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Abstract: Tax constitutes one of economic tools of the policy of the state that makes it possible to affect the form of 

socio-economic relations between the state and the taxpayers. According to many scientists, proper functioning of 

the entire state and its institutions depends on effective collection of incomes, vast majority of which, approx. 80-

90% is constituted by tax incomes
48

. Demand of the state for financial resources, especially within last decades has 

been constantly growing. Meanwhile, 100 years ago, J. Schumpeter already stated that high level of fiscalism 

adversely affects the growth of economy, and exceeding the boundaries of fiscal capabilities of the state may lead to 

a deep crisis
49

. 

However, from the point of view of achieving the fiscal and non-fiscal goals efficiently, the most important issue of 

the tax policy should be to burden the citizens with public tributes in an even and moderate manner. There is no 

doubt that it is difficult to determine the most optimal form of tax system, both in fiscal and non-fiscal aspect. It is 

not an easy task to balance, in the tax system, the goal of efficiency and justice of taxation, in simultaneous 

consideration of its social and economic size. Each system that would efficiently and rationally affect the economy 

and society of particular state must be based on particular principles in order to properly fulfill its functions, 

including social functions. 

Free time constitutes specific goods, as on one hand it is a substitute with respect to other goods when the individual 

makes a decision related to dividing the budget between free time and work. More free time is less time dedicated to 

work, which leads to less income and consumption. On the other side, when the decision related to structure of free 

time and work is made, free time becomes complementary with respect to goods that are consumed, since it is 

difficult to consume anything without free time. What would happen if the state imposed lump sum, income and 

consumption tax on free time as well? 

The aim of this paper is to present the possibilities of taxation of free time and to present the manner in which lump 

sum, income and consumption tax affect the social welfare. The research method that was used in the paper is 

literature studies and sources of the tax law in force. 

Keywords: tax, tax system, theory of optimal taxation 

 

1. INTRODUCTION 

 In the public finance theory two models of state may be found that optimize different functions of the goal, perceive 

that role of the tax system differently. The first model is based on institutional economy, especially in the public 

choice theory and assumes that the state maximizes its function of usefulness, limiting its general social needs, in 

this case the optimization model means maximization of fiscal influence on particular level of tax aversion of the 

society. The other model derives from welfare economics and assumes that the state is the spokesperson of the 

public interest, so it maximizes the function of social welfare which means optimization based on maximization of 

general social usefulness by the state with respect to particular fiscal incomes. 

If the source of income (usefulness) is free time, what is effective and fair way to tax it? 

 

2. TAX SYSTEM AND ITS FUNCTIONS  
 The taxi s unilateral, forced, chargé-free and non-equivalent and non-refundable monetary contribution for the 

benefit of the state or particular public association
50

. In classic theory of public finances, the only goal of tax is to 

cover public expenditures, which means that it should not affect the economy in any way. However, in reality, there 

is no tax that would not influence the behavior of economic entities or households both in social and economic area. 

Thus, apart from financial goal, the tax has also its economic and social purposes
51

. Along with a change of role of 

the public sector in the economy, functions of taxes have also evolved. Currently, the taxes are assigned many 

functions that may be divided into fiscal and non-fiscal functions. The oldest function of taxes is fiscal function, 
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according to which taxes are to provide the state and local governments with proper incomes to cover public 

expenditures, whereas the non-fiscal functions include the function of redistribution, stabilization allocation, and 

also social and information-control function
52

.  

Significant needs of the national budget may lead to increase of tax burdens, and as a result, to excessive fiscalism. 

This in turn may lead to limitation of economic activity or escape into the grey zone. In order to prevent excessive 

fiscalism, the legislator should determine the amount of tax so as not to bother the taxpayer, but rather to encourage 

him/her to business activity. Violation of source of tax means reduction of tax efficiency, and as a result, lower 

revenue for the budget. Raising the taxes constantly in order to increase the income for the budget is economically 

unjustified
53

. 

The tax system is understood as a set of tax existing in particular time and state, which constitute a cohesive 

whole
54

. The taxes differ from each other by object, subject of taxation and manner of collection, so the following 

taxes may be distinguished: revenue, income, estate and turnover tax, in Poland it is VAT and excise tax. 

From the moment they occurred, taxes were controversial subject, so it was necessary to formulate certain rules so 

that collection of the taxes would be as non-disturbing to the taxpayers and as harmless to the economic processes as 

possible, and at the same time as effective as possible and bringing the highest income possible for the state. The tax 

rules shall be understood as criteria that each tax system should met in its functions as imposed by the state. 

A. Smith was the first one to formulate the tax rules and it was the principle of certainty, convenience, cheapness  

and evenness of taxation. The principles by Smith were related to tax techniques, whereas later, D. Rivardo 

formulated the so called Edinburgh rule, according to which the income and material situation of each taxpayer 

before and after the tax is imposed, should not differ significantly. The postulate presented constitutes the beginning 

of the idea of tax neutrality. Similarly to Smith, J.S. Mill was the advocate of proportional taxation, and for him, the 

idea of evenness and justice of tax was based on equality of sacrifices made, whereas the contribution of each 

individual in covering the needs of the state should be equal. At the same time he stated that tax should be paid from 

the income that constitutes excess of particular level that guarantees the subsistence level. The issue of evenness and 

aiming at ideal fair taxation was perceived by A. Wagner and J.B. Say in a completely different way, who advocated 

the application of tax progression in the system, so the taxes would be assigned the social function. Also, according 

to F. Neumark, in the aspect of taxation, the optimum budget is the one that does not violate the boundaries 

(sources) of taxation, and at the same time, secures performance of crucial public tasks. Excessive increase of tax 

burden due to severe progression would result in resistance against payment of taxes and reduction of budget 

revenue. According to the concept of solvency of the taxpayer, the principles of fairness of taxation should be 

followed here, although the issues of what is fair and what is not is also a subject of many discussions and 

controversies
55

. 

 

3. ECONOMIC EFFECTIVENESS OF THE TAX SYSTEM 

 Economic effectiveness of the tax system stands in opposition to the postulate of social justice. The tax system is 

evaluated with the use of welfare function, due to which it is possible to select the most efficient, from the point of 

view of Pareto, tax system. 

In the structure of the tax system, there may be taxes that generate various losses in welfare (excess burden). Free 

time constitutes specific goods, since on one hand it is a substitute with respect to other goods, on the other hand, it 

may become complementary goods with respect to goods that are consumed. Tax instruments should be searched for 

that efficiently tax free time in an indirect manner. 

By using the fiscal policy as a factor that affects the activity of households and enterprises and shape of the 

conjuncture, the state may control the economy in order to achieve certain economic and social goals. Two model 

goals of the state, namely maximization of function of social welfare and maximization of tax revenue, meet these 

two mutually excluding limitations – namely the requirement of economic efficiency of the tax system and postulate 

of social justice that is performed with the use of redistribution of income for the benefit of the weakest social 
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groups
56

. Taxes cause income effects since they are mandatory contribution that reduces the income of taxpayers 

and substitutional effects related to change of relations of market prices on the side of the consumer and the 

manufacturer. On the other side, due to taxes that are imposed, there is a chance for fair, from the point of view of 

society division of income
57

. 

As and economic category, the classic definition of the allocation efficiency is Pareto balance. According to this 

concept, allocation of resources may be evaluated as increasing the social welfare, if such improvement occurs for 

all people in the population or if a situation of at least one person improves, whereas the situation of other people 

was not made worse. Optimum allocation of resources, according to Pareto, may be achieved with various options of 

initial equipment of consumers with final goods and services, and manufacturers with production factors. There may 

be a number of states of optimum efficiency of allocation
58

. Selection of socially approved option of allocation of 

effectiveness, so balance of the aspect of effectiveness with the aspect of justice takes place by summarizing all 

theoretically feasible states of optimality of Pareto with particular function of welfare that makes it possible to select 

such option of allocation of resources that remains in compliance with socially acceptable division ratio
59

. 

The tax practice shows that due to pressure of increasing expenditures of the state, new taxes are imposed and the 

existing are raised, whereas there are no actions related to optimization of taxes. The essence of optimization of the 

tax system is weighing the losses resulting from efficiency of taxes each time and comparing it with profits from 

justice due to introduction of any new tax. In theory of optimal taxation by F. Ramsey, the goal is to select such tax 

system that makes it possible, with given tax incomes, to maximize social welfare through minimization of 

redundant losses in welfare. Additional models of optimal taxation consider the limitations related to fairness of 

taxation
60

.  

In the structure of the tax system, there may be taxes that generate various losses in welfare (excess burden), so it is 

possible to divide taxes into neutral, namely taxes that do not change market prices, are natural with respect to 

market mechanisms and as a result, they provide only the income effect, not causing the substitutional effect. From 

the point of view of optimal taxation, they are perfect and referred to as first best solutions. Application of these 

solutions is only possible when the subjects of taxation are neutral with respect to the conflict between the economic 

effectiveness and social justice. The resulting taxes that generate excess burden are deforming taxes and constitute 

second best solution. The scale and scope of deformations may vary and may relate to various surfaces, and depend 

on the extent, to which the pressure from the side of social justice undermines the economic effectiveness
61

. 

 

4. TAX ON FREE TIME 

 The type of tax, so also the interruption of market mechanism may root from the basis of taxation, or in the tax 

tariff, or both. The deforming taxes cause changes in market mechanism on four planes: decisions related to 

structure of consumption, decisions related to selection between working time and free time, decisions related to 

selection between current and future consumption and decisions related to structure of production and structure of 

application of production factors. Decisions related to selection between the working time and free time most 

significantly interrupt income taxes from work – the higher the tax the lower the alternative cost of free time and the 

lower supply of labor, which generates unemployment
62

. 

Free time constitutes specific goods, as on one hand it is a substitute with respect to other goods when the individual 

makes a decision related to dividing the budget between free time and work. More free time is less time dedicated to 

work, which leads to less income and consumption. On the other side, when the decision related to structure of free 
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time and work is made, free time becomes complementary with respect to goods that are consumed, since it is 

difficult to consume anything without free time. What would happen if the state imposed lump sum, income and 

consumption tax on free time as well? Imposing the proportional tax leads to reduction of real wage, a consumer 

reaches the balance on the lower indifference curve compared to the situation when he/she does not pay taxes and 

with reduced working time. Tax Compared to tax proportionality, tax progression, giving the same income effect for 

the state, is less favorable both for the consumer and for the economy, since it generates higher unemployment. In 

case of progressive tax, in order to collect the same tax to the budget, new taxpayer balance is on lower indifference 

curve and with shorter working time. If we impose unified consumption tax on all goods and services, including the 

free time, it will turn out that it is not easy to tax it, and then the unified tax becomes differentiated tax that will tax 

only one of the goods – working time. Taxation with differentiated tax rate results with the same effect as in case of 

income tax.  There is equivalence of consumption tax on gods and tax on income from labor, and the real wages 

reduced to the same level, as in case of income tax, but as a result of increase of prices. However, in case of taxation 

with lump sum tax the consumer balance will be on the highest indifference curve and with higher employment than 

in case of consumption and income tax. This tax does not depend on consumption of goods, nor free time, and that is 

why it equally reduces the scope of both of these figures. There is no change in structure of selection of consumption 

and free time, no substitutional effects related to selection or additional losses in welfare occur
63

. What leads to the 

fact that the idea of first best taxes meets issues in practical use of these taxes? The main cause is lac of full 

information on observation of resources of initial provisions streams of current consumption, which makes it 

impossible to tax free time. The state has incomplete and asymmetrical information so in order to observe 

preferences, capabilities and resources of the taxpayers, it would have to rely on statements of consumers 

themselves or estimate them on the basis of indirect events, which would be related with another costs. This 

situation makes it impossible to determine proper bases for taxation in the lump sum tax and unified consumption 

tax in consideration of free time
64

. 

Search for optimal consumption tax rates is carried out with the assumption that free time remains untaxed which 

leads to change in relations of prices towards their reduction. Adjusting to new level of prices, the consumer 

increases the free time at the cost of labor time and reduces labor supply, income and consumption. F. Ramsey made 

an attempt to formulate principles of differentiation of taxes in conditions of inability to impose neutral tax. He 

developed a rule of reversed proportionality of tax rates with respect to flexibility, namely the goods for which the 

demand is least flexible with respect to prices, should be taxed by highest rates. The demand for these goods 

decreases only to some extent, and this explains the prices of alcohol, tobacco and oil. This rule implies conflict 

between efficiency and justice, since essential goods are characterized by price flexibility of demand, and the top 

shelf goods present higher flexibility. According to Ramsey, the essential goods should be taxed with higher rate
65

. 

The Ramsey rule conveys the message that if we consciously resign from first best taxes and effective allocation, we 

should search for such tax instruments that efficiently tax free time in indirect manner. The general principle of 

indirect taxation of free time is based on dependency between free time and consumed goods and may be of 

complementary, substitutional or neutral nature. The goods, consumption of which increases along with extension of 

free tie, should be taxed higher than goods, the consumption of which decreases. Goods that are neutral with respect 

to free time should be taxed with unified rates. The problem of such taxation of free time is difficulty to distinguish 

clearly complementary and substitutional goods with respect to free tie. In tax reality, typical reaction to taxation is, 

at first moment, change in consumption structure, and then potential adjustment of supply of labor and consumption 

of free time
66

. 

The idea of indirect taxation of free time was adopted by W.J. Corlett and D.C. Hague and proposed the formula of 

differentiation of tax rates that optimizes allocation of goods in situation when one of them is untaxed. In general, 

the rule states that among two goods, the one that should be taxed higher is the one that is more complementary with 

respect to free time and among the two goods that are substitutes of free time, the one that should be taxed less is the 

one that is a better substitute. They brought the economy to the model of three goods and determined the criterion of 
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division into goods that are complementary with respect to free time is compensated mixed flexibility of demand of 

particular goods with respect to price of free time (expressed by rate of wages, and being the alternative of working 

time), is below zero, substitutional if it is above zero and neutral if it equals zero. The tax system that is developed in 

accordance with Corlett-Hauge rule creates allocation of resources that is approximation of allocation as in case of 

first best taxes since it assumes that higher taxation of complementary goods that will lead to increase of supply of 

labor and consumption and raise usefulness of consumer to higher isoquant. In case of neutral goods, unified rates 

are optimal
67

. 

The Corlett-Hague rule was constructed for one consumer and in limited way, it proves successful in the model of 

many consumers. IF any goods are more complementary for the first consumer with respect to free time and other, 

according to the Corlett-Hague rule they should be taxed higher, but at the same time for the other consumer, the 

same goods are substitutes of free time such situation will lead to deterioration of situation of the other consumer 

and it is unacceptable from the point of view of Pareto optimum
68

. 

Taxation of income with second best taxes affects more fair shape of proportion of division and interest of their 

aspect of redistribution rather than allocation. Thus, it gladly uses progression for which the justification is the 

theory of sacrifice. Fair income tax tariff is the one that divides the resulting tax burden between the taxpayers in 

such manner that the sum of individual sacrifices is minimized. Assuming the decreasing peripheral usefulness, in 

case of fair tax this sum should equal zero and means balance of levels of individual net incomes. This goal may be 

achieves only with the use of progressive taxes. The theory of optimal taxation of incomes formulates the function 

of usefulness that depends not only on income but also on free time. It extends the scope of analysis by relations 

between tax tariff and supply of labor, and this way the aspect of allocation is considered as the determinant of 

optimal taxation. It searches for such solutions that minimize negative influence of tax progression on supply of 

labor, income, social welfare and tax influences. It considers deformation that results from tax  in the field of 

selection between working time and free time, substitutional effects related to it that are the source of excess burden 

which are the condition of social maximization of social function of welfare
69

. 

The consumption tax is considered the most efficient instrument of performance of goals of effective allocation 

rather than distribution when it is impossible to collect the lump sum tax. However, income taxes became main 

instrument of shaping fair proportions of division, and that is why their aspect of redistribution is more interesting 

than aspect of allocation. The income tax from labor interrupts the process of tie allocation, whereas the 

consumption tax, by differentiation of rates, makes it possible to indirectly tax free time, and thus it makes it 

possible for the consumer to get close to the state of effective balance in Pareto sense. Each tax system that is 

oriented on effectiveness may be also useful in the process of division. However, connecting effectiveness and 

justice requires application of opposite directions of taxation. From the point of view of effectiveness, the essential 

goods shall be taxed higher, and from the point of view justice, they should be taxed less. In turn, the top shelf 

goods, from the point of view of effectiveness, should be taxed higher, and from the point of view of justice, they 

should be taxed higher. This means that in the society where the preferences related to effectiveness and justice are 

balances, the best choice is even taxation of consumption. 

 

CONCLUSIONS 

 The taxes cause changes in market mechanism on four planes: decisions related to structure of consumption, 

decisions related to selection between working time and free time, decisions related to selection between current and 

future consumption and decisions related to structure of production and structure of application of production 

factors. Decisions related to selection between the working time and free time most significantly interrupt income 

taxes from work – the higher the tax the lower the alternative cost of free time and the lower supply of labor, which 

generates unemployment 

The tax practice shows that due to pressure of increasing expenditures of the state, new taxes are imposed and the 

existing are raised, whereas there are no actions related to optimization of taxes. The essence of optimization of the 

tax system is weighing the losses resulting from efficiency of taxes each time and comparing it with profits from 

justice due to introduction of any new tax. 
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The consumption tax is considered the most efficient instrument of performance of goals of effective allocation 

rather than distribution when it is impossible to collect the lump sum tax. However, income taxes became main 

instrument of shaping fair proportions of division, and that is why their aspect of redistribution is more interesting 

than aspect of allocation. The income tax from labor interrupts the process of tie allocation, whereas the 

consumption tax, by differentiation of rates, makes it possible to indirectly tax free time, and thus it makes it 

possible for the consumer to get close to the state of effective balance in Pareto sense. Each tax system that is 

oriented on effectiveness may be also useful in the process of division. However, connecting effectiveness and 

justice requires application of opposite directions of taxation. 
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