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Summary: The use of children’s allowance in personal income tax is discussed. The allowance
is a kind of tax preference, classified as tax expenditure. Due to low demographic factors, the
ratio legis of such a solution was the support of families with children. The controversies on
the use of the allowance, especially its discriminating character, and differences between
potential and real effects of its use, especially in the context of family benefits, are described.

Keywords: tax expenditures, personal income tax, children’s allowance in personal income
tax, family benefits.

Streszczenie: Niniejszy artykut dotyczy roli i znaczenia ulgi na dzieci w podatku dochodowym
od o0sob fizycznych. Ulga ta jest rodzajem podatkowej preferenciji, ktora jest klasyfikowana
w doktrynie jako tax expenditures (wydatki podatkowe). Ze wzgledu na niskie wskazniki
demograficzne, ratio legis omawianego rozwigzania byto zapewnienie wsparcia dla rodzin
z dzie¢mi. Artykul przedstawia zaréwno kontrowersje, ktore wiaza si¢ ze stosowaniem ulgi,
a dotycza jej dyskryminujacego charakteru, jak i roznice migdzy potencjalng a rzeczywista
efektywnoscia jej stosowania, szczegdlnie w kontekscie swiadczen rodzinnych.

Stowa kluczowe: preferencje podatkowe, podatek dochodowy od 0s6b fizycznych, ulga pro-
rodzinna, $wiadczenia rodzinne.

1. Introduction

Tax as a fiscal instrument is a complex construction. On the one hand, taxes are used
to perform the fiscal function and “if a form of tax is used for some non-fiscal purpose
the tax is apparent” [Rybarski 1935, p. 18]. On the other hand, taxes are used in the
active state policy for current economic and social needs. The state achieves its tasks
by supporting specific types of activities or selected types of entities, using different
forms of finance. These can be direct budget grants or subventions, preferential loans
or credits, also specific tax preferences.
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The use of tax preferences causes activities having the features of expenditures,
performed through the tax system. Different from direct budget expenditures,
planned and set in one document and controlled at the expending stage, the tax
preferences in the form of tax allowance are published in many legal regulations and
their real value can be estimated only by an ex post analysis. Furthermore, the
complex catalogue of tax allowances is contrary to the tax justice principle achieved
by the equality and generality of taxation. J.-B. Say wrote that privileges for
individuals are almost always unjust for the community so the use of tax allowances
makes income tax less common, as it is not paid in full and on every income [Nykiel
2002, p. 78].

The aim of this paper is to describe the idea of tax expenditures in the context of
the so-called family allowance, used in personal income tax (hereinafter referred to
as PIT). Tracing the legislative changes, the author attempts to estimate the rightness
of the recent amendments of regulations on family allowance and their influence of
the income of taxpayers.

2. Methodology of the research

Logical language analysis of the dogmatics of law and microeconomic analysis are
the research methods used for this paper. The examination of binding legal regulations
is based on the regulations of Personal Income Tax Act [Ustawa z 26 lipca 1991] and
Family Benefits Act [Ustawa z 28 listopada 2003]. The statutory texts made for the
systematisation of legal norms regulating support of families in the tax system and
family benefit system, including postulates de lege ferenda. The purpose of the
analysis was to compare the effects of direct benefits with those achieved by
donations in the form of tax expenditures.

A microeconomic analysis was made for an income situation of a taxpayer
receiving a child’s allowance and a child benefit, together with additional sums, in
the system of family benefits. The monthly costs of PLN 111.25 and the standard
social insurance premium covered by an employee (9.52% for old age pension
insurance, 1.50% for social insurance and 2.45% for disease insurance) were assumed
for calculations. The health insurance factor assumed was 7.75%; as such amount
can be deducted from tax.

3. The idea of tax expenditures against direct budget expenses

According to S. James and C. Nobes, tax expenditures can be defined by preferential
tax treatment of groups of taxpayers or types of activities, by the reduction of tax
charges, not by concrete payments from the budget [James, Nobes 1987, p. 307]. The
authors of Tax Expenditures in OECD Countries describe this idea as tax legal
regulations reducing or postponing tax income for a relatively narrow group of
taxpayers, in reference to basic regulations [OECD 2010, p. 12]. S. Surrey wrote that
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the concept of tax expenditures assumed two elements of income tax. “One part
comprises the structural provisions necessary to implement the income tax on
individual and corporate net income; the second part comprises a system of tax
expenditures under which Governmental financial assistance programs are carried
out through special tax provisions rather than through direct Government
expenditures” [Surrey 1973, p. 6]. Tax expenditures are then informal subvention
tools of taxation subject or objects, using different types of instruments for the
reduction of due tax. The use of such instruments can result in the increase of the
fiscal charges of other taxpayers or limitation of public expenses [ Wyszkowski 2011,
p. 465]. Moreover, tax expenditures function as many legal tax constructions,
different in form. The main forms used are:
e tax allowances — amounts decreasing taxable total income,
e tax deferrals — constructions based on putting off tax payment terms,
e tax exemptions — exclusion of some types of income from the scope of a given
tax,
e tax reliefs — reducing taxable income the amount of due tax,
e tax credits — amounts decreasing the amount of tax liability [OECD 2010, p. 12].
It must be noted that the introduction of different tax privileges to the tax system,
reducing or postponing tax charges for a relatively narrow group of taxpayers, means
the removal of the tax burden from these entities or groups of taxpayers and charging
the rest of the society. If you assume the permanent value of the state income, the use
of tax expenditures means that the same sum of income must be obtained from a
lower number of taxed entities. So a question must be put whether donations in the
form of expenditures are proper, in the context of direct payments of the state budget.
Different from budget expenses, tax expenditures are not included in concrete
records. Budgets are based on the principle of openness, everybody can analyse
planned expenses, the budget procedure is well known and the budget law is the
result of many negotiations and parliamentary debates. Spending public funds is
carried out according to respective legal regulations and the infringement thereof can
result in responsibility caused by breaking the discipline of public finances. Whereas
the process of enacting tax expenditures, in spite of its openness, is strongly affected
by lobbying of different kind because the members of parliament can introduce such
provisions of tax law that reflect individual or group interests. It is very important
that tax expenditures data should reflect recent flows and trends, underlying
macroeconomic developments and well-defined policy commitments. Annual
spending on tax expenditures should be prepared and presented within a
comprehensive and consistent quantitative macroeconomic framework and the main
assumptions underlying the budget should be provided. Another defect of this
construction is that they are not the direct result of the budget act so it is hard to
estimate the expending process. Tax expenditures are a secret form of subvention,
which makes their control difficult and they are not regulated like the open expenses
of the state budget. That is favorable for corruption practices [James, Nobes 1987,
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p- 308]. The construction of public expenses should make the spending of public
funds purposeful, reliable, effective and correct. Such features cannot be attributed
to tax expenditures as their construction is based on their absence in the budget and
the government has no control of such funds. On the other hand, the use of such
constructions instead of direct expenses can save costs related to the accumulation
and administration of budget income [Messere 1993, p. 24].

4. Controversies about child’s allowance as an ex ample
of tax expenditures

One of the leading problems existing from the beginning of personal income tax
legislation has been the differentiation of tax charges dependent on the personal
situation of a taxpayer. Income tax in Poland is a global (unitary) tax, i.e., all income
sources of a taxpayer are taxed together. Such a solution enables the consideration of
the personal situation of a taxpayer and his ability to pay resulting from his financial
and family situation. Tax expenditures considering the family situation include the
constructions of joint taxation of spouses, taxation of lonely persons with children
and the so-called child’s allowance, also named family allowance. The latter has
been modified by the law maker in recent years and has the potential to become an
effective form of support, so it deserves a closer analysis.

The construction of the child’s allowance was introduced to the Personal Income
Tax Act in 2007. Its ratio legis assumed support for families with children, because
of low demographic factors [Ministerstwo Finanséw 2010b, p. 22]. Until 2012, the
child’s allowance enabled the deduction of PLN 93.67 for each month of exercising
parental authority.! Since 2013, after the amendment of the Personal Income Tax Act
[Ustawa z 24 pazdziernika 2012], the monthly allowance for the third child has been
PLN 139.01 and PLN 185.34 for the fourth and every next child. Table 1 contains the
maximum amounts that can be deducted by a family in connection with the allowance.
In 2013, the law maker also introduced restrictions in the use of the allowance.
Persons with one child can deduct the allowance only if their annual income is not
higher than:

e PLN 56 000, if a taxpayer is unmarried,

* PLN 112 000, if a taxpayer is married for the whole year (joint income of the
taxpayer and his/her spouse),

e PLN 112 000, if a taxpayer is a lonely person, bringing up the child alone.

Making the deductions dependent on income and the number of children of
a family is contradictory to the principles of common and just taxation and reduces
the types of entities entitled to the allowance. Another restriction is that the deductions
can be made only by taxpayers who settle their tax statements according to the tax

! The allowance can be also used by persons functioning as legal guardians provided that they live
together with a child, also persons caring in the form of a foster family.
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scale (the so-called general rules). The allowance cannot be made by entrepreneurs
taxed according to the proportional scale, farmers and lump-tax enterprisers. The
figures in Table 1 prove that 300 thousand less persons used the allowance in 2013
than in 2012 and the state budget “saved” 150 million PLN. The allowance can
neither be used by persons having no income, e.g. the unemployed with no right to
any benefit. This fact seems to confirm that subsidisation by tax expenditures forces
taxpayers to be more active which can indirectly mobilise them to look for
employment and counteract their social exclusion. On the other hand, the treatment
of personal income tax as the instrument of family policy requires alternative
solutions for persons who are not income tax payers [Bolkowiak, Majewicz 1996,
p. 8]. If such alternatives are not used the aid of the state will not be common and not
all families with children will be supported to the same degree.

Table 1. Numbers of taxpayers using child’s allowance and deductions thereof in 2007-2013

Tax year Number Percentage . Deductions
of taxpayers of all taxpayers (in thousands PLN)
2007 3973 668 16.43 5431984
2008 4205 909 17.21 6 043 553
2009 4337 164 17.77 5633012
2010 4303 125 17.52 5684317
2011 4363 599 17.94 5740 118
2012 4334 367 18.07 5698 504
2013 4024017 16.52 5529 539
Source: developed by the author on the basis of [Ministerstwo Finansow, 2008, 2009, 2010a, 2011,
2012, 2013].

The child’s allowance is not used by persons with low income. This is caused by
the Polish system of family benefits. The beneficiaries of such benefits can be persons
whose income is below a certain statutory limit. And income, as defined in the Family
Benefits Act, is revenue minus costs, social insurance premiums and health insurance
premiums, and due personal income tax. By paradox, the use of family allowance
and the reduction of due tax can result in such family income that family benefits
cannot be obtained, which will adversely affect the economic situation of a taxpayer.
In spite of the controversies concerning the limited scope of taxpayers entitled to
family allowance, the percentage of taxpayers and the resultant value of income lost
by the budget are high; the amount of deductions since the beginning of family
allowance is about 5.5 billion PLN.

The next controversy is the deduction of the allowance from the value of tax,
previously decreased by the value of social insurance premiums. The family
allowance functions only for taxpayers who can prove comparatively high income
tax. And the assumptions of this function cannot be referred to persons who do not
determine such tax. Such a situation can occur if a taxpayer uses other forms of
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preferential taxation (e.g. tax settled together with a spouse or a child brought up
alone) or achieves relatively low income. In 2013, the minimum revenue of
a taxpayer employed on the basis of an employment agreement by one employer at
the place of his residence was PLN 21,576.% If such a taxpayer used other allowances
or preferential settlements not all the family allowance could be considered. These
facts indicate that the family allowance fails to achieve purposes assumed by the law
maker. The fundamental factor of the child’s allowance is the correlation of income
with the number of children; and a taxpayer with many children, earning average
wages, is excluded from the full use of the allowance. For example, if a taxpayer
earns average monthly wages equal to the minimum Polish wages and the spouse has
no income and takes care of three children, the potential deduction for these married
persons is PLN 3,892.20; however, the allowance paid is PLN 430.93, equal to
income tax after the deduction of health insurance premium.? The annual income of
this family (understood as wages minus due tax and social insurance and health
insurance premiums) is PLN 15,830.44. For the sake of comparison, within the
system of family benefits, this family would receive family benefit of PLN 77 for
a child under 5 years of age, PLN 106 for a child between the age of 5 and 18,
PLN 115 for the older child and the allowance of PLN 80 for the third child brought
up in such a numerous family.

This is why it is postulated to support families not through the tax system but by
direct transfers of benefits paid by the state budget. The functioning of this allowance
proves that it can be used by taxpayers having relatively high income and other
taxpayers who cannot deduct the whole amount of the allowance. Thus the stimulating
function of the allowance is reduced, causing the limitation of the progressivity of
personal income tax [Ministerstwo Finansow 2010b, p. 6]. Another consequence is
the exclusion of tax subvention of the poorest persons who pay low taxes [Polackova
Brixi, Valenduc, Li Swift (eds.) 2004, p. 5].

5. Negative income tax — a new solution in personal income tax

The existing structure of family allowance is hardly stimulating and the support for
taxpayers is illusive. The percentage of families with one child that can use the whole
allowance is relatively high (76,1%); in the case of families with two or three children
is lower — 67,6 and 30,8%, respectively. 32% of families with children, having
taxable income, earn not enough to receive the family allowance [Myck, Kundera,
Oczkowska 2013, pp. 8, 9].

2 Calculated by the author. Revenue: PLN 21,576, costs: PLN 1,335, social insurance premiums:
PLN 2,958, health insurance premiums: PLN 1,442.9. The resultant taxation basis: PLN 19,869, income
tax calculated according to the tax scale: PLN 3,020.40, tax after deductions: PLN 1,112.04.

3 Calculated by the author. Revenue: PLN 20,160, costs: PLN 1,335, social insurance premiums:
PLN 2,763.96, health insurance premiums: PLN 1,348.19 (7.75%). The resultant taxation basis: PLN
8,031, income tax calculated according to the tax scale: PLN 1,779.12, maximum amount of family
allowance after the consideration of health insurance premiums: PLN 430,93.
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The law maker realizes poor stimulation of the allowance that cannot be a satisfactory
factor for increasing families. So, starting from 1 January 2015, the law was be amended
and numerous families are supported stronger [Ustawa z 24 pazdziernika 2012]. To
assure real support for families with children, the allowance will be increased by 20%
for the third and every next child, i.e., from PLN 1,668.12 to PLN 2,000.04 for the third
child and from PLN 2,224.08 to PLN 2,700 for every next child.

A new solution is introduced to make a part of the family allowance treated as
a direct payment, not a tax expenditure. Taxpayers will receive financial support in
the amount equal to the difference between the deduction to which a taxpayer is
entitled and the deduction made in his tax statement. Such a solution means the
introduction of the elements of the so-called negative income tax to the Polish tax
system, which is a benefit de facto for families with children. It is assumed that the
proposed amendments will contribute to the decrease of poverty and the increase of
Polish birth rate, by high tax stimulation level.

The mechanism of the new regulation can be considered by analysing the above
described income situation of a married couple with three children. Due to the new
solution, the parents will receive the joint return of allowance for three children in
the amount of PLN 4,224.12 (PLN 1,112.04 for two children and PLN 2,000.04 for
the third child); and the annual income of the family will grow to PLN 19,626.61.
The proposed amendments will contribute to the decrease of the so-called tax wedge,
especially for the least earning families. The tax wedge is the difference between the
entire cost of work incurred by an employer and the net salary of an employee. The
higher is the tax wedge, the more reluctant are the unemployed to start work and the
more reluctant are employers to employ people. A mechanism reducing the taxes of
a working member of a family will contribute to the increase of the family income
and family consumption; it will limit indirectly the dimension of the black economy.
A defect of the new solution will be the high costs paid by the state budget. According
to estimates of the Ministry of Finance, included in the Assessment of the results of
the regulation attached to the amendments of Personal Income Tax Act, the state
budget will lose PLN 1,100,000, comprising decreased tax income and lost profits
connected with the limitation of paid social benefits. It is the next defect of the
solution resulting from the correlation of the tax system and the system of family
benefits that will disappear after the net income of a family exceeds a certain income
level. It can be described for an exemplary family with three children aged 3, 8 and
13. Parents work and earn the minimum salaries. The annual income of this family
is PLN 40,320; the net income is PLN 31,660.88. The net income for one person per
month is PLN 527.68 and it is lower than the income level for family benefit, valid
since 1 November 2014 (PLN 574). So the family can count on the support of the
state budget, in the amount of PLN 4628.* The new rules of calculating children’s

4 Calculated by the author. Monthly family benefit for a child aged under 5 — PLN 77. Family
benefit for a child under 18 — PLN 106. Additional sums are PLN 100 at the beginning of a school year
and PLN 80 (every month) for the third child, as brought up in a numerous family.
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allowance will increase the net income of the family by PLN 4,224.12. The resultant
net income for one member of the family will be PLN 598.08 which will cause the
withdrawal of family benefits and the amount at the disposal of the family will be
decreased. One of ways to avoid such a situation would be the gradual withdrawal of
family benefits, along with the increase of the net income of a family above the
income level. Such a solution is postulated de lege ferenda.

6. Conclusions

Tax expenditures are an instrument frequently used when a government wishes to
achieve certain economic and social effects. Negative aspects of using tax
expenditures are raised in literature, including the increase of tax collection, excessive
level of the complication of tax regulations and the erosion of the tax base. That leads
to the restriction of the possibility of the reduction of tax rates and new fiscal charges
are formed as the budget is not fully fed with tax receipts [Wyszkowski 2010, p. 78].
The functioning of tax expenditures along with direct budget expenses can support
some types of activity more than needed, other fields of social or economic life can
be left unsupported. The use of tax expenditures breaks the rule of taxation regularity
by the relative increase of the charges of taxpayers who do not receive any tax
expenditures. The possibility to use the allowance only by taxpayers settling their tax
statements according to general rules is discriminating for other groups of taxpayers.
On the other hand, the proposed amendments of the construction of family allowance
let us hope that the support of families with children by the tax system can become
real. The amendments will become effective in 2015 and some time is necessary
to assess their implementation. But they seem a good starting point to activities for
a modern and effective family policy.
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