or duty of care for any 
consequences of anyone acting, or refraining to 
act, in reliance on the information contained in 
this publication or for any decision based on it. 
The World Bank Group does not guarantee the 
accuracy of the data included in this work. The 
boundaries, colours, denominations, and other 
information shown on any map in this work do 
not imply any judgment on the part of the World 
Bank Group concerning the legal status of any 
territory or the endorsement or acceptance of 
such boundaries. The findings, interpretations, 
and conclusions expressed herein are those of 
the author(s) and do not necessarily reflect the 
views of the World Bank Group and its Boards 
of Executive Directors or the governments 
they represent. 

This publication may be copied and disseminated 
in its entirety, retaining all featured logos, names, 
copyright notice and disclaimers. Extracts from 
this publication may be copied and disseminated, 
including publication in other documentation, 
provided always that the said extracts are duly 
referenced, that the extract is clearly identified as 
such and that a source notice is used as follows: 
for extracts from any section of this publication 
except Chapter One, use the source notice:  
“© 2015 PwC. All rights reserved. Extract from 
“Paying Taxes 2016” publication, available on 
www.pwc.com/payingtaxes”. For extracts from 
Chapter One only, use the source notice:  
“© 2015 The World Bank and International Finance 
Corporation. All rights reserved. Extract from 
“Paying Taxes 2016” publication, available on 
www.pwc.com/payingtaxes”. 

All other queries on rights and licenses should 
be addressed to the Publishing and Knowledge 
Division, The World Bank, 1818 H Street NW, 
Washington, DC 20433, USA; fax: 202- 522-2625; 
e-mail: pubrights@worldbank.org. 

© 2015 PwC, the World Bank and International 
Finance Corporation. All rights reserved. 
PwC refers to the PwC network and/or one 
or more of its member firms, each of which 
is a separate legal entity. The World Bank 
refers to the legally separate but affiliated 
international organizations: International Bank 
for Reconstruction and Development and 
International Development Association.
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