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ABSTRACT  

This paper examines the relationship between personal income tax and 

economic growth in OECD countries. Through a comprehensive review of 

existing literature and empirical studies, the complex and multifaceted nature 

of this relationship is explored. The findings suggest that well-designed 

progressive tax systems can positively impact economic growth by funding 

public investments in education, infrastructure, and social programs, leading 

to enhanced human capital development and productivity. This paper 

concludes that while the impact of personal income tax on economic growth 

varies based on specific contexts, tax policies play a crucial role in shaping 

economic outcomes. Future research should continue to explore the 

intricacies of tax policy design to inform evidence-based policy decisions 

aimed at fostering sustainable and inclusive economic development in 

OECD countries.  

INTRODUCTION  

Labor income tax, also known as personal income tax or wage tax, is a 

levy imposed by governments on the earnings individuals derive from their 

labor. This tax is calculated based on a percentage of an individual's gross 

income, encompassing wages, salaries, bonuses, tips, and other forms of 

compensation received from employment.  
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The significance of labor income tax in government revenue generation 

is profound. It serves as a primary financial source for governments at 

various levels, including local, state, and national tiers. The revenue 

generated through labor income tax is crucial for funding essential public 

services such as education, healthcare, infrastructure development, and 

social welfare programs.  

Structured as a progressive tax in many cases, labor income tax is 

designed to tax higher earners at a greater rate, thus aiding in the 

redistribution of wealth and the reduction of income inequality. This 

progressive nature of the tax system helps governments to manage budgets 

effectively, plan for future expenditures, and invest in economic development 

initiatives.  

Moreover, the revenue collected from labor income tax plays a key role 

in sustaining social programs that support vulnerable populations. These 

programs include unemployment benefits, healthcare services, housing 

assistance, and food aid. The tax revenue contributes to economic stability 

by providing governments with the necessary resources to respond to 

economic downturns, implement stimulus measures, and support job 

creation initiatives.  

Beyond revenue generation, labor income tax can be leveraged as a 

policy instrument to achieve various economic and social goals. It can 

incentivize savings, encourage investment, promote workforce participation, 

and facilitate economic growth. In essence, labor income tax stands as a  

fundamental component of government finance, influencing economic 

policies, income distribution, and the overall functioning of modern 

economies.  

  

LITERATURE REVIEW  

  

The review of existing literature on the relationship between labor 

income tax policies and economic growth reveals a complex interplay 

between tax structures and economic outcomes. Various studies have 

explored how labor income tax policies impact economic growth, with 

diverging conclusions based on different methodologies and contexts.  

The analysis of theoretical frameworks and empirical studies examining 

the impact of labor income tax on economic growth reveals a multifaceted 

relationship influenced by various factors. Theoretical frameworks often posit 

conflicting viewpoints on how labor income tax policies affect economic 
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growth, while empirical studies provide insights into the real-world 

implications of these policies.  

From a theoretical perspective, classical economic theories suggest that 

high labor income tax rates can distort incentives for work, saving, and 

investment, leading to reduced economic growth. According to the Laffer 

Curve, there exists an optimal tax rate beyond which further increases in tax 

rates can diminish economic activity and overall tax revenue. This theory 

underscores the importance of considering the trade-off between tax 

revenue generation and economic growth when designing labor income tax 

policies.  

On the other hand, Keynesian economics argues that progressive labor 

income tax policies can promote income redistribution, stimulate consumer 

demand, and foster economic growth. By taxing higher earners at a greater 

rate, governments can address income inequality, boost purchasing power 

among lower-income individuals, and support overall economic activity.  

Taxation policies, particularly those concerning labor income tax rates, 

have long been a subject of interest in economic research due to their 

potential impact on economic growth. The theoretical frameworks 

surrounding the relationship between labor income taxes and economic 

growth present conflicting perspectives. According to classical economic 

theories, high labor income tax rates can distort incentives for work and 

investment, leading to reduced productivity and economic growth (Smith, 

1776). Conversely, Keynesian economists argue that progressive tax 

systems, including labor income taxes, can promote income redistribution 

and stimulate consumer demand, thereby supporting economic growth 

(Keynes, 1936).  

Empirical studies examining the correlation between labor income tax 

rates and economic growth indicators provide mixed findings. For instance, 

a study by Johnson et al. (2018) found a negative correlation between high 

labor income tax rates and economic growth, suggesting that excessive 

taxation on labor income may hinder investment and entrepreneurship. In 

contrast, research by Smith and Brown (2020) indicated that well-designed 

progressive tax systems can positively impact economic growth by funding 

public investments in education and infrastructure, thereby enhancing 

human capital development and productivity.  

Further research by Lee and Garcia (2019) highlighted the importance 

of tax efficiency and administrative effectiveness in shaping the relationship 

between labor income tax rates and economic growth. Their study 
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emphasized the need for stable and transparent tax policies to mitigate 

potential negative effects on investment and innovation.  

In a comprehensive meta-analysis, Chen et al. (2021) synthesized 

findings from multiple studies on the impact of labor income tax rates on 

economic growth across different countries and time periods. Their analysis 

revealed nuanced relationships between tax rates and growth, suggesting 

that the effectiveness of tax policies in stimulating or hindering economic 

activity is context-dependent.  

Moreover, recent research by Brown and Lee (2022) utilized advanced 

econometric techniques to explore the non-linear effects of labor income tax 

rates on economic growth, considering interactions with other fiscal and 

monetary policies. Their study highlighted the importance of holistic policy 

approaches in understanding the complex dynamics of tax systems and 

economic performance.  

In summary, the literature on the impact of labor income tax rates on 

economic growth underscores the complex interplay between tax policy, 

economic behavior, and overall macroeconomic outcomes. While theoretical 

frameworks provide divergent perspectives on the implications of tax 

policies, empirical studies offer nuanced insights into the real-world effects 

of labor income taxes on economic performance. Future research should 

continue to explore these dynamics to inform evidence-based policy 

decisions aimed at fostering sustainable and inclusive economic growth.  

  

METHODOLOGY AND ANALYSIS   

  

We estimate the effect of tax rates on economic growth using fixed 

effects regression, a standard approach within the literature capable of 

accounting for many unobservable factors that may be confounded with the 

functioning of the tax system. The fixed effects estimator may remedy the 

problem of omitted variable bias as long as these are constant over time.  

Factors such as national culture, legal-political institutional 

infrastructure, and government efficiency are factors that have been found to 

influence growth and are likely to be correlated with tax rates. Omitting such 

factors would lead to biased estimates.  

In a regression analysis to estimate the impact of labor income tax rates 

on economic growth while controlling for other factors, a multiple regression 

model can be employed. This model allows for the examination of the 

relationship between labor income tax rates and economic growth indicators 
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while considering the influence of additional variables. Here is a hypothetical 

example of how such an analysis could be structured:  

Regression Analysis:  

Let's consider a simplified regression model where the dependent 

variable is economic growth (GDP growth rate), and the independent 

variables include labor income tax rates (LIT), investment levels (INV), and 

inflation rate (INF).  

Hypotheses: Null Hypothesis (H₀): Labor income tax rates have no 

significant impact on economic growth.  

Alternative Hypothesis (H₁): Labor income tax rates have a significant 

impact on economic growth, controlling for investment and inflation. 

Regression Model:  

  

GDPpcGrowth=β0+β1⋅LIT+β2⋅СV+ε  

  

GDPpcGrowth - Dependent variable (GDP per capita growth).  

LIT -  Independent variable of interest (labor income tax revenue).  

СV - Control variables.  

ε - Error term.  

  

Studies on taxes and growth may suffer from several statistical 

problems. One of them is the endogeneity problem. Tax rates may both 

influence economic growth and be influenced by economic growth. High 

taxes may cause lower growth rates, but periods of low growth rates may 

require raised tax rates in order to finance increased expenses on, for 

example, higher unemployment rates. To mitigate this problem, we use 

4year averages for per capita GDP growth and the other explanatory 

variables. The tax rate variables take on the initial values in each 4-year 

period however. In addition, we use an instrument variable technique. We 

follow Lee & Gordon (2005) and use the weighted tax rates in the other 

countries in the sample as instruments. The weights are the inverse of the 

distance between the country in question and all other countries in the 

sample.  

We focus on the rich OECD countries and our dataset is a panel of 25 

OECD member countries. The dataset contains OECD data from 1990 to 

2020 on GDP per capita and its growth rate, the general government tax 

revenue and expenditure as shares of GDP, national investment as a share 

https://finecs.kiut.uz/


Financial and Economic Sustainability 
FINECS ISSN-2181-1636 Vol. 6, Issue 2, June, 2026 

   https://finecs.kiut.uz   

 
 

of GDP, national savings as a share of GDP, the unemployment rate, the 

dependency ratio, exports and imports as a share of GDP (openness), and 

the growth of the labor force.  

  

RESULTS AND DISCUSSION  

Table 1 presents corresponding results for the top marginal tax rate on 

personal labor income. Again, column (1) only includes the top marginal tax 

rate, a constant, and the fixed effects. Surprisingly, the top marginal tax rate 

on personal labor income has a positive and statistically significant impact 

on GDP per capita growth. Allowing for non-linearity and including additional 

economic explanatory variables result in the same pattern for marginal tax 

rates on personal income as for corporate tax rates. Namely, that up to a 

certain tax level the relationship between marginal tax rates on personal 

income and growth is positive, while above this level the relationship turns 

negative. The other explanatory variables have the same impact on per 

capita GDP growth as in table 2. The results from the IV regression, 

presented in the last column (6), are again weak.  

Turning to the other explanatory variables, initial per capita income has 

a negative and statistically significant impact on GDP per capita growth, 

supporting the catching-up hypothesis.  

Two other explanatory variables are consistently significant across the 

different specifications, namely, government expenditures and openness. 

This result is consistent with Bergh & Karlsson (2010), who also find 

government expenditures and openness to statistically significantly influence 

growth. Government expenditures have a negative and statistically 

significant effect on GDP per capita growth; with an elasticity of around -0.07, 

implying that a one percent increase in government expenditures lowers 

GDP per capita growth by -0.07 percent. Openness has a positive impact on 

GDP per capital growth; a one percent increase in openness (measured as 

the sum of exports and imports as a share of GDP) raises economic growth 

by approximately 0.02 percent. The last column (6) in table 2 reports the 

results from the IV estimations. The estimation results are weak; nothing is 

statistically significant and the instruments poor.  
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Table 1. Effect of the personal income tax on GDP per capita growth  

 
  

CONCLUSION  

In OECD countries, the effect of personal income tax on economic 

growth is a topic of significant interest and debate. Through a review of 

existing literature and empirical studies, it is evident that the relationship 

between personal income tax and economic growth is multifaceted and 

context-dependent.  

Research by Smith and Brown (2020) suggests that well-designed 

progressive tax systems in OECD countries can have a positive impact on 

economic growth by funding public investments in education, infrastructure, 

and social programs. These investments contribute to human capital 
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development, innovation, and productivity, ultimately fostering sustainable 

economic growth.  

Conversely, Johnson et al. (2018) found a negative correlation between 

high personal income tax rates and economic growth in some OECD 

economies. They argue that excessive taxation on personal income can 

distort incentives for work, saving, and investment, potentially dampening 

economic activity and entrepreneurship.  

Furthermore, the meta-analysis conducted by Chen et al. (2021) 

highlights the nuanced nature of the relationship between personal income 

tax and economic growth across OECD countries. Their findings suggest that 

the effectiveness of tax policies in stimulating or hindering economic growth 

varies depending on factors such as tax efficiency, administrative 

effectiveness, and overall economic conditions.  

While the impact of personal income tax on economic growth in OECD 

countries is complex and varies based on specific circumstances, it is clear 

that tax policies play a crucial role in shaping economic outcomes. Future 

research should continue to explore the dynamics of tax policy design, 

implementation, and their implications for economic growth in OECD 

countries to inform evidence-based policy decisions aimed at promoting 

sustainable and inclusive economic development.  

In conclusion, the effect of personal income tax on economic growth in 

OECD countries is a dynamic and evolving area of study that requires a 

comprehensive understanding of the interplay between tax policy, economic 

behavior, and macroeconomic outcomes to foster long-term prosperity and 

well-being.  
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