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I ntroduction

An over-regulated tax system creates similar hindrances to business development to
those caused by a high taxation burden. The cost of compliance with tax regulations may take
the form of financial costs, due to the payment to consulting firms or employees, and time
costs, of the managers or business owners, who must spend a significant part of their working
hours dealing with tax issues. A complicated tax system also increases the cost of tax
administration for the government. Therefore, a number of countries address the issue of tax
deregulationintheir policy and introduce a tax system more adjusted to the needs of busi nesses.

Tax complexity has also become a problem in Central and Eastern Europe, despite the
fact that the tax systems in the region were formed only a few years ago. Regul ations i ntroduced
in these countries, which were transforming their economies, were at the beginning relatively
simple. Then, as the years went by, new regulations and executive instructions were added.
Flexible tools came into use, which were based on individual inter pretation of regulations
rather than explicit criteria. Tax systems in Central Europe started to suffer from a common
disease: growing bureaucracy syndrome. Therefore, three think tanks, Institute for Liberal
Studies from Slovakia, Institute for Market Economics from Bulgaria and Institute for
Private Enterprise and Democracy from Poland, decided to elaborate on the report on the
Needs for Deregulation of the Tax Systemin the respective countries. In our opinion, in order to
meet the chall enge of competition, transforming economies need:

Simplification of the tax system;

Evening of disparities between taxes paid by individual groups of taxpayers;

Restriction or elimination of the flexibility of decisions on tax issues;

Limitation of the tax allowances, exemptions and other exceptions to the rule of the
general character of the taxation system.

All these issues are addressed in our study. According to the three organi zations which
have prepared the report, there is a growing need for the reduction of the role of the state and
the adaptation of the tax system to the actual capabilities of the private sector. Only when
this is achieved, can the growth rate be increased and the economic relationships based on
partnership with Western countries be built. Cooperation with the business community may
facilitate the achievement of the above-mentioned objective. Therefore, our organizations
decided to base the assessment of the current situation and our recommendation for change on
the opinions of representatives of the business community.

Surveys conducted in the three countries showed that entrepreneurs support a reduction
in the number of tax rates. They also consider that the top rate should be a maximum of two
times higher than the minimum rate. Tax declarations should be simplified and the frequency of
submitting PIT declarations should be | ess frequent than now.

Problems with tax complexity are very strongly related to tax subsidies and tax reliefs,
which are included in tax systems to achieve selected economic objectives. Opinions on the
macroeconomic effects of tax relief are rather different in the three countries. There is a
relatively strong belief in the stimulating role of investment tax incentives in Bulgaria, whilein
Slovakia only less than 2 percent of entrepreneurs recognize the stimulating role of tax
exemptions and allowances. In Poland only one six to one-fifth of entrepreneurs find an



economic stimulation mechanism in tax relief. These results show that lifting investment tax
incentives is supported only in Poland and Slovakia.

Proposed amendments to the current tax system can be based on the experience of the
United States and Western Europe. Therefore we decided to include a brief presentation of the
tax systems of the USA, UK, Sweden, Italy, Switzerland and Germany. We included the
countries that have successfully deregulated their tax systems, as well as countries like
Germany, which have made an attempt at tax reform but have not succeeded yet. All these
experiences are useful for discussion in Central and Eastern Europe. We hope that our report
will start a debate on the most appropriate tax systems for countries in our region.



1. Basic Features of the Tax System in Slovakia, Bulgaria and Poland

Tax systems in Slovakia, Bulgaria and Poland differ, and comparative study of these
systems would be difficult to understand without a presentation of the basic characteristics of
the tax systems in the respective countries. We do not intend to present in-depth analysis of
taxes in the three countries, but to focus only on basic issues.

1.1. M ain Characteristics of the Slovakian Tax System

The present structure of the tax system was introduced in the Slovak economy through a
tax reform on January 1, 1993. Its basic components are:

direct taxes:

income taxes (personal income tax and corporate income tax);

real estate tax (tax onland, tax on buildings, real estate transfer tax, inheritance tax, gift tax,
road tax); and

indirect taxes:

P value-added tax (universal tax on consumption);

selective excise duties,

tax on international trade and transactions.

T T -
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. Characteristics of personal and corporate income taxes:

Personal income tax is a general income tax levied on individuals with permanent
residence in the Slovak Republic. The tax covers all forms of income earned by private
individuals; i.e., income from contingent activity and employment, income from business
activity or other independent income-earning activities, income from capital gains, rent income,
and other income. According to the Law, the PIT construction is progressive, with five tax
rates, ranging from 15 percent to 42 percent. Corporate income tax is levied on all legal entities
with a registered office in the Slovak Republic (with some exceptions; e.g., National Bank of
Slovakia), with a common tax rate of 40 percent.

Regarding the characterization of the economic impact of the tax system, it is important
to note how the deviations from and/or exemptions to the general tax law are solved, and in
which areas they are concentrated.

In the case of the tax on personal income, the following items are exempt from taxation:

interest on forei gn-currency deposits;
interest on home savings deposits, including that on state premium.

With regard to special tax rates, from the point of view of economic policy, mainly the
application of the 15% rate is important:

1 Income Tax Act No. 286/1992 Zb. with subsequent amendments.



on interest, premiums, and other income from savings deposits on passbooks, certificates
of deposit, and similar deposits, shares and temporary bonds, yields on bonds,
parti cipation certificates, certificates of deposits, and similar deposits; and

on dividends fromthe earnings of limited liability companies and limited partnerships.

In general, the law on the taxation of personal and corporate income can be eval uated as
comparable to similar laws in advanced market economies. At the same time, we must state that
some aspects of taxation are not adequately covered by this law, some provisions are out of
date and need amendment, and the law contains some di storting provisions.

The law on the taxation of personal and corporate income supports both savings and investment,
but contains no provisions designed to support job creation. The support for savings is laid
downin the law in the form of a reduced tax rate on income from capital gains (special rate on
savings deposits, tax exemption for yields on shares held for more than a year, etc.). However,
the law does not provide enough support for collective investment, which is the institution most
supporting people’ s propensity to save.

In addition, it is necessary to state that the law does not contain provisions for the support of
long-term saving in other forms, and/or in other financial products. These products are usually
savings for the purchase of a home and for ol d-age insurance (pension funds, additional old-age
insurance). In the case of home savings, the law provides a tax exemption for interest on such
deposits (including state premiums).

In its present shape, the law contains several instruments for the support of investment
(in the form of tax concessions and mechanisms for the depreciation of tangible and intangible
fixed assets). Thefirst is the institution of the so-called tax credit. This product was designed to
support the start-up of small businesses. In practice, however, it has no effect, for several
reasons. One of most important is the fact that the possibility of reduction does not apply to
contributions to insurance funds, which are calculated on the basis of the full tax base (not
reduced by the tax law).

The next provision designed to support investment is a tax exemption for income earned
through a reduction in the purchasing price of privatized assets (Article 19, letter p). This
provision deforms the structure of the law by giving preference to a certain group of business
entities. Therefore, the provision should be amended by accepting a more general formulation
for the support of investment.

With regard to the support of investment through depreciation of fixed assets, the present
law on the taxation of personal and corporate income divides tangible and intangibl e assets into
five groups, with a period of depreciation ranging from 4 to 50 years, while the taxpayer can
choose between linear and accel erated depreci ation. The mechanism of depreciation should act
in support of investment and innovation. In the present law, however, the effects of depreciation
are largely lost. The following problems arise:

First, the value of SK 10 thousand is still used as the criterion for the inclusion of a
tangible asset or right in fixed assets. This limit, which prevailed during the period before
1989, is aready non-functional. Secondly, the minimum period of depreciation under the
provisions of this law is four years. In the case of some products, even four years is a long
period.

Severa deforming provisions got into the law as a result of the pressure of trade unions:



contributions to the socia insurance fund in the amount of a minimum of 0.6 percent of
the actual payroll;

contributions from employers to the travel expenses of some groups of empl oyees,

meal contributions paid by employers, in the amount of 55 percent of the price of the
meal;

contributions from empl oyers to voluntary additional pension insurance, in the amount of
3 percent of the payroll.

These provisions were adopted under pressure from trade unions after the cancellation
of some subsidies and allowances financed from the state budget (e.g. for transport). However,
these types of social expenses should be the subject of collective negotiations and incorporated
into coll ective agreements.

. Real estate taxes

Real estate taxes include road tax, real estate tax (tax onland and buildings), inheritance
tax, gift tax, and real estate transfer tax. Within the Slovakian tax system, real estate taxes are
construed in a way similar to that in advanced market economies. With regard to the business
environment and its impact on the entrepreneurial sector, real estate taxes do not represent a
serious problem. In spite of this, there are numerous deformations inthis area:

the real estate transfer tax was originaly designed (like the inheritance tax and the
donation tax) as a one-time tax replacing notary charges. At present, however, its
implementation is hindered by the building of real estate for sale (e.g. housing
construction). For the support of the real estate market, and the indirect support of
investment shares, it is necessary to consider the possibility of a substantial reduction in
this tax, and/or its limitation to the non-commercial transfer of property;

in agriculture, real estate tax (on land and buildings) is levied only on transfer of
property,

in the case of the road tax, the tax burden appears to be disproporti onately high on trucks,
trailers, and saddle trailers, complicating the financial situation of private transporters.
The amount of the road tax should be reconsidered for these cases.

. Indirect taxes

The nucleus of the system of indirect taxes is the Value Added Tax. It is designed as tax
on consumption, levied by means of the invoicing method. From the point of view of taxpayers
(i.e. corporate entities), the main problem— under the conditions of the Slovakian economy —
arises from the administratively demanding i mplementation of the value-added tax; namely, the
mechanism of advance payment, in which the entrepreneur in fact provides credit to the state
budget for 30 days.

The basic VAT rate has been set at 23 percent; selected types of goods are subject to
reduced VAT (6 percent). The reduced rate is applied mainly to food-related goods, health
care, and some other types of goods. Slovakia sbasic VAT rate at the level of 23 percent is one
of the highest in Europe.



1.2. Basic Features of the Bulgarian Tax System

The Bulgarian tax systemis to a great extent in line with European standards. Taxes are
levied on income — both personal and corporate, consumption, and property. The mgjor
principle in Bulgarian tax legislation is territorial taxation; i.e., al incomes realized on
Bulgarian territory are taxed. Both direct and indirect taxes are applied. A value added tax of
18 percent was introduced in April 1994. Since July 1996, the VAT rateis 22 percent.

The major principles introduced with the new set of tax laws up to 1998 are: neutrality
(lack of tax exemptions and reliefs), yearly taxation of income and property, self-taxation (every
taxpayer declares his obligation to the state himself), and a tendency toward decreased
differentiation in rates. Subject to taxation are both local and foreign persons, the latter taxable
only for incomesin Bulgaria.

Stability and Predictability of Tax L egisation

Since the beginning of economic reforms, tax |egislation has been changed due to short-
term, mainly fiscal reasons. Regulations were often changed several times in a year, or even
retroactively. Due to the overall macroeconomic instability in the last years the tax laws were
adjusted to the short-term conditions in the country; i.e., inflation, budget deficit, etc. Taxes
often turned into a residual value — tax levels and procedures were adjusted to the figures on
the expenditure side, which of course were quite flexible. Another major characteristic of all
Bulgarian tax laws is their imprecise nature. Being complicated and imprecise, laws are
accompanied by so called "implementation rules,” which clarify or eveninterpret the laws.

A. Thenew CIT Law

The basic tendency in corporate taxation is the abolishment of tax exemptions and
reliefs. Corporations are taxed with a 10 percent municipality tax and a 30 or 20 percent central
budget tax on the remaining part of the taxabl e profit. The criterion for the above differentiation
is the level of annual profit for taxation, with a cut-off point of BGL 50 million. Income on
government securities and interest on bank deposits are not taxed for local persons. However,
foreign persons are taxed 15 percent of such incomes. Dividends and other capital incomes are
taxed by 15 percent when they are distributed. There are no tax allowances on investment
purchases, and depreciation is deemed as expenditure only in a scope defined in the Profit Tax
Law. Also, risk provisions on receivables are taxed by 30 percent. Tax declarations are
submitted once a year. However, companies pay monthly advance install ments, calculated on
the basis of 1/12 of their previous year’ s profit. Overpaid tax is not refunded.

Compared to the previous law, which was in place until the end of 1997, the new
legislation is rather neutral and restrictive. The only relief is provided to those who employ
disabled people. However, this was not accompanied by a respective decrease in nominal tax
rates.

Lump taxation

A certain group of corporations and sole proprietorships is subject to the so-called
"lump taxation." Companies with annual turnover of less than BGL 75 million and engaged in
certain fields of activity, such as accommodation and hotel business, restaurant business, retail
trading, a number of handicrafts (tailors, hairdressers, plumbers, carpenters, etc.), are obliged



to pay an annual fixed tax. The whole list of activities is explicitly detailed in the Law on
Personal Income Taxation.

The arguments of the government for the introduction of lump taxes were mainly
connected with the inefficiency of the tax administration.

B. Personal 1 ncome Taxation

The Bulgarian personal income tax is based on the domicile principle. Local persons
are taxable for their worldwide income, while foreign persons are taxed on income derived in
Bulgaria. Local persons, once taxed abroad, may retrieve the tax paid on income in the other
country up the limit of their obligation according to the Bulgarian legislation.

The new income taxation systemis rather neutral, with no or very few incentives.

Personal income taxation is based on the annual cal culation of gross income received.
Monthly advance payments are applied to wage-earners, and a 15-percent advance install ment
for al others, once the accumulated income exceeds the tax-exempt level. Overpaid taxes are
not refunded after the end of the year, unless on income received under alabor contract.

Gross income for taxation includes income derived from wages, activities as a sole
proprietor, handicrafts, services, "free-lance" professional fees, copyright remunerations, rent
or other incomes, not explicitly mentioned as "exempt income." Non-taxed incomes are:
pensions, scholarships, interest on bank deposits and government securities, dividends already
taxed at the source, and inherited income (local inheritance tax is due, however).

Though the number of tax rates applied is only four (20%, 26%, 32% and 40%), the
ratio between the maxi mum and minimums tax rate is 2:1. Tax exempt income is up to DEM 50
monthly, and the maximum tax rate i s applied to income exceeding DEM 1,280 monthly.

C. Taxes on property

Real estate, as in most countries worldwide, is subject to taxation in Bulgaria. The new
improvement in 1997 was the change in the philosophy behind this tax: it had previously been
based on the assumption that one should carry the "burden” and the obligations that go hand-in-
hand with wealth. The idea that only well-to-do people would be able to possess, in the general
meaning of the term, is quite unusual in Bulgaria; 85 percent of Bulgarian citizens own their
dwelling, which means that the base of discontent embodies nearly the whol e popul ation.

D. Value Added Tax and Excise Duties

A value added tax of 18 percent was introduced in April 1994. In July 1996, the rate
was increased to 22 percent, mainly due to fiscal problems and pressure from the IMF. The
indirect taxation system is relatively simple and harmonized with EU legislation (Sixth VAT
Directive). There exist only two rates: 22 percent and O percent, for exports. Effective from
January 1, 1998, new regul ations on registration and tax refunds have been install ed.

The mgjor characteristics of the current VAT regulations are: VAT refunds can only be
claimed by those registered under the VAT Law, and the registration threshold is a 12-month
turnover exceeding DEM 75,000 (DEM 50,000 for exporters); tax declarations and tax



payments are made monthly, while VAT is refunded only after a six-month compensation, with
tax obligations that will arise during that period (45 days for exporters); financial, insurance,
health care, legal and educational services, sale of enterprises as a whole, betting and
gambling, and rent, are not subject to VAT taxation.

Three mgjor problems stemming from the current VAT regul ations can be di sti ngui shed:
first, the abolishment of the “ volunteer registration” for small companies, which from now on
would not be able to be refunded VAT paid on inputs; second, the period of the VAT refund is
quite long, and thus entrepreneurs lend a credit to the state; and third, the nominal rate of 22
percent is unacceptabl e.

Excise duties are levied on spirits, tobacco, gambling business and other [uxury goods,
generally promoting reasonable consumption and creating negative incentives for the
consumption of harmful products.

The tax reform - what did it change?

Various interpretations of what the economic consequences of the tax reform might be
can be made. It introduced neutrality, more simplicity, and decreases the opportunities for tax
evasion. Even more, for the first time in years, the tax laws to a great extent correspond to one
another. But there still remain a number of unsolved problems: nominal tax rates are unbearably
high; only VAT regulations provide for tax refunds, which itself is complicated and rather slow;
and the introduction of neutrality was not accompanied by a respective decrease in tax levels,
thus inspiring moods agai nst the principle of the reform.

1.3. The M ost Important Features of the Polish Tax System

The Polish tax system is composed of state taxes and local taxes. State taxes provide
more than 95 percent of total tax income. The main elements of the state taxes are: Personal
Income tax (PIT), Corporate Income Tax (CIT) and Value Added Tax. Apart from regular taxes,
there are excise taxes imposed on gasoline, alcoholic beverages and tobacco products. Local
taxes include: real estate tax, agricultural land tax, and a tax for dog owners. According to the
Main Statistical Office, in 1995 PIT contributed 27.5% of the budgetary incomes, 23.8% came
from VAT, 14.3% from excise taxes, and 10,8% from CIT (Statistical Yearbook 1995, p.497).
In the following years a tendency to increase indirect taxes and decrease direct taxes was
observed.

A. Value Added Tax

The most important state tax is at present VAT. VAT is paid only by enterprises with
annual sales over PLN 80,000, or by enterprises with sales below 80,000 that want to pay
VAT. Registration of VAT sales is done by electronic cash desks (for enterprises with sales
over PLN 200,000 a year) or manually (the rest of the enterprises).

In Poland in 1998 there are five VAT rates: O percent for exports, 7 percent for food,
children’ s clothing, toys, medicines, construction, tourist services and some others, 12 and 17

2 A list of eight goods, such as bread, milk, water, medicaments, etc. are exempt from VAT until July 1, 2001.
The level of VAT due onreal estate deals is the difference between the 22% deduction and a local tax, defined
inthe Local Taxes and Fees Law.



percent temporary rates for some energy products, and a basic 22 percent rate for everything
else. Some products and services are exempt from VAT agriculture, health services,
educational services and non-processed food products.

The most important VAT problems are related to the very complicated system of
qualifying goods for different rates, the questionable system of refunding VAT to exporters and
other firms, and the discretionary policy of the fiscal authoritiesin relation to taxpayers claims.

B. Personal | ncome Tax

Personal Income Tax lost a lot of its importance for the economy in the second part of
the nineties. The first reason is the legislative mess caused by finance ministry errors. In 1995
the changes in PIT were adopted too |ate by the parliament, and the government was not able to
protect the tax system from discretionary "gift" allowances. In Poland a part of income (up to 15
percent) could be excluded from the tax base when it was devoted to charitable activities.
However, there were no detailed regul ations on who could benefit from charitable activities or
how to prove expenditures. As a result taxpayers declared charitable support for their fathers,
grandmothers, uncles, children and friends. About half of taxpayers used this kind of allowance
in 1995 and 1996. Thus, in those years taxpayers decided themselves which rate was
applicable to them.

The second reason for the decreasing role of PIT is the fact of reduced rates in the last
years. In 1992 initial rates were 20, 30 and 40 percent; in 1994 they had risen up to 21, 33 ad
45 percent, and starting in 1996 they were gradually reduced to the level of 18, 30 and 40
percent by 1998. The effective tax rate of PIT was never higher than 18 percent, due to the many
allowances (at present it is about 16 percent). Therefore, the thinking of millions taxpayers was
directed at activities which allowed them to receive tax relief. An interesting curiosity is the
fact that in 1995 it was possible to exclude from the tax base expenditures for video cassette
recorders, under the condition that they were to be used for professional purposes. From 1996
the tendency of reducing PIT rates has been accompanied with the tendency to reduce tax
allowances. The general opinionisthat PIT proved to be more friendly to taxpayers that it was
expected to be at the beginning. The most important PIT problems concern: the simplification of
PIT reporting, and the reducti on of rates and tax allowances.

C. Corporate Income Tax

Corporate income tax (CIT) was never considered to be a serious problem by
enterprises in Poland. It was imposed in early eighties, when central planning was the major
system of running the economy. This tax was very stable (40 percent), with allowances for
investment and export activities. In 1997 it was reduced to 38 percent and in 1998 to 36
percent. It is planned to reduce this tax to 32 percent by the year 2000.

It is very important to underline that stock exchange capital gains are not taxed in
Poland. Dividends from corporations are taxed at a flat rate of 20 percent.

D. Local taxes

Local taxes never played an important role in the Polish tax system. The most i mportant
element of local taxes, a transportation tax, was lifted in 1998, and included to the excise tax for
gasoline. Before 1998 car owners were obliged to pay a tax differentiated on the cubic size of



their cars engines. This tax caused the most taxpayer protests and finally was abolished in
1998. Within 2-3 years a reform in the real estate tax is expected. The amount of this tax will
not depend on the size but on the value of the real estate. This change is planned for the year
2000.

E. Tax procedures

One of the most important problems of the Polish tax systemis a lack of stability. Tax
regulations are changing every year. Some tax regulations in the nineties were introduced in
violation of the legal rule lex retro non agit (they came in force before they were accepted by
the parliament). This caused protests by taxpayers. Finally the constitutional court stated that tax
changes should not destroy confidence in the state of law and ordered the legislature to
announce changes at |east 30 days before their implementation.

Another important problem of fiscal procedure is the discretionary policy of tax offices.
A lot of tax regulations are not precise, and this allows fiscal offices to provide their own
interpretation of legal regulations. Such "opinions" are afterwards considered a source of law.
Of course, entrepreneurs and taxpayers are fighting against this practice.

Fiscal policy perspectivesfor the nearest future

The year 1998 brings some new chances for the deregul ation of the tax systemin Poland.
The new government declared its support for the simplification of the tax system, especially the
reporting requirements. Something which can destroy the logic of the system is a proposal by
part of the governing coalition to introduce some new family allowances (child-related
allowances). In 1998 the system seems to be stable. Greater changes are expected for 1999.

2. Deregulation Needsin Central and Eastern Europe

Comparative Study of Slovakia, Bulgaria and Poland

Introduction

The gradual introduction of democracy in Central European countries brought the need for
change to the taxati on system for the private sector, based on the experience of Western
countries. Presently all three countries analyzed in the report have modern systems based on
VAT tax, aswell as personal and corporate income taxes. However, the introducti on of the
modern system did not reduce the problem of the i mplementation of tax regul ations. Some of
these problems are common to the majority of countries in the region. One of the most important
is the growing role of bureaucracy. In many cases tax administration in Poland, Slovakia or
Bulgariain practice creates the tax regulations. The possibilities for individual interpretation of
tax regul ations by tax officers are enormous. Commentaries and expl anati ons produced by the
Ministries of Finance or Tax Offices are treated as law, despite the fact that someti mes these
explanations are not in line with the law, as accepted by the parliament.

Discretionary treatment of the busi ness community by the tax administration is combined with
high tax burden. VAT tax oscill ates between 22-23 percent. Income taxes reach 40 percentin
Poland and Bulgaria, and 42 percent in Slovakia. The maximumrate is paid for relatively low
income. Also, tax procedures are complicated and consume a significant amount of work.
Frequent changes to tax regul ations, obscure laws and the generally low quality of the laws



2.1.

make the taxpayers’ position very difficult vis avis tax administration. The position of different
groups of taxpayersisrelated also to their legal status. Corporations pay different income taxes
than unincorporated businesses. Relatively high taxation level s and the complication of the tax
procedures result in abroad informal sector and tax avoidance.

The similarity of the basic problems of the business community in Central and East Europe
incline the three institutes in Poland, Slovakia and Bulgaria to anal yze the need for deregulation
of the tax systemin these countries. The entrepreneurs  survey on the preferences to deregul ate

the tax system took place at the end of 1997. The methodol ogy of the survey was described in
each country report. Here we compare the results of the three surveys.

Personal Income Tax (PIT)

2.1.1. Number of PIT Rates and Dispersion Range

In the survey the entrepreneurs were asked whether the number of PIT rates should increase,
decrease or remain unchanged. The replies areincluded in Table 1.

Table 1 Entrepreneurs  Preferences on the Number of PIT Rates

Bulgaria Slovakia Poland
Preferred Solution % Preferred Solution % Preferred Solution %

Increase number of 12.2 | Increase number of tax 11.8
tax ratesto 7 or 8 ratesto 5

Remainpresent 7 rates | 29.7 | Remain present 6 317 |Remainpresent3rates | 37.3
rates

Reduce number of tax 18.8 | Reduce number of 29.3 | Reduce number of tax 34.3

ratesto 2 tax rates to 2 (basic ratesto 2 (basic rate
rate and increased and increased rate for
rate for very high very high incomes)
incomes)

Reduce number of tax 25.7 | Reduce number of 14.6

ratesto 5 tax ratesto4 or 5

Introduce flat rate 25.7 |Introduce flat rate 12.2 |Introduce flat rate 16.6

Source: Survey

The number of PIT rates differsin the three countries, fromthree tax rates in Poland to sevenin
Bulgariain 1997 and six in Slovakia. The attitude of entrepreneurs seems to be related to their
previous experience with the changes to the tax system. The most important issue is the level of
tax rates. If a decrease in the number of tax rates is combined with anincrease in the tax burden,
busi nesses prefer to keep the numerous tax rates and pay lower taxes. Reduction of the PIT rates
in Bulgaria s in 1998 was combined with an increase of the taxation burden for taxpayers with
average and high incomes. Therefore, in this country support for the further scaling down of the
tax rate to two basic rates is relatively low. In Poland and Slovakia, around athird of the

busi nesses would prefer to have the tax system based on two basic rates: the first for low and
average incomes and the second for very high incomes. Cross-tabulations in the Bulgarian
survey, however, prove that those 25 percent who support linear taxation are strongly motivated
and al so propose the abolishment of tax incentives and relief.

3 1n 1998, the number of tax rates in Bul garia was reduced from seven to four.




According to the above-presented data, a majority of entrepreneursin Central and Eastern
Europe support a reduction in the number of tax rates. However, if we exclude the
entrepreneurs who support the idea of five tax rates in Bulgaria and compare only the data
related to the reduction of the number of rates in 1998, we would be able to observe similar
support for areduction to half of the tax rates in the three countries, ranging between 45 and 56
percent. It shows that about half of the entrepreneurs would prefer to reduce the number of tax
rates.

Apart from the problem of the number of PIT rates, the dispersion range seems to be avery
important issue. Experts dealing with tax systems modeling mai ntai n that a di spersion between
the lowest and highest rate above a factor of two does not promote fiscal honesty. The
preferences of the surveyed busi nessmen on the optimal level of tax dispersion are presented in
the following table.

Table 2
Optimal Dispersion between the Lowest and Highest PIT Rates
Bulgaria Slovakia Poland

DispersionRange| % Dispersion Range % Dispersion Range %
Upto25 28.7 |25 18 [2.50 16
2.14 59 [3-4 154 |(2.14 14
2 228 |2 385 |2 45
1.66 24.8 |1.66 10.3 [1.66 13
1 178 |1 154 |1 12

Source: Survey

The data included in the above table show that majority of entrepreneurs in the three countries
consider that the top rate should be a maxi mum of two times higher than the minimum rate.
Dispersion of two or lower was considered as optimal by 65 percent of interviewed businesses
in Bulgaria, 64 percent in Slovakia and 70 percent in Poland. The average preference for PIT
rate dispersiorns was 1.95 in Poland, 2. 0 in Slovakiaand 1.88 in Bulgaria. The results are close
totwo inall countries. However, the strongest need for alow progression can be observed in
Bulgaria.

2.1.2. Maximum PIT Rates

The surveyed entrepreneurs propose the establishment of a marginal tax rate at a significantly
higher level than at present. More than 2/3 of those surveyed maintain that the marginal rate
should start fromalevel equivalent to 5-10 average incomes. The entrepreneurs’ opinions are
presented in the following table.

Table3
Preferred Starting Point of the Marginal Tax Rate
Preferred Starting Point of the Marginal PIT Percentage of respondents
Rate
Bulgaria Slovakia Poland

2 X average income 10 - 8.4
3 X average income 11 - 21.1
5 x average income 24 23.1 37.9

4 The average preference of the PIT rates dispersion was obtai ned by multi plying percentages of respondents by
preferred dispersion.



7 X average income 18 7.7 17.9

10 x average income 37 48.7 14.7

20 x average income - 12.8 -
Source: Survey

Using the rule described in the above paragraph, the average preferred start level of the
marginal PIT rate was estimated. It amounts to 5.42 times the average income in Poland, 6.69 in
Bulgariaand 9.12 in Slovakia. This result shows that the maximum PIT rate should start at the
level of at least six average incomes. In Slovakia there is strong support for setting up a

maxi mum tax rate at the very high level of 10 average incomes.

The entrepreneurs were also invited to indicate their preferred minimum and maximum PIT
rates. On the average they stated:

Table4

Minimum and Maximum PIT Rates

Min/max PIT rates Bulgaria Slovakia Poland
minimum PIT rate 16.7% 11.64% 13.7%
maximum PIT rate 26.67% 34.58% 30.4%
Source: Survey

In comparison to the maxi mum 40-42 percent and minimum 20 percent rates in 1998, the
differences seem quite large. Entrepreneurs in Bulgaria, Slovakia and Poland prefer a decrease
in both the starting rate and the top rate. The maximum rate should be about 30 percent, although
in Slovakia busi nesses would accept a higher rate, at alevel of around 35 percent. Presently
Slovakia has the highest marginal rate, and probably business people do not see the possibility
to decrease it by more than 10 points.

Most of those surveyed consider that the present marginal PIT rates discourage honesty in tax
declarations. Therefore, entrepreneurs take steps to decrease the amount of reported income.
Thanks to these efforts, they pay significantly lower taxes. The surveyed entrepreneurs in the
three countries were asked to estimate “ savings on taxes.” The results of the research are
presented in Table 5.

Table5

Estimations on Tax Avoidance by Taxpayers at the Maxi mum Rate

Amount of Marginal Tax Percentage of respondents
taxpayers avoid paying ... Bulgaria Slovakia Poland
80-100% of due PIT 3.1 16 6.9
50-80% of due PIT 16.5 27 30.7
30-50% of due PIT 41.2 40.5 48.5
10-30% of due PIT 25.8 13.5 10.9
10% of due PIT 134 3 3.0
Source: Survey

To estimate the average tax avoi dance range, the percentages of respondents were multiplied by
averages of range brackets. The result was 47.9 percent for Poland, 32.4 percent for Bulgaria
and 37.6 percent for Slovakia. The differences in the three countries are significant, althoughin
all countries the level of tax avoidance is relatively high. Accordingly to the opinion of the
entrepreneurs, marginal taxpayers avoid paying between 30 and 50 percent of their taxes.




The received results show that according to the business community keeping marginal PIT rates
at ahighlevel (40-42%) does not produce sati sfactory tax inflows. Of course these results can
only be considered as estimations. It' s also important to underline that entrepreneurs tend to
present their opinions in amore negative way than things are inreality. However, these data
show that high rates don’ t lead to high PIT inflows.

2.1.3. Differentiation of PIT according to Different Income Sources

In Slovakia and Poland the mgjority of those entrepreneurs surveyed prefer to maintain the
present differentiation of income taxati on according to different income sources. This opinion
was expressed by 56 percent of Slovaks and 60 percent of Poles. In Bulgariathe situationis
different, mainly because of the lack of any differentiation (only T-Bill yields and interest on
deposits in banks are tax exempt). Probably this is the reason for the mgjority of the
entrepreneurs to demand differentiated i ncome taxation. About 70-72 percent of respondents
would prefer the introduction of such differentiation. The highest support for tax differentiation
might be explained by the relatively neutral tax regulations in the country at present — asarule,
entrepreneurs always criticize the current tax system.

Business people in Central Europe consider having different rates of taxation for capital gains,
personal incomes and agricultural incomes to be relevant. Inthe majority was a group which
sees benefits in the present regul ations and accepts a more complicated tax payment procedure.
About 30-40 percent of those surveyed consider it better to simplify regulations and introduce
uniform taxati on for incomes from different sources.

2.1.4. Smplification of Tax Procedures for Very Small Firms

Depending on the existing simplicity levels inthe different countries, 64 percent of
entrepreneurs in Bulgaria, 87 percent in Slovakia and 74 percent in Poland said that very small
firms with low sales should be taxed by |lump sumtaxes. In relation to very low incomes (not
exceeding minimumwage), the entrepreneurs proposed that they not have to submit an annual
PIT declaration. These entrepreneurs considered that people with very low income should not
pay advance tax payments. Most of the entrepreneurs thought that annual tax declarations should
be shortened, and limited to a maxi mum of two pages (56 percent in Bulgaria, 78 percentin
Slovakia and 64 percent in Poland).

2.1.5. Apparent Losses and Price Transfers to Firms with Tax Exemptions and I ncentives

It seems to be an interesting observation that a lot of firms submitting tax declarations to Tax
Offices report permanent losses. They do this thanks to different prices and cost maneuvers. A
lot of them do not declare all of their incomes and profits. The entrepreneurs surveyed
considered that situations of producing permanent |osses are rather impossible in longer
periods. This opinion was expressed by 35 percent of Bulgarian businesses, 41 percent of
businesses in Slovakia and 51 percent in Poland. At the same time, 33 percent in Bulgaria, 46
percent in Slovakia and 29 percent in Poland stated that this situation is absol utely impossible
inlonger periods. These answers are proof of entrepreneurs’ decreasi ng acceptance for
permanently hiding incomes. The entrepreneurs in Poland are more hesitant in expressing their
opinion.

The surveyed entrepreneurs were al so asked what the frequency and range of income
transferring is to firms with tax exemptions or incentives. The results of the research are
presented in the table bel ow.



Table 6
Frequency and Range of Income Transferring to Firms with Tax Exemptions and Relief

Frequency and Range of Income Transferring to Firms with Tax Percentage of respondents
Exemptions or Relief is ... Bulgaria | Slovakia| Poland
Common (touches 80-100% of firms with tax exemptions or 11.9 10.8 7.2
relief)

Very frequent (touches 50-80% of firms with tax exemptions or 10.9 35.1 175
relief)

Quite frequent (touches 30-50% of firms with tax exemptions or 33.7 27 41.2
relief)

Moderate (touches 10-30% of firms with tax exemptions or 14.9 21.6 21.6
relief)

Rare (touches up to 10% of firms with tax exemptions or relief) 21.8 54 12.5

Source: Survey

The result shows that according to business peopl e about 50 percent of the firms who are
eligible for tax exemptions or relief are atarget for transfer pricing. More precise esti mations
show that transfer pricing touches 39.3 percent of firms with tax exemptions and relief in
Poland and 47.9 percent of such firmsin Slovakia. This means that the tax-exempted sector of
firms destroys the fiscal honesty of the rest, significantly reducing tax inflows. The problemis
especially severein Slovakia

2.2. Corporate Income Tax (CIT)

Concerning CIT, the situation in the three countries is different. Poland has flat tax, while the
other two have more or |ess progressive systems. Bulgaria has two rates, of 28 and 37 percent,
and the threshold is DEM 50,000 of taxable profit. CIT arouses the | east controversy in Poland,
due to the fact that this tax had been very stable since its inception in the early eighties. The rate
of CIT had been established at the level of 40 percent since then. Recently it was reduced to 36
percent and a program for gradual reduction to 32 percent in the year 2000 was al so i ntroduced.
This situation causes entrepreneurs to evaluate PIT inavery positive way. In Bulgaria, the
business community is divided into two nearly equal groups - 53 percent of businesses prefer a
flat tax, and 47 percent support a progressive scale similar to the PIT one. In Slovakia more
than 1/3 support progressive corporate tax and 2/3 would like to have aflat CIT.

2.2.1. Preferences towards CI T Model

The surveyed entrepreneurs were asked what their preferences are towards a CIT model. The
results are presented in the following table.

Table7

Preferences towards CIT Model

CIT should be ... Percentage of respondents
Bulgaria | Slovakia Poland

Flat rate of 30% (without tax exemptions and relief) 34.3 33.3 33.7

Flat rate of 32% (with slight tax exemptions and relief) 13.1 25.6 41.6

Flat rate of 40% (with large tax exemptions and relief, 51 51 8.9

as in present situation)

Progressive (similar to PIT) 47.5 36 15.8

Source: Survey




The results of the research show that there is a visible preference for low rates without
significant tax exemptions and relief. Inall three countries, 1/3 of the busi nesses surveyed
strongly support alow flat tax without tax relief. However, countries differ intheir attitude
toward flat versus progressive tax, as described above.

2.3. Tax Exemptions and Relief

Tax exemptions and relief are among the most i mportant el ements of the Polish tax system. They
exist on much asmaller scalein Slovakia, where tax relief is only granted to compani es who
hire disabled empl oyees and busi nesses i mportant to the nutrition of the population. In Bulgaria,
the tax systemis rather neutral, especially since investment incentives were abolished in 1996.

According to the intention of legislatures, tax exemptions and relief are intended to stimulate
strictly-defined activities of businessmen and taxpayers. These activities are defined in the
economic policy of the given government. Opponents to a high role for tax exemptions and
relief say that they destroy the | ogic of the tax system, change initial and basic economic

intenti ons of taxpayers and direct business activities at “ wrong’ targets. They also state that tax
exemptions and different kinds of relief change the structure of supply and demand, leadingto a
situation in which the portion of GDP “ distributed” by the government is higher than widely
announced official figures. A question which arisesis the following:

What isthe relation of entrepreneurs to tax exemptions and different kinds of relief?

The tables below contain the entrepreneurs’  responses to these questions. The tables deal with
problems such as eval uation of present systems of tax exemptions and relief, eval uation of the
economi ¢ meaning of tax exemptions and relief, preferences as to how to shape the system of
different kinds of relief, and possibilities for eliminating some tax reliefs.

Table8

Eval uation of the Present System of Tax Exemptions and Different Kinds of Relief

Meaning of tax exemptions and relief Percentage of respondents
Bulgari | Slovakia | Poland

a

They stimul ate avoi dance of tax payment 38.4 31 49.0

They someti mes stimul ate busi ness devel opment but sometimes 38.4 34 38.7

give undesirabl e effects

They encourage more effective business activity 23.2 2 12.3

Do not make much difference 33

Source: Survey

According to the resultsit is possible to admit that 1/3 of the business people in Slovakia and
Bulgaria and half of the entrepreneurs in Poland have a negative opinion of tax exemptions and
different types of relief. One-third in each country observes both positive and negative effects
of tax relief. The countries differ significantly in the eval uation of the positive effect of tax
incentives. The strongest belief in the positive role of tax incentives can be observed in
Bulgaria, whichis rather a negative attitude towards the current system without i ncentives, than
a positive eval uation of something already existing. The attitude of the business community in
Slovakiatoward tax incentives is rather negative or indifferent.



The general conclusion on entrepreneurs’  opinion on tax exemptions and relief isthat itis very
diverse. However, acritical approach to different kinds of tax relief prevailsinall countries.

The next question was focused on the eval uation of the macroeconomic impact of tax
exemptions and relief. The respondents received several qualitative statements on the meaning
and could choose as many of them as they wished. The results of the research are presented in

the table below.

Table9

Eval uati on of the Macroeconomic Meaning of Tax Relief and Exemptions
Opinions - Statements Percentage of respondents

Bulgaria| Slovaki | Poland
a

Tax exemptions and relief are used by persons who are more 62 25.1 66.7
familiarized with tax system rather than by those who need them
Tax exemptions and relief stimulate tax manipulations and cause| 32 125 50.0
serious tax inflow reduction
Tax relief isreceived by only afew but everybody pays for it 36 11 43.1
Tax incentives used by very few discourage the others 26 13.8
Tax relief whichis commonly used is not considered as tax incentive 26.5
Tax relief and exemptions received by afew discourage the rest from 20 16.5 19.6
honest activity
Tax relief reduces consumption and increase i nvestment 11 2.8 20.6
Tax exemptions and relief stimulate desired business activities 29 18 16.7

Source: Survey

Opinions on the macroeconomic effects of tax relief are very differentiated in the three
countries. Thereis arelatively strong belief in the stimul ating rol e of investment tax incentives
inBulgaria, whilein Slovakia only less than 2 percent of entrepreneurs recogni ze the

stimulating role of tax exemptions and allowances. In Poland only one-sixth to one-fifth of

entrepreneurs find some economi ¢ sti mul ation mechanismin tax relief. In connection to the
above question were also asked to present their preferences in regard to the practical use of tax

allowances and exemptions. The results of the research are presented in the table below.

Table 10
Preferences toward the Practical Use of Tax Relief and Exemptions

The best solutioniis ... Percentage of respondents
Bulgaria | Slovakia| Poland

Granting tax relief and exemptions to those who can demonstrate

that gai ned benefits can be used for new workplaces, new 59.2 37.2 45.0

investment, although everybody must pay for the advantages to only

afew.

Granting tax relief and exemptions to the maxi mum number of

entities, so that nearly all feel stimulated. Nearly everybody 24.5 30.2 35.0

receives and uses tax relief

No tax relief nor any tax privileges 16.3 32.6 20.0

Source: Survey

The results presented in the table above show that nearly 2/3 of those surveyed realize the
negative impact of tax breaks. However, most of them (who would limit the use of tax relief to
those who can demonstrate benefits to society) still believe that there exist "good busi nessmen’
who deserve tax i ncentives. These figures are quite stable in the three countries. The higher



support for privilegesin Bulgaria might be explained as mentioned in the above paragraphs.
Simultaneously, the number of entrepreneurs who oppose the introduction of tax relief is the
lowest in Bulgaria. Slovak entrepreneurs are divided into three nearly equal groups. Slightly
more than 1/3 of the entrepreneurs in that country does not accept broad use of tax relief.

The conclusion of the above researchis the following: generally the entrepreneursin Slovakia
and Poland are against tax reliefs. However, the business community do not accept the
abolishment of tax relief without suitable compensation.

Another conclusion which arises fromthe analysis of the above questions shows that the
common acceptance of the present system of tax relief isrelatively low in Poland or Slovakia
and more widespread in Bulgaria. Most of those surveyed maintai n that tax relief encourages
dishonest activities which cause the reduction of tax inflow. In Bulgariaarelatively large group
of businesses see positive impacts fromtax relief.

2.4, Value Added Tax (VAT)

Value added tax is one of the most important revenue sources for the budget in all three of the
countries studied. All of themintroduced VAT inthe 1990s. The actual systems differ
significantly. The simplest VAT systemexistsin Bulgaria. The systemin Slovakiais more
complicated, while that in Poland is extremely sophisticated. This differentiationin VAT
systems |eads to different attitudes in the entrepreneurs surveyed in the three countries.

Analysis shows that the highest preference for maintai ning the present systemis observed in
Slovakia. Over 54 percent of those surveyed preferred the present systemwith 2 rates. On the
opposite side is Poland, with only 23 percent acceptance for the present system. In Bulgaria the
level of acceptance for the present systemis about 1/3. The reason for the low level of support
for auniform VAT systemis the fact that all goods and services are taxed at the relatively high
rate of 22 percent. In Poland, the low preference for the present number of VAT rates is mostly
caused by the compl exity of the system. Something striking in this comparative study is the very
high preference for asingle VAT rate in Poland. Over one half of the entrepreneurs surveyed in
Poland were in favor of the maximum possible simplification of the VAT system. The general
conclusion drawn fromthe research is that the highest number of business peopl e dissati sfied
with the current number of VAT ratesis observed in Poland.

2.4.1. Number of VAT Rates

Inthe Central European countries compared in the study, VAT systems differ significantly. In
Bulgariathereis a 22 percent uniformtax for al activities and types of taxpayers. The only
exemption is export, with a0 percent VAT rate. In Slovakia there are two VAT rates (besides
export) - the regular rate of 23 percent, and 6 percent for food and some other products. Poland
has the most complicated VAT system, with five rates. 7 percent, 12 percent, 17 percent, 22
percent and O percent for goods exempt from VAT. The differences inthe three VAT systems
led the research teams to ask the question of whether to reduce or increase the number of VAT
rates. The results of the survey are presented in the table below.

Table 11
Preferred Number of VAT Rates (Domestic)

The proper solutionis... Percentage of respondents

Bugaia | Sovakia |  Poland




Onerate 35 (present 17 54
system)
Two rates Differentiation | 54 (present 0
of VAT system)
Three rates rates was 10 0
Four rates preferred 0 20
Fiverates by 65% of 0 23 (present
respondents system)
Six rates 15 3

Source: Surveys
2.4.2. Complexity of VAT Procedures

In order to learn the opinion of the entrepreneurs concerning simplification of VAT procedures,
they were asked how they eval uate the complexity level of VAT regulations. The data are
presented bel ow.

Table 12
Complexity of VAT Regulations
Regulations concerning VAT are ... Percentage of respondents
Bulgaria Slovakia Poland
Complicated, unclear and imprecise 9.9 21 45
Require excellent orientation and 36.6 36 36
knowledge not possessed by the average
entrepreneur
Relatively complicated 17.8 28 35
Relatively easy to use for every 5% did not 13 8
accountant answer; the rest
chose easy
Simple and easy to use or relatively 1 2
easy

Source: Surveys inthree countries, more than one response allowed.

The results shown in the table prove that entrepreneurs in Slovakia and Poland have avery
critical opiniontoward VAT regulations. The Bulgarian VAT systemis rather simple, and
therefore discontent with the regulations is lower. The mgjor problems inthis country are
considered to be the system of VAT refunds and the high registration barrier. The highest degree
of criticism of the complication of VAT proceduresis also visible in Poland. In Slovakia also
might be observed a serious level of discontent. The results found inall three countries show
that VAT simplificationis urgently needed. The following tabl e presents the entrepreneurs’
preferences with regard to simplification of VAT procedures.

Table 13

Entrepreneurs Preferences for the Simplification of VAT

VAT regulations should be Percentage of respondents
simplified concerning ... Bulgaria Slovakia Poland *
VAT refund 70 31 50
Formalitiesinthe rulesfor filling out 25 22 51
and regj stration of invoices




How various groups of commodity
qualify for the different VAT rates 5 46 66
(Slovakia, Poland); Other problems

(Bulgaria)

Source: Survey inthree countries; * = more than one answer allowed

The data included in the tabl e above show that the higher the number of VAT rates, the higher
the preference for simplification of the rules for various categories of goods' qualification for
different rates. The second conclusion drawn from the data shows that the highest preference for
simplification of the formalities connected with filling out invoicesis in Poland, and the highest
preference for shortening the period of VAT refund isin Bulgaria. These preferences reflect the
weak points of the VAT systems in the given countries.

2.4.3. VAT Coverage

The problemof VAT coverage is very controversials. Generally, small service people and
tradesmen oppose full VAT coverage. Inthis research the surveyed companies were mostly
covered by VAT, and this influenced the received results. The entrepreneurs were asked
whether all firms should be taxed by VAT, and if not, what should be the mi nimum amount of
sales necessary to start VAT taxation. Replies to this question are included in the table bel ow.

Table 14
VAT Coverage
VAT Coverage Percentage of respondents

Bulgaria Slovakia Poland
Should al firms be VAT taxed? 54 45% 79%
If not what should be the minimum sales $ 46 600 $33,000 $27,000
level at whichto apply VAT? $/year SK 1 million PLN 72,000

Source: Survey inthree countries; * if volunteer registration for smaller entitiesis provided.

2.4.4. Optimum VAT Rate

The entrepreneurs surveyed in three countries were al so asked what they considered to be an
optimum VAT rate. The results are shown in the table bel ow.

Table 15
Optimum VAT Rate
VAT Rate Average
Bulgaria Slovakia Poland
Optimum VAT RATE 15.5% 11.3% 12.8%

Source: Surveys inthree countries

Paradoxically, the higher the existing VAT burden, the higher the preferred VAT rateis. Thisis
especialy visiblein Bulgaria. In Slovakia, where there is probably the | east problematic VAT
regime, there is also the lowest optimum preferred VAT rate. However, if we compare the

5> There might exist a turnover threshold which distingui shes between those who are obliged to register for VAT
taxation and those who can choose to do so, and al so a threshol d whi ch di sti ngui shes between those who should
register and those who are not allowed to do so. The latter is the case with Bulgaria. Therefore, the conclusions
derived further down are to certai n extent misl eading.
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highest VAT rate in a given country with the preferred rate, the differenceis 6.5 percent in
Bulgaria, 9.2 percent in Poland and 11.7 percent in Slovakia. It seems that entrepreneursin
Slovakiafeel avery strong need for adecrease inthe VAT rates. The less radical view of

Bul garian entrepreneurs might be explained by the extensive public debate on the indebtedness
of the Bulgarian economy, as well as the severe financial and macroeconomic disaster of 1996-
1997 which made all taxpayers aware of fiscal necessities.

Preferences for Systematic Solutions

The entrepreneurs surveyed in the three countries were al so asked to indicate their opinions on
the tax system as a whole. Below are presented the research results concerning different issues
important to the whole system.

2.5.1. Freguency of Changes to Tax Regulations

Very frequent changes in tax regul ations causes difficulties with proper understanding of the
system. Very few busi nessmen can afford to be constantly i nformed about neverending
amendmentsinlegislation. As aresult entrepreneurs often make errors and get penalized. The
entrepreneurs were asked what they considered to be an acceptabl e frequency of changes to tax
regulations. The results are indicated bel ow.

Table 16

Acceptable Frequency of Changes in Tax Regulations

Acceptabl e Frequency Percentage of respondents

Bulgaria Slovakia Poland

Every five years 56 40 66
Every four years 5 19 14
Every three years 12 28 17
Every two years 15 14 1
Every year 12 0 2

Source: Survey inthree countries

The data presented in the table show that in all countries studied there is a high preference to
stabili ze the tax system, and reduce the frequency of changes. The entrepreneurs’ demand for
stabilization is very strong: more than 70 percent of those surveyed preferred i ntroduci ng tax
changes no more often than once in three years.

2.5.2. Political Transparency of the System

Tax systemis considered to be the basic regul atory and redi stribution systemin economy. In
some cases the tax system can be used as means for the i mplementati on of political ideas of the
current |eadership. All solutions which are based on high burdens for one group and privileges
for the “ favored few” destroy the political neutrality of the system. Thisiswhy the research
teams asked whether entrepreneurs considered the tax system in the respective country
politically neutral. Another question concerned the “fairness” of the present tax system. The
results are presented in the table below.

Table 17
Political Transparency of the Tax System

[ Question | Percentage of respondents |




Bulgaria | Slovakia| Poland
Is the tax system politically neutral ? YES 60 20 17
NO 40 80 83
Arethe present criteria on tax rates fair? YES 57 34 12
NO 43 66 88

Source: Survey inthree countries

The data included in the table seem striking. More fairness is required in the setting up of tax
rate criteria. In Bulgaria, the level of belief inthe political neutrality of tax regulations probably
stems from two major factors: first, there exist no or very few tax breaks, and second, most

Bul garian governments have taken into account the burden of foreign debt servicing of, and
negoti ated amendments to the tax regul ations with the International Financial Institutions.

2.5.3. Proportional versus Progressive Taxation

The surveyed firms were al so asked to indicate whether the system of taxati on of companies
should be proportional, progressive or kept the same as at present. The results of the survey are

as follows:

Table 18

Preferred Method of Taxation

Companies should be taxed... Percentage of respondents
Bulgaria Slovakia Poland

by a proportional rate 24 47 62

big companies more, small business less 61 53 18

as at present 15 0 20

Source: Survey inthree countries

The data in the table above show a strong support for the higher taxation of big companiesin
Slovakia and Bulgaria. On the contrary, in Poland there is a strong preference for proportional
taxation. In Poland and Bulgariathereisalow level of preference for maintai ning the present

system.

2.5.4. Tax Collection Procedure and Height of Tax Rates

The basic principles implied in atax system seemto be one of the most important issuesin
evaluating its efficiency. Two significant problemsinthis area are: the pace of tax collection
and the height of tax rates. The attitudes of the entrepreneurs toward balancing these issues is

presented in the table below.

Table 19

Preferred Tax Collection Procedure and Amount of Tax Due

The best solutionis ... Percentage of respondents
Bulgaria Slovakia Poland

Collect faster, but at reduced rates 71 12 44

At present rates, but prolong payment terms 22 86 26

Source: Survey inthree countries.

The preferences of entrepreneurs concerning the rel ationship between the pace of collection and
the height of tax rates show quite different inclinations in the three countries. In Poland and
Bulgariathere is a higher preference for reducing tax rates and increasi ng the pace of tax



collection (especially in Bulgaria). Quite the opposite case is shownin Slovakia, where
prolonged payment terms appear crucial. The opinions of entrepreneurs reflect the most
important problems of the tax systems in the given countries.

2.5.5. Tax Progression and Tax Relief

The problem of progression in taxation seems to have a classic character. This classic character
Is connected with alternative costs and effects. With ahigh level of tax progression and
significant tax allowances it is possible to direct the behavior of taxpayers certain areas. On the
opposite, a systemwith limited taxation and low tax allowances might be designed. The first
systemis more government-oriented, while the second gives more freedom to taxpayers but no
stimulation. Of course thisisanold liberal question, as to whether individuals require
governmental stimulation. The opinion of entrepreneurs is presented in the table bel ow.

Table 20
Preferences towards Matching Tax Progression and Relief

The situation which stimul ates both entrepreneurs and employers Percentage of respondents
for providence and entrepreneurship is ... Bulgaria | Slovakia | Poland
Highly progressive taxes and huge tax reliefs stimulating desired 28.3 33 35
activities

Small progression and small relief 58.6 16 33
No progression and no relief 13.1 51 32

Source: Survey intwo countries;

The compared results received in Poland and in Slovakia are very similar. The only difference

isasignificantly higher preference for no progression and no relief in Slovakia over that in

Poland. On the opposite side, Polish entrepreneurs are more inclined for slight progression and

relief than Slovaks. In general the survey did not create a clear picture of the entrepreneurs’
opinions. In Bulgaria busi ness people answer quite cautiously with no clear preference. The
only certain observation is the fact that the minority prefers high progression and relief.

2.5.6. The Tax System and Social Policy

The tax systems in numerous countries include social policy instruments. However,
implementing social policy instruments in atax system can change its operation and main
functions. As aresult the tax system plays a more and more important social role, rather than

simply collecting tax due. In order to | earn the attitudes of entrepreneurs toward this issue, the

question as to whether social policy instruments should be included in the tax systemwas
asked. The results of the survey in three countries are shown in the table bel ow.

Table 21
The Tax System and Social Policy

Should socia policy functions Percentage of respondents

be included in the tax system? Bulgaria | Slovakia Poland
YES 57 27 28
NO 43 73 72

Source: Survey inthree countries

As shown in the data above, Polish and Slovak entrepreneurs have nearly the same opinion:

namely, that social functions should be excluded from the tax system. Bul garian entrepreneurs

have a more positive attitude toward the inclusion of social functions in the tax system. The




political and economic devel opments of the transition period in Bulgaria resulted in the
entrepreneurs’ (especially SMES' ) self-perception as being a socially weak group in need of

ad.

2.5.7. Reporting Requirements

Reporting obligations seem to be one of the most i mportant difficulties of the present tax
systems in the three countries studied. The entrepreneurs’  opinions on different aspects of

reporting requirements are presented bel ow.

Table 22

Difficulties in Income Tax Reporting Obligations

How do you assess the income tax reporting Percentage of respondents

obligations of compani es? Bulgaria Slovakia Poland

Too difficult 29 0 45

Not too difficult, but could be more simple 61 52 49

They do not cause problems 10 48 6

Source: Survey inthree countries

Table 23

Preferred Frequency of Submitting Tax Declarations

Tax declarations should be required for a period of... Percentage of respondents

Bulgaria Slovakia| Poland

PIT | CIT | VAT

Monthly 19| 6 | 33 X 38

Quarterly 20| 29| 39 X 62

Semi-annually 6 | 16| 8 X X

Annually 55| 49| 20 X X

Not required in the case of abolition, liquidation or X | X X X 43

bankruptcy

Source: Survey inthree countries; X = lack of data

The results presented in the tabl es above show that there is room for improvement with regard
to tax declarations. They should be simplified and the frequency of submitting declarations
should be less frequent than nows.

2.6. Simulation of Expected Effects of Deregulation on Enterprises

Entrepreneurs are a group of people who have (or, at least, should have) good skillsin

eval uati ng the efficiency of economic policy instruments. Thisis obvious, because running a
private firmrequires the ability to make different decisions and choices concerning such issues
as employment, taxes, sales, and many others. The ability to predict the future results of today’ s
actionsis characteristic for private entrepreneurs. Therefore, the entrepreneurs surveyed inthe
three countries were presented with the foll owing deregul ation hypothesis.

P ease imagi ne that the government has introduced a Program of Tax Deregul ation
Reforms. As a consequence the maximumrate of PIT has been reduced to 30

6 When there is the possibility for atax refund (VAT), there is a need to speed up declaration; when there is no
tax refund (CIT and PIT), there is a need for |ess frequent declaration periods (whichis quite rational ).



percent and CIT has been lowered to the same rate. VAT has been set up at alevel
of 14 percent. Every possibility for tax relief and exemptions has been eliminated.
The tax system has been simplified to the maximum possi ble extent, i ncluding tax
accounting and reporting duties.

After this presentation, the surveyed entrepreneurs were asked what results such deregul ation of
the tax systemwould have for their firms. The foll owing response was received:

Table 24

Effect of Deregul ation of the Tax System on Enterprises (after 2 years): Opinion of

Entrepreneurs

Percentage of If YES, by what percent| Average increases
Possibl e Effect indications (YES) (average) (negative indications
included)
Bulgari | Slovak | Polan | Bulgari | Slovak | Polan |Bulgari | Slovak | Polan
a ia d a ia d a ia d

Increased investment 70.3 85 78 | 1963 | 36.6 | 155 | 11.7 | 311 | 121
Increased sales 90.1 70 67 | 26.27 | 171 | 16.2 | 23.7 12.0 | 10.9
Increased empl oyment 64.4 68 48 12489 | 153 | 99 | 160 | 104 | 48
Increased consumption by 49.5 73 43 | 1741 | 235 | 111 | 86 172 | 48
busi ness owners
Reduced administrative costs 34.7 66 55 11431 | 569 | 109 | 5.0 376 | 6.0
Increased capital assets 68.3 94 78 |16.21 | 199 | 147 | 111 18.7 | 115
Reduced time consumption of 57.4 76 89 | 17.71 | 546 | 147 | 102 | 415 | 131
accountancy
Increased profitability 70.3 88 79 11821 | 227 | 114 | 128 | 200 | 9.0
Improved financial liquidity 49.5 90 69 | 1838 | 407 | 11.2 | 91 36.6 | 7.7
Concentration on busi ness 515 72 81 | 2469 | 660 | 16.6 | 127 | 475 | 133
instead on bureaucracy (time)

Source: Survey inthree countries and own computati ons

The general observation about the expected effects of deregulation for enterprises based on the
simulated situation is that entrepreneurs eval uate the possibl e effects as significant. Slovak
entrepreneurs are even enthusi asti ¢ about these effects. In Bulgaria and Poland the assessment
of positive effects is more moderate thanin Slovakia, but is still very high. Detailed analysis
indicates that entrepreneurs foresee the greatest effects of deregulation inincreased investment.
As aresult the capital assets of companies will also increase significantly. Reduction and
simplification of taxes is expected to cause anincrease in sales. In Bulgariathe level of
increase expected is the highest. Entrepreneurs fromall three Central European countries see a
possibility for increased employment intheir companies. Visible results are expected in cutting
administration costs. A significant improvement in time management is al so expected.

2.7. Smulation of Effects of Deregulation on the National Economies of Central European

Countries

The researchers’ intention was to translate a microeconomic approach into a macroeconomic
simulation. The results of the survey inthe three countries are presented in the table below.

Table 25




Effect of Deregul ation of the Tax System on the National Economy (after 2 years): Opinion of

Entrepreneurs
Percentage of If YES, by what percent Average increase
Possibl e Effect indications (YES) (average) (negative indications
included) in %
Bulgari | Slovak | Polan | Bulgari | Slovak | Polan |Bulgari | Slovak | Polan
a ia d a ia d a ia d

Increased production 85.1 94 85 | 21.31 | 11.3 | 175 | 181 10.6 14
Increased investment 93.1 97 85 | 21.15 | 191 | 121 | 19.7 185 | 10.3
Increased empl oyment 80.2 84 69 | 1684 | 65 | 192 | 135 55 8.4
Increased profitability of 74.3 97 67 | 13.72 11 149 | 10.2 10.7 | 9.9
enterprises
Reduced shadow econony 62.4 91 74 | 24.23 28 92 | 151 | 255 | 6.8
Reduced production costs 57.4 68 74 | 1545 | 109 | 9.2 8.9 7.4 6.8
Increased consumption 79.2 83 80 | 1838 | 144 | 99 | 146 120 | 7.9
Increased preference for saving| 67.3 89 73 16.8 145 | 9.2 | 11.3 129 | 6.7
Increased accumul ati on of 53.5 90 70 | 1536 | 166 | 89 8.2 149 | 6.2
capital
Reduced employment in fiscal 50.5 54 80 | 17.26 X 127 | 87 X 10.2
service

Source: Survey inthree countries and own computati ons; x = data not accessible

The results presented in the table above are very impressive. The entrepreneursinall three
countries consider that the impact of tax system deregul ation on the national economies intheir
countries will be even stronger than the effects on their own enterprises. Entrepreneurs foresee
avery strong impact of tax system deregul ation on production, investment and something which
iscrucia in Central European countries: areductioninthe level of “ shadow economy.”

Business peopl e consider that the reduction and simplification of taxes will increase the

competitiveness of the national economies of their countries. As aresult production costs will
decrease. The new systemwill facilitate increased consumption. The results received inthe
three countries differ not as the problem of directions is concerned, but in the strength of the
expected effects. Slovaks see the strongest impact of deregulation in the reduction of shadow
economy, increased investment and increased savings. Bulgarians see the strongest i mpact of
deregulation inincreased production, increased investment and reduced shadow economny.
Pol es see the strongest impact of deregulation inincreased production, increased i nvestment
and decreased employment infiscal service. Generally, Polish entrepreneurs are slightly less
enthusi astic about the impact of deregulation on their national economy then Bul garians and
Slovaks. However, they too are very optimistic about this i mpact.

2.8. Approach of Business Organizations to Deregulation of the Tax System

At the end of 1997 the survey results were enriched by interviews with mgjor business
organizations in Bulgaria, Slovakia and Poland.

It isimportant to underline that the interviewed businessmen’ s organi zations are member-
oriented, and lobby for solutions comfortabl e to their members. In some cases their approachis
different fromthat of entrepreneurs generally. The position of business organi zations toward the
deregul ation of the tax systems in the Central European countries is presented in the table

below.




Table 26

Business Organizations' Standpoint on Effects of Deregul ation of the Tax System

Issue Country
Bulgaria Slovakia Poland
Height of tax Decreased Decreased Decreased significantly
rates significantly significantly
Number of Differentiation of VAT rates Decrease in both VAT and PIT rates
different rates VAT rates remainthe
same,
decrease PIT
rates
Dispersion of Reduce Reduce Reduce
rates
Social Expand Reduce Significantly reduce
functions of (one organi zati on proposed expansi on)
the tax system
Reporting Decrease frequency Decrease Decrease frequency
obligations frequency
Complexity of Could be simpler Not too Extremely complicated and need
taxes complicated simplification
but could be
simpler
Tax reliefs Introduction of tax No clear Maintain as at present
reliefs for SMEs only vision
expand
Investment
Incentives
VAT refunding Make faster Make faster Make faster
Stability of the Increase Increase, Increase significantly
system reduce
uncertainty
Progressive Reduce progressive Keep Some organi zations for linear,
versus linear support semi-linear | progressive others for progressive

PITs




Differences
between
Business
Organi zations
and
Entrepreneurs

in general

1 They are split
on the effects of tax
exemptions and relief,
withaslight
advantage toward tax
incentives.

2. Regarding
VAT differentiation,
the argument is
whether there should
be different rates for
dealing with different
goods and services.
3. They differ
when asked about tax
reporting periods.

4. Thereisno
serious debate on the
issue, mainly because
busi ness organi zations
have never measured
the possible
implications of the
introduction of aflat
tax; therefore their
bargaining position on
the issue isweak, and
adiverse opinion
prevails.
Entrepreneurs and
most SMEs state all
of the respondents
prefer linear taxation
with slight or no
exemptions, at arate
of 30-32%. Onthe
other hand, they state
that bigger companies
should be taxed at
higher rates. The
explanation for this
might be that the
current levels of CIT
for companies with
annual profit above
DEM 50,000 is 37%,
while at the same time
there are no
exemptions (such as
for investment
purchases, efc.).

Data not
available

1. Some organi zations, like the Union of
Polish Crafts, proposed increasing the
number of ratesin PIT and introducing a tax
deductible amount equal to minimum wage.
These solutions are similar to the German
system, to a certain extent. However, at
present Germans are very critical about their
tax systemwhichis considered as much too
socially-oriented.

2. Crafts organi zati ons proposed the
building of social mechanisms into the tax
system. They proposed introducing a tax-
deductible amount for each child amounting
to PLN 1,800 per year (Dec. 1997 ~ US
$500). Thisis entirely opposite to the
general opinion of the surveyed group.

3. Both chambers and crafts

organi zations were general ly agai nst
abolishing tax reliefs. Their opinion was to
some extent contradictory. They also
proposed reducing tax rates and mai ntai ning
tax reliefs. However this standpoint can be
explained by tactical reasons. It would be
uncomfortabl e for them to propose the
abolishment of tax relief, as some of their
members benefits fromthem. In the opinion
of the Institute they preferred to have some
room for negoti ation with government. Itis
important to underline that chambers showed
ahigher level of willingness to abolish tax
reliefs in exchange for reduced rates, than
did crafts organi zati ons.

4, The Warsaw Chamber of Commerce
proposed introducing a law imposing full
bookkeeping for enterprises with sales over
PLN 1.8 million, while the present

regul ations require it from about PLN 1.6
million (ECU 400,000), so the differenceis
slight. This means that some busi ness

organi zations are not well-familiarized with
the present tax | egislation.

5. The lobbying policies of different
busi ness organi zati ons are not coordi nated.
Thisiswhy single organizations are
relatively weak. It s easy for the government
to handle them with different proposal s and
conseguence do nothing.

Source: Interviews inthree Countries




In anal yzi ng the business organizations' standpoints, it is possible to state that they mostly

refl ect the same opinions as those of the entrepreneurs which were presented in the survey.
Differences appear when the interests of general entrepreneurs are opposite to those of business
organizations' members. These are connected with interest groups and |obbying. However,
these phenomena are natural in a democratic system.

3. Country Reports

3.1. Tax System Deregulation in Slovakia

This analytical study of the complications associated with tax collection, tax levels, and
structure as seen by the busi ness sector is based on a questionnaire with closed questions. It
was designed so as to enabl e adequate qualitative data collection as well. The empirical survey
encompassed 51 businesses active inavariety of areas: public health, agriculture, metallurgy,
retail and wholesale trade, financial and legal counseling, food industry, construction, tourism,
mechanical engineering, chemistry, ecology, real estate agencies, exhibitions and mail order
business. Different sectors were evenly represented in the survey, except for retail and

whol esal e trade and agriculture, whose representati on was approxi mately two points higher
than the average.

Personal Income Tax

Table 27

What problemsdid you encounter because of different ratesin the income tax structure?
Problems Percentage
Having to prepay tax is not fair (you keep making advance payments evenif you 36.5%
end up with aloss)

Serves as a disincentive to business operations 33.3%
Difficult to cal culate total tax 9.5%
Makes advance tax payments difficult 9.5%
Other7 8.0%
Enabl es income equali zation 3.2%
Source: Survey

Having to prepay tax to alarge extent makes the life of small and medium entrepreneurs
difficult, as the amount of payments (monthly or quarterly) depends on their tax liability inthe
preceding tax period. The only exception applies to taxpayers whose previous tax liability did
not exceed:

a) SKK 50,000; in which case the entire tax due is payable by the deadline for filing tax
returns;

b) SKK 500,000; in which case advance payments are due on a quarterly rather than
monthly basis (unless the tax liability for the previous period fell below SKK 50,000).

7 The "Other" included these complications/lack thereof:

- disastrous payment discipline;

- lack of transparency, leading to ample tax avoidance opportunities;

- no difficulties;

- the entire philosophy of individual income tax is too complicated,;

- paying advances towards eventual tax liability slows down business in the subsequent year.



Any other exception s at the discretion of the tax authorities and is dealt with on a case-by-case
basis. It follows from |l egislation and surveys of small and medium busi nesses that the lower tax
limit which allows for exemptionis too low and, with regard to higher income groups, such
relief istypically granted in association with deferral s of advance payment due dates.

Busi ness respondents proposed sol utions for the inequitabl e income tax treatment of low-
income individual entrepreneurs. In particular, such solutions included a millionaire's tax,
reduci ng the tax burden of low-income individual s at the expense of those with higher revenues,
and setting the base tax limit at SKK 150,000.

Table 28
Do you believe it would be reasonable to:

Preferred Sol utions Percentage
Retai n current number of rates (6) 31L.7%
Reduce number of rates to 2 (base rate for middle incomes and a rai sed one for 29.3%
very highincomes)
Reduce number of ratesto 4 or 5 14.6%
Increase number of ratesto 7 or 8 12.2%
Implement asingle individual income tax rate 12.2%
Source: Survey

Progressive rates are by taxpayers as a basic principle of determining tax rates. The possible
reduction of the tax burden with regard to low-income groups that is offset by higher rates for
hi gher-than-average income groups would provide more maneuvering roomto arelevant class
of taxpayers. The deductibility of expenses, with regard to which some very strict rules apply
that in most instances serve as a disincentive and fail to bring about the desired effect, isa

mgj or tax base assessment problem.

At present the ratio between maximumto lowest tax ratesis 2.8. 38.5 % of respondents
believed it would be sensible to reduce the ratio to 2. This opinionwas to a large extent

consi stent with the idea of reducing the number of rates to two, with part of the tax burden being
shifted to high-income taxpayers. 18% of respondents would reduce the rate ratio to 2.5, while
15.4% believed that linear taxation (aratio of 1.0) would be efficient. 15.4% would rather
increase the ratio to 3.0 or 4.0, while 10.3% of respondents were in favor of the UK model,
wheretheratiois 1.66.

Table 29

M inimum income tax rate should be:

[ TEEE U esporss, ol = T000%
10 52.8
15 19.4
5 13.9
20 5.6
12 2.8
7 2.8
30 2.8

Source: Survey

Table 30



M aximum income rate tax should be:

[ETarae 9% Response, total = 100.0%
30 30.6
35 22.2
40 139
50 111
25 8.3
20 5.6
38 2.8
45 2.8
36 2.8

Source: Survey

48.7 % of respondents felt it would be reasonabl e to apply maximum rate to personal incomes
in excess of 10 times Slovakia's average per capita annual wages. 23.1 % of respondents
favored amarginal rate applied to incomes in excess of five annual wages, while 12.8 %
believed that aratio of 20 would warrant marginal rates. 7.7 % of respondents would rather
that such rates be applied to incomes seven times greater than Slovakia's average annual wages.

36.8 % of businesses in the survey consider a 40% marginal rate as a penalizing burden rather
than atax. 9 % of respondents thought that a 50% rate would be a penalizing instrument, while
10.5 % of respondents already considered a 30% rate to be penalizing. According to
respondents, the current marginal rate (42%) does not have a taxati on effect but is used rather as
anincome penalty (87.5 % of respondents). Therefore, it would be appropriate to adjust the
marginal rate downward and, perhaps, apply it to the portion of income that exceeds SKK 1
million.

How many businesses avoid paying proper tax?

= 95%
@ 30% 5%

70%
13% O 95%

70%

00 20% 0 20%
11%

0 80%
21%

00 50%
100%
@ 35%
60%
0 40%
90%

10%

050% 0 80%

10% 13%
3% 90% E35%

5% 5%

O 30%

100%
0 40% 60% 3%
504 394 I
t follows from the above figure that most respondents (21 %) thought that 80 % of taxpayers
avoid paying the proper amount of individual income tax. 40.5 % of respondents believed that
taxpayers paid about 30-50 % of their proper tax, 27 % thought taxpayers pay about 50-80 %
of their required amounts, 16.3 % of participating busi nesses estimated the amount at about 80—
100 % and 13.5 % of respondents estimated that tax dodgers pay only 10-30 % of their required




amounts. The smallest group of busi nesses thought that tax dodgers paid about 10 % of their
proper individual income tax.

The vast mgjority of the parti cipati ng busi nesses were convinced that private enterprises cannot
be permanently operated without profit, although the tax authorities argue that some businesses
do not generate profit and therefore avoid paying tax or defer their tax liabilities.

Table 31

Do you believe private businesses can be per manently operated without profit?
Answers Percentage

Yes, of course 12.2%

No rather than yes 41.5%

Certainly not 46.3%

Source: Survey

The current mechani sm of determining and collecting advance payments under individual
income tax liability is basically acceptable to 75.6 % of respondents, with 24.4 % beingin
favor of paying aflat amount toward their future liability.

Most of entrepreneurs (78.6 %) believed that those who manage their own busi nesses should
receive atax allowance for investments. Current tax legislation only provides for deductionsin
the amount of expenses that were provably incurred to achieve, secure, and sustain revenues.
82.1 % of respondents regarded the currently applicable rates at which expenses can be
recogni zed as deductible without the need to prove their deductibility as inadequate, and
thought the current arrangement was to a large extent a disincentive. It follows from the next
figure, that 25 % of respondents prefer alevel of 50 % of total investments from the tax base to
be deductible, and about 18 % of respondents prefer a deductibility level of 20 %.

What dd you think of deductibility of investments, what percentage
do you think would be appropriate?
100.0%
80.0%
— @ % respondents
60.0% 1
40.0% [ 0 Deductibility of investments
20.0%
0.0%

In terms of scope and structure the current annual tax return forms are rather unacceptabl e for
small and medium entrepreneurs. 78 % of respondents would therefore prefer simpler tax return
forms, not exceeding two pages in length. Other surveyed busi nesses were happy with the
current forms.

Tax Relief, Breaks, and | ncentives

Inthe Slovak tax system, tax relief is only granted for employment of disabled people and to
busi nesses important to the nutrition of the popul ation. Other types of relief are at the discretion
of the authorities. The tax relief system, however, generally fails to provide the desired
incentives to business and, on many occasions, is counterproductive.




Tax breaks, tax incentives, and tax relief @ Promote greater efficiency

a2% In selected industries

@ May boost growth occasionally,

however, sometimes fail to bring

0O 33% |
W 34% about intended effect

O Further manipulations and tax
avoidance

0O Do not make much difference
0O 31%

Table 32

What do you think of the macroeconomic efficiency of incentives in the form of individual
and corporate income tax breaks?

Macroeconomi ¢ efficiency of incentives Percentage

Such incentives and breaks are used by businesses that can capitalize on them,| 25.1%
rather than those in need

Incentives and breaks that taxpayers use do not encourage the desired effects 16.5%

In Slovakia's economy such practices are not used on a large scale and are| 16.5%
insignificant in terms of their macroeconomic effects

Tax breaks granted to some taxpayers discourage others from compl eting their 13.8%
returns properly

Tax incentives and breaks encourage mani pul ations and ultimately reduce tax 12.5%
revenues

Most taxpayers pay full taxes for the benefit of a small number who enjoy tax 11.0%
breaks and incentives

Tax incentives and breaks encourage lower consumption and greater investment 2.8%
These i ncentives and breaks promote economic activity 1.8%
Source: Survey

It follows from the survey that in Slovakia's economy tax breaks and i ncentives do not fulfill
their basic mission; i.e., to support and promote busi ness activity; nor do they enable the
investment required for restructuring. Rather, the system di scourages most busi nesses and
imposes an additional burden on them for the benefit of a small group who can make the best
use of such preferential treatment.

Most respondents (37.2 %) would be in favor of tax breaks, relief and incentives only for such
busi nesses that are abl e to prove that they can generate investments and new jobs. 32.6 % of the
busi nesses surveyed would be inclined to support the termination of all forms of preferential tax
treatment granted to sel ect taxpayer groups. This option, frequently discussed in Europe's
advanced economies, makes mani pul ations and abuse of such instruments fairly difficult. The
final alternative envisaged tax relief for as many businesses as possible in order to stimulate
them (30.2 % approval rate). As aresult, most taxpayers would be able to reduce their tax
liability and all would be involved in generating more revenue. However, employing this
alternative would call for effective and functional administration and compliance review.




Which of these areas should be supported by tax relief and incentives?

30.0% +

25.0% -+

Business investment
Social security and costs

20.0% -+

Education and training
Bonds and securities
Health-related

Property repair and adjustment
No

Outlay on private schools

15.0% o

Property purchase and construction

10.0%

5.0% -

0.0% -

It follows from the figure that, according to respondents, tax relief should primarily be granted
to three core areas that are either directly or indirectly invol ved in promoting small- and

medi um-si ze busi nesses. The emphasis on the preferential treatment of health and social
payments is more likely to be the result of an excessive burden imposed by obligations in these
areas.

What reduction of tax rates would you consider
reasonable?
50.0%
40.0%
0
30.0% - 26% 25% @ % responses
20.0% ] 15% O tax rate reduction
. 0

10.0% +29

0,0% -

Most of the businesses surveyed (63.2 %) believed that no taxpayer groups should be exempted
fromincome tax. The groups that, according to other respondents, might be exempted included
(inthe sense of legal persons and physical persons — entrepreneurs): non-profit associ ations,
small low-income businesses that do not employ external labor, self-employed persons with
annual sales of up to SKK 250,000, graduates of primary and secondary school during their first
year of employment, and towns and communities that receive busi ness revenues.

However, wider application of tax exemptions usual ly leads to shift in economic activity
towards those compani es which enjoy preferential tax treatment, and this shift deforms the
economic structure. As the following figure shows, Slovak entrepreneurs see this shift as
occurring very frequently.



companies )

b of companies)

50% of companies)

practice (50 - 80% of

Corporate Income Tax

Do you think distinguishing between corporate and individual income
tax is discriminatory?

Most of the businesses (67.5 %) thought that owners of limited liability companies should be
allowed to have their revenues taxed using individual income tax provisions only. Thiswould
enabl e them to avoid doubl e taxati on by corporate and individual income tax.



Most respondents were in favor of a progressive corporate income tax, similar to individual
income tax. The second most numerous group preferred linear taxation without tax breaks. Both
alternatives feature an element of taxati on equality, which participati ng respondents felt was
absent from the present system.

Value-added Tax (VAT)

Most of the businesses surveyed (59%) were conmfortable with the current VAT rates. VAT in
Slovakia has been designed to be compatibl e with the taxati on mechani sms of the advanced
European economies. 17% of respondents believed that a single-rate VAT would be
appropriate, with exports taxed at a zero rate. 15% thought it would be sensible to increase the
number of VAT rates to six, while the remaining 10 % were in favor of asingle rate overall.
55 % of respondents held the view that certai n busi nesses should be exempted from VAT.
Businesses should be included inthe VAT system depending on their sales.

Annual sales threshold suggested by the busi nesses surveyed fell into the range SKK 0.25-10
million, with SKK 1 million being proposed most frequently. Sales of SKK 0.5-1.5 million
were the most often recommended quarterly limits.



Which VAT rate would yo

&= VAT rate
—&— % responses

Note: a zero VAT rate should be applied to alimited number of goods and services, such as
those designed for export, certain foodstuffs and essential goods.

ear, inaccurate

pertise from average

According to most respondents, the current VAT regulations in Slovakia are not acceptabl e to
local businesses fromaformal standpoint. A lack of transparency and the complicated nature of
these regul ations hinders the growth of small- and medi um-businesses. Therefore,
improvements in the form and content of VAT regulations will be another key element in
measures aimed at promoti ng busi ness.
Most respondents (46 %) reported that assigning goods and services to VAT rate categories
was their most daunti ng task. The second most complicated activity (31 % of respondents) was
the accounting of VAT refund claims. Invoice completion and filing formalities constituted the
third most significant problem (22 % of respondents) relating to VAT collection and payments.
Respondents believed that the current VAT structure bears many deficiencies that to alarge
extent complicate business operations. The following are some of the problem areas pointed out
by businesses in the survey, as well as proposed improvements. In addition to the metters
discussed earlier, their proposals were to:

Simplify interpretation and make it unequivocal;

Eliminate the lack of unequivocal interpretation;



Shorten the advance payment period, which means that businesses must de facto
provide 30-day credits to the state budget;

Enable VAT payments by bills of exchange mechanisms;

Exempt investments from VAT,

Reduce penalties resulting from oversight and accidental shortcomings.

Proposalsfor Tax System Deregulation

From the part of the questionnaire whichis devoted to the tax deregul ation proposal s of
entrepreneurs, several interesting directions for deregulation are implied. For the first, fromthe
point of view of business sector, changes to tax | egislation occur too frequently. Most of the
respondents (40 %) would prefer afive-year interval between amendments to the basic tax
laws.

Which do you think would be acceptable frequency of changes in
tax laws and regulations by government?

annually

Every two

years every three years S1

every four
years Every five
years

Dangerously, 80 % of respondents consider the tax systemto be under the heavy influence of the
political constellation. Moreover, 95 % of respondents see the tax system as demotivating in the
sense that they fear paying taxes, and the criteriafor the setting of tax rates is considered as not
fair by 66 % of respondents.

The above findings suggest that some of the respondents would like to address socia policy

I ssues through taxation. However, most businesses in the survey (73 %) were in favor of
retaining asocial security system apart fromthe tax system.

Entrepreneurs find the current scope of expenses deductible from the tax base to be a serious
problem. Only 4 % of respondents consider the current situation to be satisfactory.

Figure



appropriate,
acceptable
4%

scope should be
expanded
20%

should be
defined as
percentages of
different
expense categories

24%

should be
defined more
clearly

52%

With regard to the support of business activities, one-half of respondents prefer low taxes with
no tax exemptions and the next 17% prefer tax exemptions only to alimited extent. Thus, 71% of

respondents favor the same conditions for all without a wide amount of tax exemptions, relief
and breaks.

D29%

0O54%

W17%

O Progressive taxation accompanied by tax relief measures to stimulate anticipated
taxpayer behaviour

B Moderately progressive tax and limited tax relief practices

O Proportional taxation and no relief (low tax, no exemptions)

With regard to income tax reporting requirements, 52% of respondents did not find these
requirements overly complicated but would be happy if they were simplified. In contrast, 43 %
thought they were excessively challenging and extensive. Five % of the parti ci pati ng busi nesses
did not complai n about reporting obli gations.

Half of the parti cipating busi nesses thought that big enterprises should be at higher rates than

small ones. The remaining respondents felt comfortabl e about the current state of this aspect of
the tax system.



Most of the parti ci pati ng busi nesses (86 %) did not have serious problems concerning the
deadlines for filing tax returns. All respondents thought that having to file tax returns once a
year was a reasonabl e frequency. However, the problem resides (as was mentioned above) in
the frequent changes to tax | egislation, the unclear and ambi guous nature of the changes and the
i nsufficient information links between | egislators and taxpayers.

Effects of Tax Regulation

At the end, entrepreneurs were suggested a hypothetical tax reform designed as follows:

reduction of individual tax to 30%;

reduction of corporate income tax to 30 %

introduction of single-rate (14 %) VAT without possibility of exemptions and breaks;
simplification the tax system and tax accounting to the maxi mum extent possibl e;

According to the business people, the implementation of such reform would, in two years,
lead to the following consequences

I
e
S~

Investment Uf)
Output and sales up Employment up
Entrepr. Consumption up Business assets up Better liquidity
Less administrative expense .
Less time spent on accounting

Profits up

Better operations focus

B Yes m Effect estimates % (average)




More investmenis

Higher savings. rat !
More output and salb@hﬁ{gﬁgpa%g%ggsp%?&gmwsm hakledm SMREBASDILAl Sccumulation
Lower employment in institutions

Yes B Effect estimates, % (average)

Figures 14 and 15 depict the expected effects of the tax reform described above in detail. As
follows from the figures, entrepreneurs expect a higher impact on the macroeconomic level than
onthe level of their own businesses. On microeconomic level expectations are concentrated in
lower administrative costs and | ess time devoted to bookkeepi ng and accounti ng, better
financial position and the possibility to devote more attention to core business activities. Also
important, but | ess than the other effects, is anincrease ininvestments. Entrepreneurs expect the
lowest impact on the level of production.

Surprisingly, entrepreneurs are more opti mistic concerning the macroeconomic effects of tax
reform. Respondents expect the greatest effects in the reduction of shadow econon;
expectations of other types of possible effects are more or less linear. This fact implies the
conclusion that onthe individual business level it is difficult to assess the possible macro effect
of changes in an unbiased way.

3.2. Tax Deregulation in Bulgaria
3.2.1. Introduction

The Entrepreneurs’ Attitude to Tax Reform survey was conducted between November 1997 and
January 1998. It took place simultaneously with parliamentary hearings and the adoption of new
basic tax laws: the Law on Personal Income Tax (December 10, 1997), and the Corporate Tax
Law (December 5, 1997). The VAT Law was significantly amended as well (November 21,
1997). Some of the target i ssues in the questionnaire are dealt with in the new regul ations,
especially with regard to simplification and the abolishment of tax exemptions and reliefs.
Thus, the survey grasps a peculiar moment: the answers given manifest entrepreneurs’ attitudes
toward both old and new *“ rules of the game.”

The questionnaire was answered by 101 companies (represented by proprietors, managers or
accountants) in 23 cities around the country. We consider it representative for private

busi nesses in the country in terms of sectors, size of the companies, and form of juridical



registration. The mgjor sectorsincluded are retail trading and services (43.6 %), light industry
(24.8 %), transport (5.9 %), construction (5 %), and other (20.7 %).

The size distribution in terms of number of employeesis as follows: up to six people (49 %), 7-
30 people (26 %), and 31 people or more (25 %). Types of juridical registration are: sole
proprietorships (60.4 %), limited liability and joint stock companies (31.7 %), and others (7.9
%); this basically represents the distribution in the private sector.

3.2.2. Personal |ncome Tax

Table 33

Number of PIT rates
Number of PIT rates Percentage
Keep the present 7 rates 29.7
Decrease the number of ratesto 5 25.7
Decrease the number of ratesto 2 18.8
Introduce aflat tax 25.7

Source: Survey

The answers to the question above are quite controversial. The attitude of entrepreneurs seems
divided among the marginal solutions, with a slight preference toward the 1997 systemwith
seven rates. The reason for that outcome lies in the new tax scale of four rates, whichisto be
introduced in 1998. Though there are only four rates, the tax burden increases quite steeply,
from 20% to 40%. The answers are therefore determined predominantly by the level of the tax
rates and the actual burden imposed by them.

The results, however, reveal two basic groups of taxpayers: the first consists of supporters of
tax differentiation (75 %) and the second is comprised of those who oppose it (25 %).
Moreover, those who prefer differentiation also want steep differentiation (more rates). This
could be motivated by an expectati on that they themsel ves would fit the lower rates and thus
would save on taxes.

Table 34

Progressive vs. linear scale

Dispersion Range Percentage
up to 2.50 28.7
2.14 59
2.00 22.8
1.66 24.8
1.00 (flat tax) 17.8
Source: Survey

The distribution is quite even, with a glight |eaning toward higher dispersion. As we shall come
to see further on, a quite large group of respondents consi ders taxation to be a tool of socia
policy. However, we can' t derive reliable conclusions from this outcome, given the answer to
the next question on the preferred level of minimum and maximum tax rates. Moreover, this
demonstrates that the main problem bothering entrepreneurs is the level of the tax rates rather
than the progressiveness of the scale.

Table 35

M inimum and M aximum PIT Rate

PIT Rates Average
The mnimum PIT rate should amountto ...........% 16.7 %
The maximum PIT rate should amount to ........... % 26.67 %




What maximum PIT rate can be treated as a penal 29.66%
burden?

Source: Survey

Given the fact that the current level s are 20% and 40%, we see a strong necessity to decrease
the maximum tax rate, with a slight decrease even in the starting rate. The answers to both
questions show one and the same attitude: tax levels above 30% are considered unacceptabl e.
The following tabl e shows that the highest rate should be applied to taxpayers with seven or
more times higher income than the average. The answers below |ook strange, at |east when
compared to the figures above. Obviously, 21 % would agree to pay the maxi mum rate when
exceeding three times the average income; i.e., either the present marginal rate of 40% is
acceptabl e to them, or they earn | ess than three times the average income. The | atter explanation
sounds rather unreasonabl e.

Table 36

Preferred Start Level of the M arginal Tax Rate

Preferred Start Level of the Marginal Tax Rate Percentage
2 average annual salaries 10

3 average annual salaries 11

5 average annual salaries 24

7 average annual salaries 18

10 average annual salaries 37
Source: Survey

Tax Avoidance

Express your opinion: does the present maximum PIT rate discourage taxpayers
from paying tax?

DOYes
ONo

92%

While the business community is not equivocal on the construction of the tax system, it sounds
quite explicit onthe level of PIT. The equivocal response to that questionis also (probably)
indirect evidence of the scal e of tax evasion practiced in Bulgarian conditions.

Please try to estimate the level of savings by taxpayers who avoid paying the
highest rate of tax.

Table 37

Estimation on Tax Avoidance by M arginal Taxpayers

Percentage
They pay about 80—100% of required PIT 3.1




They pay about 50—-80% of required PIT 16.5
They pay about 30-50% of required PIT 41.2
They pay about 10-30% of required PIT 25.8
They pay 10% or less of required PIT 134
Source: Survey

The results are not surprising. More than 80 % of respondents think that the “ big” taxpayers
contribute |ess than half of what they should pay. However, we cannot derive adirect relation
between the attitudes toward tax avoidance and the structure of the PIT rate scale. Rather, itis
connected to ageneral disbelief inthe ability of the tax administration to do its job. The results
also demonstrate still-existing latent | eftist attitudes, even among the busi ness community; big
taxpayers are presumably perceived as tax evaders.

Asked whether a private company can per manently make losses, the entrepreneurs stated:

Definitely not
33.70%

Yes, of course
29.70%

Rather not
35.60%

Since the survey was conducted among representatives of the busi ness community, the
respondents are used to operating in terms of gains and losses. To be a private entrepreneur and
constantly generate losses i s impossibl e, from both an economi ¢ and a humanitarian point of
view. The 29.7 % of respondents who claim that | oss-generating operation in the private sector
IS possible can be treated as the percentage of potential tax-evaders. The idea of constant |oss-
making can be analyzed in the context of the endless VAT refund quarrels. While in 1994 almost
every single entrepreneur was agai nst the introduction of VAT, now the general complaint about
the new VAT regulations is agai nst the elimination of volunteer registration. Apart from
exporters, only loss-makers would gain from being a VAT-registered firm.

Concerning PIT for small business, should advance tax payments be paid by a lump
sum, without cal culation of every detailed account?

No
60.40%

Yes
39.60%

Theresult is quite explicit. The complicated tax declarations demanded by the tax

admini strations on a quarterly basis (for sole proprietorships) do not create so many problems
as assumed. On the contrary, entrepreneurs are quite afraid of the possibility that they will pay
more than they actually owe. They prefer to cal cul ate their taxable income regularly and pay the



exact sumdue. The result can also be treated as evidence of the low level of confidence in the
fairness of the “ rules of the game” imposed by the state.

On Tax Differentiation

What is your opinion about PIT differentiation —isit reasonable to differentiate
PIT rates according to the different income resources; e.g., salary, wages,
capital gains, property, rent?

No
27.70%

Yes
72.30%

What do you think about PIT differentiation by groups of taxpayers —do you
accept different rates of PIT for single persons, couples, families with numerous
children, single parents with children, etc.?

No
28.70%

Yes
71.30%

Do you think that PIT paid by entrepreneurs managing individual
proprietorships should be reduced in any proportion to their level of investment?

No
6.90%

93.10%



If you accept investment expenses as a case for reduction of PIT, please indicate
the adequate per centage of tax reduction level.

Average 11.91%

The above questions reflect the entrepreneurs’ general attitude toward tax exemptions and tax
neutrality. To better understand the figures, one should know the following: first, in 1996 all tax
reliefs on investment purchases were abolished; the current systemis relatively neutral
regarding sources of income, taxpayers and the use of the income; and third, the issue of tax
exemptions and reliefs as tools for stimulating private companiesis used very actively by all
political parties. Therefore, the results refl ect attitudes toward the current system, whichis by
default negative, aswell as“ what | heard on the TV” -driven thinking. The only figure that
seems reliable to draw |ong-term conclusions from, is the 11-12% tax rate on i nvestment
purchases. This means that the busi ness community would accept taxation on investment up to
that level.

Do you think that small companies with limited sales could pay PIT by lump
sums?

No
36.00%

Yes
64.00%

Though the results are in favor of lump sum taxation, the entrepreneurs’ attitudes are not
equivocal. If connected with the answers on the possibility to pay advance contributions on a
fixed basis, the conclusionis that entrepreneurs are afraid of overtaxing by lump sum taxation
and fixed advance contributions. Moreover, 88 % of respondents state that paying PIT in
advance on incomes lower than the minimumwage is unacceptabl e. Given the complicated
system of tax refunds, the outcome is not surprising.

Complicity of Tax Procedures

Table 38

Expressyour opinion about the questionnaires of the Annual PIT Declaration
Annual PIT declaration: Percentage
should be shorter and simpler (max. two pages) 56.6
are adequate 20.2
should be more extensive 3
should be a common standard for all groups of taxpayers (without 20.2
privileges)

Source: Survey

Table 39

What are the major difficulties caused by the current seven-rate scale (open)?
[ Major difficulties | Percentage |




No difficulties 43.6
The amount of the tax 5.9
The complication of the scale 8.9
Other 11.9
Source: Survey

Though the answers to the above two questions might seem contradi ctory, more than 56 %
consider the current tax declaration forms too complicated and in need of simplification and
uniformity. On the other hand, when asked to explain what difficulties they meet in cal culating
their tax due and filling out tax declarations, most of the entrepreneurs state that the current
scale creates no problems. This might mean: @) once the “ rules of the game” are established, the
players adjust fast, and b) the complexity of tax declarations |eads to higher expenses for
accountants (and therefore, provokes a negative attitude) but does not significantly affect the
normal functioning of the company.

Concluding remarks

Although a preference for levying a single tax rate is shown by considerabl e share of opinions,
the idea of a reduced number of tax rates as a whol e does not enjoy backing from those
interviewed. The datareveal two basic groups of taxpayers. those who are “ for a
differentiation” (about 75 %), and others who are * against differentiation” (about 25 %).
Higher preferences for PIT differentiation could be motivated by hope that their own company
can be placed in amore favorabl e rate group and be abl e to save on taxes, not the opposite.

As awhole, the results do not confirm the hypothesis that adj ustment toward less or greater
differentiation, are influenced by self-assessment of the most proper tax level. Those who are
inclined to accept higher taxation, and those who expect alower income tax amount (below 22
% of those interviewed), have one and the same opinion, preferring more rates in the scale. The
data confirms the conclusion that PIT-scale complexity is not related to the PIT level. No
understanding exists that a simplified scal e structure will positively influence entrepreneurs
general tax expenses.

The fundamental factor defining considerations toward PIT isits |evel. Consequently,
expectations arise that the highest rate should be levied onincomes above the equival ent of
seven average salaries. At the same time, the mgj ority of those interviewed consider that the
present maxi mum rate of 40% encourages tax evasion, including even bigger compani es (those
with a staff of over seven people). The companies’ assessment is that 70 % of taxpayers levied
according to the maximumrate, are actually paying less than 50 % of their tax due. About 90 %
consider that the present tax system does not encourage “ fair play” ineconomic reality.
Despite the fact that over 60 % of those interviewed do not approve of advance payment of
income tax, a considerabl e part of them find some meritsin this procedure. In this respect, the
expectation of atotally negative reception of advance payment is not confirmed. Itis true,
however, about compani es established as sol e proprietorships. The relatively positive attitude
toward income tax advance payment corresponds to other data in the present research,
establi shing the inclination toward more frequent, but smaller, tax installments.

72 % of those interviewed consider that PIT rates should be diversified according to different
income sources (for instance: investment activity profits, bank transaction returns, salaries and
wages, farming income, rents, etc.). The results confirm the observation that a flat income tax
ideology is not accepted positively and is not interpreted as a chance for a general decrease of
expenses.

The greater part of the companies (71.3 %) approve of imposing lower PIT rates on
underprivileged social groups. Thisis more typical for bigger companies. Small businessis not
inclined to accept the above, maybe because it considers itself to be a non-privileged group in



the present economic environment. It seems that the social function of taxes is expressed mostly
in the chance for tax evasion, rather than as areal support for marginalized socia groups.
Opinions supporting the Lump Tax Project prevail inagreater part of the compani es surveyed.
Nevertheless, it should be kept in mind that the respondents approved of thisidea basically,
without being informed in detail about the law and the exact cal cul ated rate level. Should the
tax authorities want companies to have the right to actually select the form of their tax levying,
they must inform the taxpayers in detail .

The results indicate that the present tax declaration formis viewed as complicated and too
extensive. Neverthel ess, the remai ning answers in the present research show that the declaration
formis hardly the most significant factor in changing attitudes toward the tax as awhole.
Obviously, the main factors for any changes are related to the tax level, while the form and
procedure problems are not taken as a serious obstacl e confronti ng busi ness devel opment.

3.2.3. Corporate | ncome Tax

Do you think that owners of small limited liability companies should have the
possibility have their incomes taxed only by PIT, avoiding simultaneous taxation
by CIT (asinthe regulationsin the United Sates)?

No
20.00%

Yes
80.00%

The message is quite definite: double taxation is a heavy burden for small enterprises.
Flat tax vs. progressive tax

Do you think that CIT should have a linear formula (tax payableis a fixed
proportion of the declared profits), or a progressive formula ?

Table 40

Preferencestoward CIT M odel

CIT should be... | Percentage |

linear, at arate of e.g. 30 % (without tax reducti ons and exempti ons) 34.3
linear, at arate of e.g. 32 % with few possibilities of tax reductions 13.1
linear, at arate of e.g. 40 % with many possibilities of tax reduction 51
progressive, similar to PIT 47.5
Source: Survey

The attitudes are concentrated at the extremes: either aflat tax with no exceptions, or ahighly
progressive scale. As for the 34.3 % who favor aflat tax system, they al so appear inthe
previous questions on PIT. What is striking here is the 47.5 % who would prefer a progressive
tax scale. The explanation might be:

First, the meaning of “ progression” is vaguely defined. Regarding PIT, most of the respondents
stated a preferred tax rate scale of 17 to 27 %. The dispersion rate is about 1.6. If that kind of



taxation is understood as “ progressive,” then the answer makes sense. Generally, the same level
of dispersion between the minimum and maximum tax rates is interpreted differently according
to the nominal level of the rates.

Second, as mentioned earlier, general attitudes are strongly affected by public political
campaigns. For several years one of the most common (political) messages was that small
companies should be stimul ated by means of tax all owances. Of course, giving to one means
depriving the others, and that is how the idea of progressive taxation gained support.

Concluding remarks

At first glance, the results give the impression that the simultaneous i mposing of income and
profit tax is perceived as unfavorabl e regarding small and medium business (80 %).
Meanwhile, a considerable portion of Limited Liability Companies (35.7 %) are inclined to
pay both taxes. The suggested explanation is that the total amount due of both taxes can be
lowered by means of transferringreal PIT to the CIT rates, mostly through the deducti on of
expenses from amounts due.

The dataimply that fromafiscal point of view, the aggregate tax income from both taxes would
hardly exceed revenues froma single tax (for instance, from PIT only).

The results suggest two opposing preferences: for a“linear” CIT scale, and for a“ progressive”
scale. The distribution is approximately 50-50, and this means that the scale’ s compositionis
not of great importance for busi nesses at the moment. The data’ s implied meaning at | east
confirmed the natural expectations about |ower rates.

The majority of those interviewed is sure that advance instal | ments are doubtl ess a comfortable
way to regul ate budget accounts inflow. (Almost 60 % consider that thisway “ fresh” money is
drawn from companies). At the same time, a smaller portion of 20-40 % (with a different
interpretati on of the question) think of advanced payment as appropriate for their companies.

3.2.4. Value Added Tax
Differentiation of tax rates
Do you think that the VAT rate should be differentiated?

No
35.00%

Yes
65.00%

At present, the VAT rate is 22% and is uniformfor all activities and legal forms of business
entities. The only tax exception is provided for exporters. As one can see from the next couple
of questions, most entrepreneurs prefer differentiated VAT treatment. Thisisto be explained
by: a) the massive use of VAT as apolitical campaign tool, and suggestions to stimulate
different activities through VAT reductions; and b) while the current systemis quite neutral and
simplified, the VAT rateis still quite high and the VAT refund processis slow — and all of
these factors provoke a negative attitude. The only criterion that allows for neutrality is state vs.



private ownership; 70 % think that the VAT rate should not be differentiated according to type
of ownership.

Table 41

What criteria for differentiation would you choose?

Criteria Yes No Not answered
type of goods 46.5 44.6 8.9
state vs. private companies 15.8 72.3 11.9
commercial vs. industrial companies 41.6 47.5 10.9
foreignvs. local companies 30.7 56.4 12.9
other 5.9 56.4 37.6
uniformrate 29.7 63.4 6.9
Source: Survey

In your opinion, what level of VAT rate is most preferable ?
Average 15.54%
The average figure is quite self-explanatory: the acceptable VAT level is 15.5%; i.e., 6.5%
lower than at present. The difference is significant, pointing out one of the major problems with
VAT — itshighlevel.

Complexity of VAT Regulations

Table 42

What do you think about the VAT regulations?

Regulations concerning VAT are: Percentage
Too complicated 17.8
Require knowledge whichis too difficult for an average 36.6
entrepreneur

Knotty, unclear, not precise enough 9.9
Not answered 5
Source: Survey

Table 43

In your opinion, the VAT regulations need to be smplified concerning:
Simplicity Percentage
The VAT refund procedure 70.4
Formalities inthe rules for filling out and registration of 24.5
invoices

Other 51
Source: Survey

About 70 % consider the VAT regulations complicated and difficult to comply with. This might
be explained by the frequent changes in VAT legislation. However, asked to point out what the
major problems with the regulations are, 70.4 % of the entrepreneurs name the VAT refund.
Together with the level of the VAT rate, the tax refund seems to be one of the “ hot” issues with
regard to VAT.

Some 25 % still have some problems with invoicing and other documentati on.

Table 44



What would you change in the VAT regulations?

The proper solutionis: Percentage
Nothing 2

The level of the VAT rate 21.8
Procedures for VAT refund 28.7
Other procedures 19.8
Source: Survey

The answers to the above question summari ze the general attitudes regarding the VAT regime.
Being part of a highly open economy, Bulgarian companies, and especially exporters, are
strongly dependent on receiving fast VAT refunds. Also, the rate of 22% is obviously higher
than the level considered to be reasonabl e and acceptable. The next question confirmed the
common belief that the minimum registration barrier of DEM 75,000 in annual turnover,
introduced on January 1, 1998, creates serious problems, especially for small export-oriented
companies. In order to comply with the new regul ations they have to enter fictional transactions,
artificially increasing the companies’ turnover.

Table 45
What do you think about the introduction of the VAT registration barrier of min. DEM
75,000 annual turnover and the abolishment of volunteer registration?

Options - statements Percentage
Thisrelieves the SME of paying one more tax 19
This does not change anything considerably 19
This creates significant difficulties for the SME and exporters 56
Other 6
Source: Survey

Concluding remarks

The general attitude toward tax differentiation i s backed up by the results regarding VAT. The
greatest preference is for differentiation based on the criteria of “ commodity groups’ (46.5 %),
and “ manufacturing vs. trade” (41.6 %). The understanding is thet differentiation will lower
taxes, rather than the opposite. At the same time, a preference for granting incentives to specific
economic activities can be noticed.

The present VAT differentiation regulation i s accepted as comparatively positive. The
entrepreneurs are in favor of a certain simplification process according to the “ average”
entrepreneur’ s knowledge. A general acceptance exists for a VAT registration threshold, close
to the existing one of BGL 75 million (BGL 83.5 million). However, this threshold is generally
accepted only if volunteer registration below that minimumis provided for. The preference for
reducing the VAT rate to 15% can be assessed as redlistic.

Companies’ comments are mostly related to desires for greater flexibility and the speeding up
of VAT reporting. The forms that are proposed extend the possibility of declaring the
refundable VAT amount in the course of each transaction. Another basic VAT disadvantage is
the registration barrier to small companies. More than half of those interviewed (56 %)
consider that thiswill particularly trouble small producers and exporters. Maybe thisis even
more true about emerging small busi nesses.

3.2.5. Tax Exemptions and Reliefs

Table 46
Express your opinion about the present practice of tax reduction exemptions and
incentives...



Opinion: Percentage
They encourage more effective activity in sel ected branches 23.2
They sometimes stimul ate devel opment but someti mes they 38.4
give undesirabl e effects

They encourage tax mani pul ations to avoid payments 38.4
Source: Survey

Though 65-80 % of entrepreneurs responded in favor of tax exemptions in the previous
guestions, 38.4 % believe that they are a source of tax avoidance, and 38.4 % think that they
allow for some undesirable consequences. The only explanationis that very few want a

systemi ¢ sol ution to the problem. Most entrepreneurs hope to find opportunities to lower
taxation for their own companies. Looking at the distribution of answers to the next question, the
connection is even more evident. Most respondents reali ze that exemption and relief do not
achieve the desired macroeconomic effect. However, most of themrequire a more
differentiated tax system.

Table 47

Preferencestoward the Practical Use of Tax Reliefs and Exemptions

Do you think that: (valid % Yes)
incentives are used by people who know how to use them rather than by 62.0
people who need them

most taxpayers pay full taxes for the few beneficiaries of tax incentives 36.0
tax incentives encourage tax mani pul ation and finally reduce budgetary 32.0
income

incentives stimul ate economic activity 29.0
tax incentives used by very few discourage the others 26.0
exemptions for alimited number of taxpayers discourage people from 20.0
making honest tax declarations

incentives stimulate a reducti on in consumption and increase i nvestment 11.0
expenses

Source: Survey

Table 48

Please define your preferences concerning the practice of PIT and CIT reductions:
The best solutionis: Percentage

Tax reductions should be given to businesses who demonstrate an ability to 59.2
create investments and new places of employment.

Tax reductions should be given for a maximum number of subjects, with the 24.5
purpose of stimulating their activity. If most taxpayers are beneficiaries of
tax reductions simultaneously all of themwill generate increased income

| prefer alack of any form of tax privileges for particular groups of 16.3
taxpayers which are covered by the rest of taxpayers

Source: Survey

According to the data, 60 % of respondents reali ze that the existence of tax allowances and
reliefs results in tax avoidance. Given the answers on the need for differentiation of VAT, this
means that allowances or reliefs are accepted only if the entrepreneur himself can make use of
them, while they are generally considered to be a source of tax avoidance with regard to the
“others.” The evidence lies in the next table on income transfers.

Concluding remarks



The general view seeninthe answers received is that tax preferences are eval uated mostly as a
chance for tax evasion. It should be noted that the negative macroeconomic consequences of
preferences granted, are estimated as comparatively seldom. Rather, the negative effect of tax
relief can be noticed sooner as favoring some groups, and not favoring others. The prevailing
standpoint on preferencesis for them to become fair and accessible. Behind the answersinthis
section of the study lies a stronger desire to access privileges at any price, rather than to
remove them, and thus benefit everyone.

Despite the prevailing viewpoints about income tax’ s social function, aremarkable part of
those interviewed (almost 40 %) believe that taxes must be paid by everyone. A similar number
(40 %) show the attitude that the PIT scale should not extend preferences to tax-payers from
socially weak groups. The explanation of these 30-40 % could be found in suspicions regarding
the justice of grants and the tax system’ sinability to control tax fraud, aswell asinpure
psychological factors and traditional val ues.

3.2.6. Number of tax rates, tax exemptions, simplicity of taxation procedures

1. Correlation of attitudesin favor of “flat tax”

The aim of the cal cul ations below is to prove whether the answers to the different questions
referring to the number of tax rates coincide. All figures in the tables represent how many of
those who responded in a certain way on the key questions have also answered the same way to
guestions with similar meaning.

Key guestions regarding tax rates differentiation:

1. Do you think that companies should be taxed:

Opinion: Percentage
by one rate 24

big companies more, small business less 61

as at present 15
Source: Survey

2. Which solutions, in your opinion, encourage entrepreneurs and employers to higher

activity?

Sol ution: Valid %" Yes’
taxes increasi ng progressively and simultaneously substantial

tax reductions stimul ating desired behavior of taxpayers 28.3
small progression and limited practice of tax reductions 58.6

no tax progression and no tax reductions (low taxes and no 131
exemptions)

Source: Survey

As answers suggesting inclinations towards “ flat tax” we treat:
1.: by onerate
2.: no tax progression and no tax reductions (low taxes and no exemptions)

Correl ation between answers on key questions and other questions related to tax differentiation
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The correlation provided above reveal that the prevailing part of those who opted for asingle
rate for all companies also share the idea of a single tax rate when answering other questions.
The strongest rel ationship appears to be between the attitude toward a uniformtax rate
according to the size of the company, and the idea of asingle VAT rate and equal taxation for
al groups of taxpayers. An exception is the negative rel ationship with the idea of avoiding
double taxation by CIT and PIT.

Asawhole, theidea of neutral (according to size) taxationis well-embraced inthe general
context of single-rate taxation.

When the question’ s emphasis is on what the best way of stimulating entrepreneurs and
employeesis, the correlationis even more easily distinguished. As awhole, those who prefer a
single rate with no exemptions and reliefs as an incentive for business and labor activity, also
opt for single-rate taxation when answering the other related questions.

The perception of single-rate taxation is more recogni zabl e in the context of stimulating
business activity, rather than related to uniform taxation according to company size.

The general conclusionis that there exists a certain group of respondents who consciously favor
single-rate taxation (flat tax).

2. Attitudes towar ds tax exemptions and reliefs
A key question of the “ no exemptions” ideology is:
Table 51

Express your opinion about the present practice of tax reduction exemptions and
incentives:

Percentage
they encourage more effective activity in selected branches 23.2
they someti mes stimul ate devel opment but sometimes they give 38.4
undesirabl e effects




| they encourage tax mani pul ati ons to avoid payments | 38.4 |
Source: Survey

The correl ations provided below show to what extent the answer “ they encourage tax
mani pul ations to avoid payments” falls within the general attitude toward tax exemptions and
reliefs.

Btax incentives stimulate in the right direction

@ tax incentives encourage tax evasion
most taxpayers pay full taxes 17.4
for few beneﬁCiarieS Of tax _ 39 5

tax incentives encourage to 30.4
tax manipulation and finally
36.8

incentives are used by people 65.2

incentives do not stimulate 56.5
economic activity
81.6

tax incentives used by very I:I 17.4
Fraomseneoner |

tax incentives do not achieve

their goal to stimulate a
23.7

Source: Survey

1

The idea that tax i ncentives encourage tax evasion is repeated in the other indicators of negative
attitude towards tax exemptions and reliefs. There can be recognized a consi stent, though not
big (30-35 %) group of entrepreneurs who understand the negative impact of tax incentives.
The most significant correlation here i s between the negative answer to the key question and the
perception that tax i ncentives do not stimul ate economic activity. Also, aremarkablerelationis
found in connection with the statements:

most taxpayers pay full taxes for the few beneficiaries of tax incentives;

tax incentives used by very few discourage the others;

tax incentives do not stimul ate the desired behavior.

Compared to the idea of single-rate taxation, the attitudes agai nst tax incentives are even more
consistent and correl ated. The backbone of the negative perception of tax exemptions and
reliefsistheir economic inefficiency and general unfairness for the “ non-preferential” market

agents.
3. Simplicity of tax procedures, tax incentive and flat taxation

Answers used to identify relevant connections:

Singlerate:

PIT dispersion 1:1.66

All social groups to be taxed by the same PIT rate

Single rate with no incentives stimul ates entrepreneurs and empl oyees



No incentives:
Tax incentives encourage tax evasion
Tax incentives do not encourage economic activity

Correlation between the idea of flat tax and * Tax incentives encourage tax evasion’

PIT dispersion 1 - 1.66

-
~
‘

57.9
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Source: Survey

Correlation between the idea of flat tax and “Tax incentives do not encourage economc
activity”

PIT dispersion 1 - 1.66
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29.6
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Single tax rate with no I:I 6.9 activity
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Tax incentives do not ecourage
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Source: Survey

As awhol e the negative assessment of tax incentives as atool of tax evasion significantly
correlates with the idea of “ flat tax.”

Itismost clearly distinguished inthe idea of flat PIT (or dispersion 1:1.66), aswell as the
negative attitude toward differentiated treatment for certain social groups.

The correl ation between the i dea that single-rate taxati on encourages entrepreneurs and

empl oyees and the understanding that tax i ncentives stimul ate tax evasion is not so sound. Itis
obvious that the idea of the single tax rate does not correspond with the destimul ating rol e of tax
exemptions and reliefs.

In general, there exists a certain potential for the understanding that the abolishment of tax
incentives and the introduction of a flat tax rate would encourage economic activity. However,
this potential is still vague and reversible.

As for the correl ation between the negative attitudes toward tax i ncentives and the idea of a
single rate, and those who opted for simplification of tax procedures, no significant statistical
correlation was detected. Obviously, the number of tax rates and the existing tax incentives are
not understood as a factor that i ncreases the confusion and compl exity of taxation procedures.

3.2.7. Proposals for Tax Deregulation

Table 52



What is in your opinion about the acceptable frequency of changes and improvements to
tax changes by the Government?

Percentage
once every year 12.2
once every two years 14.3
once every three years 12.2
once every four years 51
once every five years 56.1

Source: Survey

The frequent changes in tax legislation in the last coupl e of years explains the result in the table
above. The business community needs stability and predictability.

Table 53
I'n your opinion, isthe tax system is neutral / indifferent concer ning politics?
Percentage
Yes 60.4
No 39.6
Source: Survey
Table 54
Arethe present criteria for setting up tax ratesfair?
Percentage
Yes 57.0
No, they express the political interests (el ectoral programs) of 43.0
governing powers
Source: Survey

Most respondents consider the tax system to be politically independent — almost 60 %. This
means that the political parties are still not identified with certain business and social interests.

Table 55
How do you assess the reporting obligations of companies as far as the problem of income
taxesis concerned?

Percentage
too difficult 28.7
not too difficult, but could be simpler 61.4
they do not cause problems 9.9

Source: Survey

The hypothesi s that the compl exity of tax declarations and procedures create unbearable
problems for taxpayers did not hold grounds. Only 28.7 % think that they are too time-
consuming, while the others feel they can comply.

Table 56
Do you think that companies should be taxed:
Percentage
by a proportional rate 24
big companies more, small business less 61
as at present 15

Source: Survey



The answers should be interpreted in the context of the common belief that tax rates must be
used as atool for social policy, and of the political campaigns directed at stimulating small
companies through tax reliefs. Also, aleftist egalitarian attitude toward income inequalities still
affects the busi ness community.

Should tax offices be obliged to inform taxpayer s about changesin tax duties?

No
16.00%

Yes
84.00%

Do you think that thiswill increase collectibility?

No
29.60%

Yes
70.40%

The low level of tax collectionis not due to the low level of informedness of taxpayers about
their obligations. Hence the above data probably shows that entrepreneurs tend to perceive the
tax administrationasan“ alien,” as an opponent. Any sign of “ friendly behavior” on behalf of
the administration is expected to be treated as an invitation for a partnership dial ogue which
indirectly could change the situation with tax evaders.

Table 57

I'n your opinion, what fiscal policies of tax collection are most convenient?
Percentage

fast collection with lower rates 71

at higher tax rates, but with delayed collection 7

as at present 22

Source: Survey

The answers to the question above prove that the level of the tax ratesis still the mgjor problem
that entrepreneurs face. The results al so demonstrate | ow-inflation expectati ons among the
entrepreneurs.

Table 58
Which is closer to your opinion?



Opinion: Percentage
Taxes are an effective instrument of social policy. 56.6
The social system should be independent of the tax system. 43.4

Source: Survey

As mentioned earlier, the results reflect the general | eftist orientation of the business

community. The same conclusion applies to the next issue:

Table 59
I'n your opinion, tax declarations should be required for period of:
Declaration: Preferred frequency (%)

Monthly Quarterly Semiannually Annually
PIT 19 20 6 55
CIT 6.1 28.6 16.3 49
VAT 33 39.2 8.2 19.6
Source: Survey

Giventhe current tax rates the general preference inthe case of PIT and CIT istoward rare
payments — annually, if possible. At the same time, the trend regarding VAT isjust the
opposite. The explanation lies in the fact that most small companies export, or underdeclare
incomes and produce negative val ue added, thus creating conditions for VAT refunds. Of
course, the more frequent the refund is, the better for the company. On the contrary, CIT and PIT
regul ati ons demand advance payments and do not provide for tax refunds. Generalizing fromthe
results above, thereis aclear sign that Bulgarian entrepreneurs still interpret tax problemsin
the context of their own short-termsurvival.

Concluding remarks

A natural preference prevails for greater tax regulation stability. More than 56 % think that any
changes should be valid for at least five years.

60.4 % believe that the tax system does not favor specific political views. Nevertheless, this
should be interpreted in connecti on with the expectations regarding tax regul ation stability. On
the other hand, the tax system’ s“ political neutrality” implies that small and medium businessis
not politically or parliamentary represented. 57 % of those interviewed consider tax definition
criteria to be objective and not favoring any specific political force’ sinterests. This fact
confirms the observation that small and medium business do not identify political forces as
behind tax regul ations.

Other expectations about the PIT payment procedures being difficult for business were not
confirmed. 61.4 % would be satisfied if they were simplified, though as a whole, they do not
realize the emerged chance for reducing expenses if PIT procedures are simplified.

61 % of those interviewed think that the bigger companies should pay at higher tax rates. The
results confirm opinions on greater tax differentiation. The distribution of answers by company
size and registration does not suggest considerabl e differences, which shows data homogeneity
and standpoint unanimity regarding greater differentiation. By these results it becomes clear that
this differentiation is understood as away to create opportunities for lower rates.

Over 70 % of those interviewed approve of paying taxes more frequently, if thisis necessary in
order to pay at lower rates. This fact is a key to understanding the total research results. It
confirms observations that procedures are not so i mportant, but tax size as suchis a decisive
factor inentrepreneurs’ opinion. It gives a sense of expectations, therefore, for greater tax
system differentiation and comparatively better acceptance for advance tax payment.
Preferences for more differentiation and a desperate search for lower rates have some
economic logic, and are not only the result of alow management culture. Maybe these



suggestions are adequate to the current economic environment, in which the motivation for
expense reduction prevails over the motivation to increase income. It could be assumed that,
with the progress of economic reform, the alternative cost of dealing with tax administration
will increase and entrepreneurs will start to bother for simplified procedures.

The greater part of companies (53 %) believe that property declarations can help in calculating
tax obligations. It is quite curious that sole proprietors and limited liability compani es expect
by the same degree (about 50 %), that property declarations would be efficient. The present
research’ s general data shows that property declarations are accepted as commonly valid and
as presenting a more realistic measure of real profits, than PIT.

3.2.8. Expected effects of tax reform
At the end, entrepreneurs were suggested a hypothetical tax reform designed as follows:

reduction of individual tax to 30%;

reduction of corporate income tax to 30 %;

introduction of single-rate (14 %) VAT without possibility of exemptions and breaks;
simplification the tax system and tax accounting to the maxi mum extent possibl e;

According to the business people, the implementation of such reformwould, intwo years, lead
to the foll owing consequences

Table 60
If the measures described above are taken, what do you expect for your company in the
next two years?

If yes, to Not
what | answered
extent?

Increased production and sales . 26.27 4.0
Increased investment 70.3 18.8 19.63 10.9
Increased empl oyment 64.4 22.8 24.89 12.9
Increased entrepreneurs consumption 49.5 33.7 17.41 16.8
Reduced admini strati on costs 34.7 51.5 14.31 13.9
Increased company property 68.3 18.8 16.21 12.9
Reduced time consumption i n accountancy 57.4 28.7 18.71 13.9
Increased financial liquidity 49.5 32.7 18.38 17.8
Increased profitability 70.3 17.8 18.21 119
Better concentration on operational activity 51.5 31.7 24.69 16.8
Source: Survey
Table 61

What effects do you expect for the country as a whole?

If yes, to Not
what answered
extent?

Increased production and sales ) 21.15 2.0
Increased investment 85.1 9.9 21.31 5.0
Increased empl oyment 80.2 10.9 16.84 8.9
Increased entrepreneurs consumption 74.3 13.9 13.72 119
Reduced administrati on costs 62.4 27.7 24.23 9.9
Increased company property 57.4 28.7 15.45 13.9




Reduced ti me consumpti on i n accountancy 79.2 9.9 18.38 10.9
Increased financial liquidity 53.5 32.7 15.36 13.9
Increased profitability 67.3 17.8 16.08 14.9
Better concentrati on on operational activity 50.5 34.7 17.26 14.9
Source: Survey

Onthe whole, entrepreneurs’  expectations are toward production and sales increases, and
diminished informal economy.

The mgjority of expected effects on companies’ activity, are connected with production and
sales increases (average of 26.3 %), increasing number of employees (24.8 %), and improving
executive management (24.7 %). The other parameters have a comparatively weaker influence,
but can be considered potential consequences of the above-mentioned three. A smaller
influence is expected on the curtailment of administrative expenses (reduced by 14.3 %). This
fact is particularly illustrative regarding entrepreneurs’  considerations of reforms as a prospect
for decreasing nominal tax value, rather than as a chance to limit bureaucracy.

Greater effect for the country as awhole are seenin the informal economy decrease (average of
24.3 %), and increased investment (21.3 %), production and sales (21.2 %), and consumption
(18.4 %).

Generally, entrepreneurs identify tax reformwith improvement in the current situation. The
contradi ction between the data on the specific items on tax exemptions and tax rate dispersion,
and the positive expectations expressed in the table above, might be explained by two mgjor
reasons: first, the proposed reform significantly decreases the level of tax rates ceteris paribus
(there are no exemptions to be abolished; i.e., for investment purchases); and second, the
answers are amirror image of what politicians claim a successful tax reform should achieve.

3.2.9. Survey of Business Organizations
The questionnaire was di stri buted among:

1. Bulgarian Industrial Association

2. Bulgarian Trade and Industrial Chamber

3. Federation of Bread Producers and Confectionersin Bulgaria
4. CNIKA Technology and Innovation Center

The first two are universal business associations, while the | atter are two of the most influenti al
branch unions. The results showed that Bul garian busi ness associ ati ons interpret the problem of
taxation in almost the same manner. However, the number of organi zations that were
interviewed does not allow for deriving representative conclusions. We can just mention the
main differences intheir attitudes, as well as the consensus i ssues.

Parallels:;

1. The percentage of tax evaders estimated by the organi zati ons coincides with that in the
survey of companies,

They are equivocal as to whether a private enterprise can not produce loss
permanently;

They are for lump sum taxation for small firns;

The major problemwith PIT they see is that high rates are applied to low incomes;
Surprisingly, they think that profit transfers for tax avoidance are rare;

They are against double taxation by PIT and CIT, and also consider the different
levelsof PIT and CIT rates undesirable;
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7. Like the entrepreneurs, they think the acceptable VAT rate is about 15%. The major
problem they encounter with VAT regulations is with the VAT refund process;

8. They are sure that the tax systemis politically neutral;

9. They prefer fast tax collection at rates lower than the present ones,

10. Their expectations about the possibl e effects of the described reform are quite modest;
the average positive effect in terms of increased investment, sales, productivity, etc.,
is estimated at 10-15%.

Differences:

1. The preferred levels of PIT range from 10-40% to 20-33;

2. They conflict regarding fixed advance payments for small taxpayers,

3. They also diverge on the issue of tax differentiation according to sources of personal
income and types of taxpayers;

4. They differ on the effects of tax exemptions and reliefs, with a dlight preference on
behalf of tax incentives;

5. Regarding VAT differentiation, the argument is whether there should be different rates
for dealing with different goods and services,

6. They differ when asked on the tax reporting periods;

7. The most significant difference is on the issue of flat vs. progressive taxation. On the
one side, all respondents prefer linear taxation with few or no exemptions, at a rate of
30-32%. On the other side, they state that bigger companies should be taxed at higher
rates. The explanation might be that the current levels of CIT for companies with
annual profit above DEM 50,000 is 37%, while at the same time there are no
exemptions (for investment purchases, etc.) anyway. The same conclusion applies to
the overall results of the survey.

3.2.10. Summary
1. Tax Scales, Preferences and Rates

On the whole, the problem of tax system simplification and the busi ness incentives of easier
taxation procedures are not a priority in the Bulgarian small and medium businessman’ s
consciousness. At the present stage, the tax level, not its form, is seen above al else asthe
problem confronting entrepreneurial devel opment. The tax burdenis obviously too heavy in
nominal terms, to be compensated for solely by less bureaucracy, deregulation of procedures,
etc.

Small and medium business still do view tax preferences as a serious obstacl e facing individual
devel opment. Should there be negative opinions about preferences, they can be summarized
mostly as the imperfection and unfairness of existing regulations, but not by the negative
conseguences for the total economic environment.

The tax scale composition, also, is not of a particular importance regarding daily company
activities. Thereis no clearly expressed preference toward “ linear,” * small progression” or
“big progression” scales. As amatter of fact, these forms could be a factor only along with tax
rates nominal reduction.

Expectations about tax reduction are realistic. It might be that the tax attitude could be changed,
if rates are reduced to the level of a maximum of 30% for PIT and 15% for VAT. At these
level s compani es could expect general economic revival.

Onthewhole, if the tax reform remains only in the procedure of deregulation or abolishment of
preferences, without any significant tax rate reduction, it can be hardly assumed that
considerable changes in tax behavior will occur, and respectively intax collectibility itself.



2. Tax Behavior and Tax Efficiency

Companies assessment on tax col | ectibility shows that an average of 70% of taxpayers who
owe taxes at the maximumrate, by different means avoid paying their whole amount due. Over
70 % of companies think that taxpayers at the maximum tax rate pay less than half of tax due. At
the same time, 89.9 % believe the present tax systemis not giving enough incentives for “ fair
play.”

From a tax administration point of view, PIT does not ook very efficient. A considerable
portion of limited liability companies prefer paying PIT and CIT simultaneously, which means
that PIT does not correspondingly register the real revenues of entrepreneurs. At the same time,
if tax regul ations give a more adequate and flexible form for registering expenses, entrepreneurs
would be less motivated to evade tax paymen.

Therefore, from an administrative point of view, introducing ownership declarations could
prove efficient. There is a common opinion that this form has the potential to register real
income.

Onthe whole, VAT isviewed positively by companies. The registration threshold of BGL 75
millionis comparatively close to the expectations (BGL 83.7 million). However, if the
registration minimumis reduced, an increase in production and export activity can be expected
from small business. The desired changesin VAT are related to the introduction of more
flexible forms for reporting tax credit and an accel erated process of processing the data by the
tax admi ni stration.

In spite of the understanding of advance payment as * drawing off fresh assets from companies,”
advance install ments are not considered to be a big problem, even for small business. In general
entrepreneurs prefer to pay taxes less frequently.

Nevertheless, if more frequent payments are accompanied by lower rates, more than 71 % of
companies would chose exactly this scheme.

The general results of the present study show preferences for the tax stimul ation of
manufacturing, sales and investment. The tax reform expectations rel ate to hopes for lower
rates, combined with procedure simplification.

3.3. Preferences of Polish Entrepreneurson Tax System Reform

I ntroduction

The entrepreneurs’ survey on preferences regarding how to deregul ate the Polish tax system
took place in 1997. The survey interviewed 102 entrepreneurs, sel ected mostly fromthe
member lists of regional Chambers of Commerce. The idea was to select more active and
credible companies. Chamber members could be considered to be both active and honest. This
method of selection (3/4 of respondents) was supplemented by the sel ection of respondents
fromthe clients' group of the Polish American Small Business Advisory Foundation (1/4 of
respondents).

As aresult 102 questionnaires were distributed amongst companies. The most domi nant
industry group represented was service (40%). The other major groups were commercial
compani es (35%), manufacturing (16%) and multi-branch (6%). Most of the respondents could
be described as small- and medium-size enterprises. Thirty % of the respondents’ firms had
fewer than six employees, 39 % had 6-50, 16 % had 51-250, and 15 % had more than 250
employees. The legal forms of compani es represented were: limited liability companies (32%),
joint stock companies (30%), civil partnerships (23%) and proprietorships (15%). Responses
were made by company owners and directors (3/5); however, inlarger companies financial
controllers (accountants) were the most important answering group.



3.3.1. Personal Income Tax (PIT)

Number of PIT Ratesand Dispersion Range

In the research the entrepreneurs were asked whether they would prefer an increase or decrease
inthe number of PIT rates, or whether they should remai n unchanged. The replies are included
in Table 62.

Table 62

Entrepreneurs Preferenceson the Number of PIT Rates
Preferred Solution Percentage of respondents
Increase number of tax ratesto 5 11.8

37.3

M aintain present 3 rates
Reduce number of tax rates to 2 (basic rate and increased rate for 34.3
very high incomes)
Introduce flat rate 16.6

Source: Survey

According to the data received in the survey, about half of entrepreneurs would prefer a
reduction in the number of PIT rates. Within this group about 16 % preferred asingle flat rate.
Quite big group of entrepreneurs considers the present system of three rates to be acceptable.
The general conclusionis that a majority of entrepreneurs opposes the idea of anincreaseinthe
number of tax rates.

In the opinion of busi ness peopl e the present number of PIT rates hardly allows the equalization
of income differences within society. Only 6.9 % of the respondents opposed the above
opinion. More than half of the entrepreneurs surveyed (54.9 %) consider that the present system
of PIT rates creates rel uctance to engage in entrepreneurship. The entrepreneurs indicated that
the system creates troubl es in tax income cal cul ation (16.7 %) and paying tax advances (18.6
%).

Apart fromthe problem of the number of PIT rates, their dispersion range seemsto be avery
important issue. Experts dealing with tax systems modeling maintain that alevel of dispersion
between the lowest and highest rate greater than 2.0 does not promote fiscal honesty. The
preferences of the busi nessmen surveyed on the opti mum range of tax dispersion are presented
inthe following table.

Table 63
Optimum Dispersion between the Lowest and Highest PIT Rates

Dispersion Range Percentage of entrepreneurs
2.56 (left Labor Union proposal; refused) 16
2.14 (asin 1996) 14

45

2.0 (asuntil the end of 1993)

1.66 (asinthe UK) 13

1.0 (asin Estonia) 12




Source: Survey

The data included in the tabl e above show that about 1/3 of those surveyed are for keeping the
present dispersion range or even an increase of the range. However, amgjority (2/3) would
prefer a reduction in the difference between the highest and lowest PIT rates. It is important to
underline that nearly half of those surveyed consider a dispersion of 2.0 as optimal. The
average preferred PIT rate dispersion was 1.95 (found by multiplying percentages of
respondents by preferred dispersion). Thisresult is very close to the state of the systemin
1993.

M aximum PIT Rates

The surveyed entrepreneurs proposed a significant increase in the income level taxed at the
maximum rate. Above 2/3 of those surveyed maintain that the marginal rate should start froma
level of 5-10 average incomes. The entrepreneurs’ opinions are presented in the following
table.

Table 64

Preferred Start Level of the M arginal Tax Rate
Preferred Start Level of the Marginal PIT Rate Percentage of respondents
2 X average income 8.4

21.1

3 x average income
5 X average income 37.9
7 X average income 17.9
10 x average income 14.7

Source: Survey

Using the rule described in the preceding paragraph, the average preferred start level of the
marginal PIT rate was estimated. It amounts to 5.42. This result shows that the marginal PIT
rate should start at 5.4 average incomes. (At present it starts at 4.00). The entrepreneurs were
aso invited to indicate their preferred minimum and maximum PIT rates. On the average they
stated:

for the minimum PIT rate: 13.7%

for the maximum PIT rate: 30.4%

In comparison to the exi sting maxi mum (43%) and minimum (20%) rates (1997), the differences
seem quite large. The most of those surveyed consider that the present marginal PIT rates
discourage tax honesty. According to the results of the research, about 60 % of entrepreneurs
takes steps to decrease the amount of reported income. Thanks to these efforts they pay
significantly lower taxes. The entrepreneurs surveyed were asked to estimate their “ savings on
taxes.” The results of the research are presented in the table bel ow.

Table 65
Estimations on Tax Avoidance by M arginal Taxpayers
Marginal Tax payers avoid to pay ... Percentage of respondents
80-100% of PIT due 6.9
50-80% of PIT due 30.7
30-50% of PIT due 48.5
10-30% of PIT due 10.9




[10% of PIT due 3.0

Source: Survey

To estimate the average tax avoi dance range, the percentages of respondents were multiplied by
the averages of the range brackets. The result was 47.9 %. This means that in the opinion of the
entrepreneurs, marginal taxpayers avoid paying on the average 47.9 % of their due taxes. The
results show that using maximum PIT rate for taxpayers with an equivalent of four average
incomes does not produce sati sfactory tax inflows. Of course these results may be considered
as estimations only. It' s aso important to underline that Polish entrepreneurs tend to present
their opinions inamore negative light thanitisinreality. However, these data show that high
rates don' tlead to high PIT inflows.

Differentiation of PIT according to Different Income Sources

Most of the entrepreneurs surveyed would prefer to maintai n the present differenti ation of
Income taxati on according to different income sources. More than 60 % would opt to keep
different tax rates for capital gains, personal incomes and agricultural incomes. The results
show that the opinions of entrepreneurs on whether or not to introduce uniformtaxationis
significantly divided. Inthe mgjority is a group who sees benefits from the present regul ations
and accepts a more complicated tax payment procedure. At the same time, about 40 % of those
surveyed believeit is better to simplify the regul ations and introduce uniform taxati on for
incomes coming from different sources.

PIT in Small Firms

The dominant group of enterprises in Poland consists of private proprietorships. These firms
pay income taxes according to PIT rates. It is striking that small private firms' owners have less
money for devel opment than corporate entities. It was one of the main purposes of the research
to state whether money spent for afirm’ s devel opment should be taxed according to ordinary
PIT rates. About 72 % of those surveyed maintai n that taxati on of income spent on capital goods
should be lower than on divided incomes. Entrepreneurs consider thet the tax oninvested
income should be lowered by about 24 %, which means that invested income should be taxed at
arate of about 20%.

Most of the entrepreneurs surveyed (74 %) felt that very small firms with low sales should be
taxed by lump sumtaxes. Inrelation to very low incomes (not exceeding minimum wage), the
entrepreneurs proposed that an annual PIT declaration not be required (46 % of respondents).
These entrepreneurs considered that people with very low incomes should not pay tax advance
payments. Most of the entrepreneurs thought that annual tax decl arations should be shortened
and limited to a maxi mum of two pages (64 %)

Lossesand Price Transfersto Firmswith Tax Exemptionsand I ncentives

It is aninteresting observation that a lot of firms submitting tax declarations to Tax Offices
report permanent losses. They do this through different price and cost transfers. Entrepreneurs
consider that a situation of produci ng permanent losses is rather impossible in the long run (51
%), and about 30% thought that thi s situation was absol utely impossible. These answers are
proof of entrepreneurs’ declining acceptance for permanently hiding incomes.

The entrepreneurs surveyed were al so asked what would be the frequency and range of income
transferring to firms with tax exemptions or incentives. The results of the research are presented
in the table below.

Table 66



Frequency and Range of Income Transfer to Firms with Tax
Exemptions and Reliefs

Percentage of respondents
Frequency and Range of Income Transferring to Firms with
Tax Exemptionsor Reliefsis ...

Common (80-100% of firms with tax exemptions or reliefs) 7.2
Very frequent (50-80% of firms with tax exemptions or reliefs) 175
Quite frequent (30-50% of firms with tax exemptions or reliefs) 41.2
Moderate (10-30% of firms with tax exemptions or reliefs) 21.6
Rare (10% or less of firms with tax exemptions or reliefs) 12.5

Source: Survey

The results show that nearly every second firm with tax exemptions becomes a target for
transfer pricing. More precise estimati ons show that transfer pricing touches 39.3 % of firms
with tax exemptions and reliefs. This means that the tax exempt sector destroys fiscal honesty,
significantly reducing tax inflows.

3.3.2. Corporate Income Tax (CIT)

At the beginning it isimportant to underline that the majority of entrepreneurs’ opinions on CIT
involved the | east disagreement. This was caused by the fact that this tax has been very stable
sinceitsinceptioninthe early 1980s. The rate of CIT was established at the level of 40% at
that time. In 1997 this tax was reduced to 38%, and a program for gradual reduction to 32% by
the year 2000 was al so introduced. This situation causes entrepreneurs to evaluate PIT inavery
positive way. Despite this, entrepreneurs were asked to indicate their preferences concerning
this tax.

Differentiation between Personal and Cor porate |ncome Taxation

The entrepreneurs surveyed were asked whether the present differenti ati on between the
marginal PIT rate (43%) and CIT rate (38%) discriminates against PIT payers (mostly small
firms). More than 78.2 % of the entrepreneurs surveyed said “ YES, IT IS’ . At the same time,
73.2 % of respondents stated that partnersin limited liability companies should have the
possibility to be taxed by PIT (as in the United States, for the so-called S-corporations).
Entrepreneurs were al so asked to indicate their preferences toward the detailed structure of
CIT. Theresults are presented in the following tabl e.

Table 67
Preferences Toward CIT M odel
CIT should be ... Percentage of respondents
33.7
Flat rate of 30% (without tax exemptionsand reliefs)
Flat rate of 32% (with slight tax exemptions and reliefs) 41.6
Flat rate of 40% (with large tax exemptions and reliefs; present 8.9
situation)
Progressive (similar to PIT) 15.8

Source: Survey



The results of the research show that busi ness people prefer low rates without significant tax
exemptions and reliefs. This means that the busi ness sector would prefer a neutral tax system
without strong infl uence from the state.

3.3.2.Tax Exemptions and Relief

Tax exemptions and reliefs are some of the most important el ements of the Polish tax system.
According to the i ntention of the | egislature, tax exemptions and reliefs are intended to stimulate
strictly defined businessmen’ s and taxpayers activities. These activities are defined in the
economic policy of the government. Opponents of exemptions and reliefs say they destroy the
logic of the tax system, change the initial and basic economic intentions of taxpayers and direct
busi ness activities toward inefficient targets. Also, they maintain that tax exemptions and reliefs
change the structure of supply and demand, |eading to a situation in which the portion of GNP
distributed by the government is higher than the official amount written into the budget. A
question which arises is the following:

What is the relationship of entrepreneursto tax exemptions and reliefs?

The tables below contain the entrepreneurs’ responses to these questions. They deal with
problems such as. eval uation of the present system of tax exemptions and reliefs, eval uation of
the economi ¢ meaning of tax exemptions and reliefs, preferences on how to shape the system of
reliefs, and possibilities for the elimination of some tax reliefs.

Table 68

Evaluation of the Present System of Tax Exemptions and Reliefs

Percentage of respondents
Meaning of tax exemptions and reliefs:
They stimul ate taxpayers to avoid tax payment 49.0
They sometimes stimul ate busi ness devel opment but someti mes 38.7
give undesirabl e effects
They encourage more effective business activity 12.3

Source: Survey

According to the resultsit is possible to admit that half of the entrepreneurs have a negative
opinion of tax exemptions and reliefs. One-third see both positive and negative effects, and only
one-ei ghth see only positive results from such tax instruments. The general conclusion on
entrepreneurs’  opinion of tax exemptions and reliefsis that it varies greatly; however, the
critical attitude to tax reliefs prevails.

The next question was focused on the eval uation of the macroeconomic meaning of tax
exemptions and reliefs. The respondents were presented with several qualitative statements on
this meaning and could choose as many as they wished. The results of the research are
presented in the table bel ow.

Table 69

Evaluation of the Macroeconomic Meaning of Tax Reliefs and
Exemptions

| Opinions - Statements | Percentage of respondents |




66.7

Tax exemptions and reliefs are used by persons who are more

familiarized with the tax system rather than by those who

need them
Tax exemptions and reliefs stimul ate tax mani pul ations and cause 50.0
serious tax inflow reduction
Tax reliefs are received by only afew but everybody pays for them 43.1
Tax reliefs which are commonly used have no effect 26.5
Tax reliefs and exemptions received by afew are a disincentive to 19.6
honest activity for the rest
Tax reliefs reduce consumption and increase i nvestment 20.6
Tax exemptions and reliefs stimul ate desired business activities 16.7

Source: Survey

According to the results, the mgjority of entrepreneurs see negati ve macroeconomic effects from
tax reliefs. Only one-sixth to one-fifth find an economic stimulation mechanismintax reliefs. In
connection to the above question the entrepreneurs surveyed were asked to indicate their
preferences for the practical use of tax reliefs and exemptions. The results of the research are
presented in the table bel ow.

Table 70
Preferences Towards Practical Use of Tax Reliefs and Exemptions

Percentage of respondents
The best solution is...

Grant tax reliefs and exemptions to those who can demonstrate that 45.0
benefits gained can be used for new workplaces, new investment.
However, everybody pays for the activities of a few.

Grant tax reliefs and exemptions to the maxi mum number of 35.0
entities, so that nearly all feel stimulated. Nearly everybody
receives and uses tax reliefs

No tax reliefs nor any tax privileges 20.0

Source: Survey

The results presented in the table above show that nearly 2/3 of those surveyed either do not
accept tax reliefs and exemptions or would limit the use of tax reliefs to those who can
demonstrate benefits to society. Slightly more than 1/3 of the entrepreneurs accepts a broad use
of tax reliefs. It seems that entrepreneurs bel onging to the second group benefit or benefited
themsel ves from tax reliefs.

The entrepreneurs surveyed were al so asked which tax reliefs should be eliminated.
Paradoxical results were received for this question. Apart fromtax reliefs on the purchase of
treasury bonds (53.9 % accepted their abolishment), the other types of tax reliefs received very
low indications for abolishment. For example, only 24.5 % accepted the abolishment of reliefs
for the purchase of educational meterials, 17.6 % would eliminate those for education, and only
10.6 % would eliminate those for new capital investment.

The conclusion from the above research is the following: generally, entrepreneurs are against
tax reliefs but they do not accept their abolishment without suitable compensation. According to
this conclusion, the entrepreneurs surveyed were asked to what extent the abolishment of tax
reliefs should be accompanied by areductioninthe rates of PIT or CIT. The results received
are presented below.



Table 71
Reduction of Income Tax Rates with Regard to Tax Relief Abolishment

Range of Income Tax Rate Reduction Percentage of respondents
138

2 percentage points

5 percentage points 36.8

10 percentage points 34.5

X percentage points (average 18.85) 14.9

Source: Survey

The results presented above indicate a preferred reduction inincome tax rates of 5 to 10
percentage points. The average result was 8.4 % (using the methodol ogy described in the
earlier part of the text). This means that the entrepreneurs surveyed woul d expect an average
reduction in income tax rates of 8.4 percentage points, in exchange for tax relief abolishment. At
the same time, 57.8 % of those surveyed agreed that some groups of taxpayers, especially the
very poor, should be exempted from taxati on.

The conclusion which arises from analysi s of the above questi ons shows that the common | evel
of acceptance for the present system of tax reliefsis very low. The most of those surveyed

mai ntai n that tax reliefs encourage dishonest activities, causing areduction intax inflows. Only
asmall portion of the entrepreneurs indi cate the positive impacts of tax reliefs. Despite this,
those surveyed do not accept the liquidation of tax reliefs without suitable compensation. This
compensati on should be the reduction of income tax rates by some 8.4 percentage points.

3.3.4. Value Added Tax (VAT)

In Poland the Value Added Tax is considered to cause the most problems, the highest level of
time-consuming work and large possibilities for errors and mistakes. The explanation of this
Situation vary. Thefirst main reason is that the procedures for computing, paying and refunding
VAT are very complicated. Secondly, the present regul ations are quite unclear, lead to
controversies and cause a high level of “ taxpayer’ s stress’ . Taxpayers are unsure as to whether
they are paying VAT inthe proper way. Inlight of the aforementioned problems, a set of
questions touching on VAT structure and procedures was asked.

Number of VAT Rates

The present systemin Poland comprises of five VAT rates: 0%, 7%, 17%, 22% and goods or
services exempt from VAT. This inspired the researchers to ask entrepreneurs whether the
present number of VAT rates should be increased or decreased. The results of the research are
presented in the table bel ow.

Table 72
Preferred Number of VAT Rates
The proper solutionis ... Percentage of respondents
Decrease the number of VAT rates to one domestic (e.g. 14%) and 54.1
one for export (0%)
Decrease the present number of VAT rates from five to four 20.5
(without the intermediary rate of 17%)
Mai ntai n the present system 22.5




[ Increase number of rates to six 2.9

Source: Survey

The indications of the entrepreneurs show that in order to simplify VAT, areductioninthe
number of rates to one (domestic) would be necessary. This reformwould simplify tax
settlements, and in the opinion of over 68 % of those surveyed it would make it impossible to
gualify goods and services for VAT rates lower than the due rate.

VAT Coverage

The problemof VAT coverage is quite controversial. Generally, small service people and
tradesmen oppose full VAT coverage. Most of the companies interviewed in this study were
covered by VAT, and this influenced the results received. Thus, inreply to the question of
whether all firms should be covered by VAT, 79 % answered that they should. However, if
VAT would not be applicableto all companies, they indicated thet the starting level of VAT
should be sales of PLN 72,000 per year (about US $27,000 at the beginning of 1997).

Size of the Preferred VAT Rate

As indicated inthe previous paragraphs, most of the entrepreneurs prefer asingle uniform VAT
rate. Following this opinion a question concerning the VAT rate level was asked. The average
answer received was 12.8%. This means that the entrepreneurs surveyed would accept aVAT
rate higher than 7% (the lowest of the current rates) and significantly lower than the present
maxi mum of 22%. If asingle VAT rate was introduced it would simplify the system and

normal i ze the demand structure.

Preferencesregarding the Simplification of VAT Procedures

To learn the opinion of entrepreneurs concerning the simplification of VAT procedures, they
were asked how they eval uate the complexity of VAT regulations. The results of the research

are presented below.
Table 73
Complexity of VAT Regulations
Regul ations concerning VAT are ... Percentage of respondents
Complicated, unclear and imprecise 45.1
Require excellent orientation and knowledge not possessed by the 36.3
average entrepreneur
Rel atively complicated 34.3
Relatively easy to use for every accountant 7.8
Simple and easy to use 1.9

NB: more than one answer allowed
Source: Survey

The results included in Table 73 are proof of the very critical opinion of entrepreneurs toward
VAT regulations. VAT regulations cause the most taxpayers' troubles. Thisiswhy the
entrepreneurs surveyed were asked to indicate their preferences regarding the simplification of
the VAT regulations. The entrepreneurs underlined a necessity to simplify the procedures for



qualifying goods for different VAT rates (65.7 %) and the procedures for VAT refunds to the
taxpayers (50 %), and stressed a need for accepting some slight errorsininvoicing (such as
lack of a postal code etc.) (50.9 %). The latter problem also raised the question of
responsibility for invoice errors. At present both the seller and the buyer are responsible for
errors made ininvoicing. The mgority of the entrepreneurs surveyed opted for only the seller
being held responsible (60.8 %). Moreover, the entrepreneurs suggested a | ot of detailed
proposals for the simplification of the VAT structure.

3.3.5. Preferences with regard to System-wide Solutions

The entrepreneurs surveyed were al so asked to indicate their opinions on the whol e tax system.
Below are presented the research results concerning different issues important to the whole
System.

Frequency of Tax Regulations Changes

Very frequent changes in tax regul ations causes difficulties with proper understanding of the
system. Very few busi nessmen can afford to be constantly i nformed about neverending
amendmentsinlegislation. As aresult entrepreneurs often make errors and get penalized. The
entrepreneurs were asked what they considered to be an acceptabl e frequency of changes to tax
regulations. The results are indicated bel ow.

Table 74
Acceptable Frequency of Changesto Tax Regulations
Acceptabl e Frequency Percentage of respondents
Every five years 66
Every four years 14
Every three years 17
Every two years 1
Every year 2

Source: Survey

Results show a significant trend. Entrepreneurs desire the stabilization of the system. At present
the tax systemis changed every year, and in some cases even during the fiscal year (e.g. in
June).

Political Transparency of the System

According to 82.8 % of the entrepreneurs surveyed, the tax systemis not politically neutral .
This means that the basi ¢ regulation and redi stributi on system of the economy is under pressure
fromthe current political situation. More than 88 % of the entrepreneurs maintai ned that the
criteria for the setting up of tax rates are not transparent and are based on the current political
interests of the governing parties. According to 51 % of those surveyed, the present system does
not encourage honesty, and 45 % believe that it stimul ates dishonesty. Only 4% of the
entrepreneurs surveyed in Poland thought that the present tax system encourages honest tax
practices. This means that in the opinion of the mgjority of entrepreneurs, the present systemisa
source of demorali zation.

Basic Systematic Principles



The basic principles of the system’ s operation seemto be one of the most i mportant i ssues
deciding entrepreneurs’  opinion on the efficiency the tax system. Two important issuesinthis
area are: the pace of tax collection and the level of taxes due. The attitudes of entrepreneurs to
bal ancing these issues are presented in the table below.

Table 75
Preferred Tax Collection Procedure and Height of Due Taxes

Percentage of respondents
The best solution is ...
Collect fast, but in reduced amount (at reduced rates) 44
Collect at present rates, but prolong payment terms 26
Prol ong the payment procedure and al so reduce rates 30

Source: Survey

What is striking in the above results is the fact that nearly half of the entrepreneurs surveyed
would prefer the tax collection procedure to be faster than in the present situation. Of course the
reduction of rates is considered to be a necessary compensation for afaster procedure. When
asked what the tax burdens should be for firms of different sizes, entrepreneurs indicated that
they should be more proportional (62 %). Only 18 % of those surveyed maintai ned that big
firms should be taxed at higher rate than small firms. 20% of the entrepreneurs accepted the
present situation.
It seems to be a very important task to measure entrepreneurs’  preferences with regard to using
the tax system to further the social policy of the state. According to the research results, more
than 72 % of the entrepreneurs surveyed preferred the tax systemto be independent from the
social system. This means a high preference for a neutral tax system.
The group examined in the study was al so asked to indicate their preferences concerning levels
of tax progression and reliefs. The results are presented bel ow.

Table 76

Preferences with Regard to Balancing Tax Progression and Reliefs

The situation which would best stimul ate both entrepreneurs and | Percentage of respondents
employers activity is ...

Highly progressive taxes and huge tax reliefs stimul ate desired 34.9

activities

Low progression and small reliefs 33.0

No progression and no reliefs 32.1

Source: Survey

The results show that the entrepreneurs’ group is divided into three nearly equal parts.
However, if we combine the last two groups it is possible to state that there is a significant
mgjority infavor of little or no progression and few or no reliefs. This group accounts for
nearly 2/3 of those surveyed.

Reporting Obligations

Reporting obligations seem to be one of the most i mportant difficulties imposed by the present
tax system. The entrepreneurs’  opinion on different aspects of the reporting requirements are

presented bel ow:
. Difficultiesin reporting obligations inincome taxes:



According to 45.1 % of the entrepreneurs, the tax reporting obligations are too burdensome.
49 % of those surveyed say that they are difficult and could be easier. Only 5.9 % maintain that they don't
create any troubles.
. Lack of informati on about changes in tax obligations:

More than 82.4 % of the entrepreneurs proposed that tax offices should be obliged to inform
tax payers about changes intheir tax obligations. Reliance solely on the published law is not sufficient.

On the introduction of property declarations:

As many as 92.9 % of those surveyed maintained that the introduction of property
declarations would i ncrease difficulties in tax settl ements.
. Frequency of submitting tax declarations:

The majority of the entrepreneurs were in favor of submitting tax declarations quarterly (61.8
%). 43.1 % of those surveyed maintained that the obligation to submit tax declarations should be abolished
Whl le acompany is liquidated, bankrupt or has temporarily ceased operation.

Definitions of tax deductible costs:

68.3 % of the entrepreneurs considered that the regulations concerning deductible costs
should precisely define which costs are deductible and which are not.

3.3.6. Attitudes of Business Organizations toward Tax System Deregulation

At the end of 1997 the survey results were enriched by interviews with the magjor businessmen’ s
organizations in Poland. The interviews included the fol lowing organi zati ons:

1. Union of Polish Crafts (UPC)

2. Warsaw Chamber of Commerce (WCC)

3. Chamber of Crafts and Small Business (CCSB)

4. Head Council of Commerce and Service Associations (HCCSA)
5. Polish Chamber of Commerce (PCC)

It isimportant to underline that the aforementi oned businessmen’ s organi zati ons are member-
oriented and for this reason they |obby for sol utions comfortabl e to their members. In some
cases their approach is different from that of entrepreneursin general. Thisiswhy we decided
to list the mgjor similar and different attitudes between the entrepreneurs and the organi zations
representing entrepreneurs.

Similar attitudes

1 Busi ness organi zations are for keeping simplified taxation (lump sum) for small
companies. Similarly to entrepreneurs, they propose expansi on of this opportunity over new
categories of small firms.

2. If tax reliefs should be eliminated, the busi ness organi zati ons propose reducing
income taxes to a maxi mum of 30% (however, the mgjority of business organizations are for the
mai ntenance of tax reliefs)

3. VAT regulations should be simplified. There is too much bureaucracy in this tax.
4. The frequency of tax changes should be reduced. Stabilization of the tax system
isrequired.

5. The discretionary approach to taxpayers should be eliminated. Tax regulations

should define precisely what is required, and when. The position of taxpayers in dispute
procedures with tax authorities should be strengthened.

6. Reporting obligations should be reduced, for most firms to quarterly obligations.
Tax forms should be shortened and simplified. There was a proposal to construct a simpler
declaration formfor SMEs.

7. The tax system should be politically neutral, not dependent on political changes.

Different or Conflicting Approaches



It isimportant to underline that there are many business organi zations, and their approaches can
vary significantly. Thisiswhy we decided to present different standpoints.

1 Some organi zations, like the Union of Polish Crafts, proposed anincrease inthe
number of rates for PIT and introduction of a tax deductible amount equal to the minimum wage.
These solutions are similar to the German system, to a certain extent. However, at present
Germans are very critical about their tax system, whichis considered to be too socially-
oriented.

2. Crafts organi zations proposed building social mechanisms into the tax system.
They proposed the introducti on of a tax deductible amount for every child, amounting to PLN
1,800 per year (Dec. 1997 - about US $500). Thisis ertirely opposite to the opinion of the
surveyed group.
3. Both chambers and crafts organi zations were, in general, agai nst abolishing tax
reliefs. Their opinion was to some extent contradictory. They proposed both reducing tax rates
and maintaining tax reliefs. However, this standpoint can be explained by tactical reasons. It
would be uncomfortabl e for themto propose the abolishment of tax reliefs while some of their
members benefit from them. In the opinion of our Institute, they preferred to have some room for
negoti ation with the government. It isimportant to underline that chambers presented a higher
level of willingness to give up tax reliefs in exchange for reduced rates than did crafts

organi zati ons.

4. The Warsaw Chamber of Commerce proposed introduction of law imposing full
bookkeeping for enterprises with sales over PLN 1.8 million, while the present regul ations
require thisfromalevel of about PLN 1.6 million (ECU 400,000), so the difference is slight.
This means that some busi ness organi zations are not well-familiarized with the present tax
legislation.

5. The lobbying policies of different business organizations are not coordinated.
Thisiswhy single organizations are rel atively weak. They are easy for the government to
handle with different proposals and as a result they do nothing.

The general conclusion fromthe interviews with business organi zations is the following: first,
busi ness organi zations propose similar sol utions to entrepreneurs, but in some cases they are
quite different. The differences between organi zations and busi nessmen to some extent have a
tactical character, and they are closely related to intra-organi zational relations. Business

organi zati ons must take into consi derati on the opinions of their members. To some extent the
interests of business organi zation members and the rest of entrepreneurs differ. Something
striking inthe interviews is the fact that crafts organi zations are for introduction of social

el ements into the tax system. However, if we take into consideration that the 1990s were
difficult for craftsmen this defensive approach is more comprehensible. The final conclusionis
that busi ness organi zati ons should now better recognize entrepreneurs’ needs and preferences.

3.3.7. Smulation of the Effects of Deregulation on Enterprises

Entrepreneurs are a group of people who have good skills in eval uati ng the efficiency of
economic policy instruments. Thisis obvious, because |eading a private firm requires the
ability to make different decisions and choices concerning such issues as empl oyment, taxes,
sales and many others. The ability to predict future results of today’ s actionsis characteristic
for private entrepreneurs. Therefore, the entrepreneurs surveyed were presented with the
following deregul ation hypothesis:

Please imagine that the government has introduced a Program of Tax
Deregulation Reforms. As a consequence the maximumrate of PIT was reduced
to 30%, and CIT was lowered to the same rate. VAT was set up at level of 14%.
Every possibility for tax reliefs and exemptions was eliminated. The tax system



has been simplified to the maxi mum extent possible, as well as tax accounting
and reporting duties.

After this presentation the entrepreneurs were asked what results such deregul ation of the tax
systemwould cause for their firms. Onthe basis of 102 answers the following research output

was received.
Table 77

Effect on Enterprises of Deregulation of the Tax System (after 2 years)

- Opinion of Entrepreneurs

bureaucracy (time)

Possi ble Effect YES | NO Average result (no
If YES please|answer also taken
indicate  by|into consideration)
what %
(average
result)
Increased investment 78% | 22% 15.5% 12.1%
Increased sales 67% | 33% 16.2% 10.9%
Increased empl oyment 48% | 52% 9.9% 4.8%
Increased consumption by business 43% | 57% 11.1% 4.8%
owners
Reduction of administrative costs 55% | 45% 10.9% 6.0%
Increased capital assets 78% | 22% 14.7% 11.5%
Reduction of time consumption for 89% | 11% 14.7% 13.1%
accountancy
Increased profitability 79% | 21% 11.4% 9.0%
Improved financial liquidity 69% | 31% 11.2% 7.7%
Concentrationon businessinsteadon | 81% | 19% 16.6% 13.3%

Source: Survey

The results show that a mgjority of the entrepreneurs surveyed think that such deregul ation
would lead to positive results for their enterprises. Itis very interesting that apart froma
reduction in time consumption for work on tax i ssues, the greatest expected effect is on
companies capital assets and investment. Deregul ation and limiting the nominal tax burden can
create incentive for entrepreneurship, building wealth and active investment. It could |ead to

positive effects for the whole national economy.

3.3.8. Smulation of the Effects of Deregul ation on the National Economy

The influence of deregul ation on the national economy is also animportant issue. Thisiswhy
the Institute decided to ask the entrepreneurs what they i magined the results of deregulation
would be for the national economy. The researchers’ intention was to translate a

mi croeconomi ¢ approach into a macroeconomic simulation. The results of the survey are

presented in the table bel ow.
Table 78

Effects on the National Economy of Tax System Deregulation (after 2
years) - Opinion of Entrepreneurs




4.1.

Expected Effect YES | NO Average result (no
If YES please|answer also included)

indicate by

what %

(average

result)
Increased production 85% | 15% 17.5% 14%
Increased investment 85% | 15% 12.1% 10.3%
Increased empl oyment 69% | 18% 19.2% 8.4%
Increased profitability of enterprises | 67% | 33% 14.9% 9.9%
Reduction in shadow econonmy 74% | 26% 9.2% 6.8%
Decreased production costs 74% | 26% 9.2% 6.8%
Increased consumption 80% | 20% 9.9% 7.9%
Increased preference for saving 73% | 27% 9.2% 6.7%
Increased accumul ation of capital 70% | 30% 8.9% 6.2%
Decreased employment in fiscal 80% | 20% 12.7% 10.2%
service

Source: Survey

The results presented in the table above are impressive. Entrepreneurs consider that the i mpact
of tax system deregul ation on the national economy would be even stronger than on their own
enterprises. Thisis shocking. Usually entrepreneurs think in away such as: “ what is good for
me is not good for the state,” and “ what is good for the government is not good for me.” This
research shows that the natural conflict between private and public purposes can be eliminated.
According to the opinion of the entrepreneurs it is possible to admit that deregul ation could
unify public and private purposes and all could benefit.

4. Lessons From Tax Reforms In Developed Countries

I ntroduction

One of the prerequisites for successful completion of the transitionin Central and Eastern
Europe isthe ability to learn from both the achievements and fail ures of previous efforts to
reform the tax systems of the most devel oped countries.

The sel ected six countries represent a variety of alternative approaches to tax systems: the
United States and Great Britain are traditional ly countries with relatively lower tax and social
contribution burdens, compared to continental European countries such as Germany, Italy and
(most of all) Sweden, with their heavy redistribution processes. Inthis context Switzerland is
an exception, and almost a textbook example of fiscal decentralization and successfully-
introduced competition.

Regardless of these differences, all mgjor industrial nations suffer from the expansi onof tax-
financed social programs, higher public spending and redistribution. High tax and contribution
burdens and complicated tax systems do not contribute to new job creation, new investments or
economic growth. The tax reforms of 1980s and 1990s represent efforts to increase efficiency
and productivity and to regain international competitiveness.




However, the reform efforts face important economic and political barriers. As a consequence
of this, the results of tax reform have been rather disappointing in some cases (e.g., tax reformis
stalled in Germany). Despite this, generally positive trends continue: striving for tax neutrality
by lowering tax rates and broadening the tax base, simplification of tax systems by removing
some of the numerous preferential treatments, etc.; these are objectives all countries trying to
reformtheir tax systems have in common.

The transition countries of Central and Eastern Europe need to foll ow these processes very
closely. New reform strategies can be devel oped based on knowledge derived from the reform
efforts in the devel oped countries — by learning fromtheir success and avoiding their mistakes.

4.2. The United States of America

U.S. public finance is not what it used to be. On February 2, 1998, President Clinton unveiled
the first balanced budget proposal in many years. The last several decades have seen record-
high budget deficits as high as 5.4 % of GDP, as |ate as 1985. Persistent budget deficits have
produced a national debt of about $5 trillion — a numbing figure, even for a $7 trillion
economy.

Recently things have changed, as the table below ill ustrates:

Year Tax receipts Spending
(% of GDP) (% of GDP)
1997 19.8 20.1
1999* 20.1 20.0
2003* 19.6 18.8

* = projections

Forecasts of the cumul ative budget surplus over the next decade lie between $600 billion and
$1.1 trillion.

The balanced budget was born of a unique blend of three factors. First, there were tax increases
under the Bush (1990) and Clinton (1993) administrations. Second, a booming economy has
been generating record tax revenues. Third, there was a serendipitous and frustrati ng political
dialogue, which invol ved a defeated bal anced-budget constitutional amendment and a partial
federal government shutdowninlate 1995. It finally produced a biparti san agreement to balance
the budget and curtail spending.

However, the most recent fundamental piece of tax reform and deregul ation remains Reagan's
Tax Reform Act of 1986. Since then the U.S. tax system has been reverting to the pre-1986
status quo. The simplicity gained by the 1986 reform has been sacrificed for more (and higher)
marginal tax rates and for more (and more cumbersome) bureaucratic complications. The
greater neutrality produced by the 1986 reform has been sacrificed for ever more preferential
treatment.

Here we explore issues of reform and deregul ation in three mgjor areas: personal income tax,
corporation tax, and taxes on consumption and wealth. In all three areas there will be ample
illustrations of the breadth and scope of the 1986 reform, and the subsequent partial reversal of
it, or attempts at its reversal. These remarks will include discussion of failed ideas for reform
and deregul ation, and will conclude with speculation as to why tax reformis so difficult to
implement.



Personal Income Tax (PIT)

In 1993, 110 million tax returns were filed. They generated a total revenue of $510 billion,
which equaled 44 % of total federal tax receipts.

When personal income tax was introduced in 1913 by means of a constitutional amendment, tax
rates ranged from 1% to 7% of taxable income. In 1939, most taxpayers still faced marginal tax
rates below 4%. PIT marginal rates dramatically increased during World War 11, and in 1945
they ranged between 23% and 94%. PIT rates fell after the war, but in the mid-1980s there
were atotal of 14 tax brackets, with rates ranging between 11% and 50%. The Tax Reform Act
of 1986 reduced the number of marginal tax rates to two (15% and 28%). The Bush

admini stration added a 31% bracket and the Clinton administration added two additional ones,
of 36% and 39.6%. Obviously, there has been movement backward, in the direction of the pre-
1986 mulltiplicity of marginal tax rates.

Progressive as it undoubtedly is, the U.S. personal income tax system has been further expanded
inorder to shift the tax burden from the poorest to the richest social strata.

The Earned Income Tax Credit (EITC) isin effect a subsidy for low-income families, and
since its expansion in 1993 it has become the single largest federal program of cash transfers to
the poor. In 1996, for example, a family with two or more children was entitled to a tax credit
equal to 40 % of all wage and salary income, up to $9,740. If the credit exceeded the family's
tax liability, the difference was refunded. The EITC was devised as away to provide low-
income i ndividual s with an incentive to work by relieving their tax burden. However, several
studies argue that its effect has been often the opposite; by increasing the disposabl e i ncome of
low-income househol ds it has created a disincentive to work.

The Alternative M inimum Tax (AMT) is an ad hoc method for increasi ng the tax burden on
upper-income individuals. Its rational e i s rooted in the fact that certain types of income, such as
local and state bonds, are not considered taxable income. Thus, it is possible for some
househol ds to have high income yet pay little or no income tax. The AMT is designed to make
sure such househol ds do in fact pay some amount of tax on their income. The need for an AMT
proves the general lack of consistency inthe U.S. personal income tax system.

A basic target for reform has been the so-called marriage tax. In 1969, Congress created a new
tax schedul e for unmarried people. Its purpose was to decrease the rel ative tax burden on
singles, who until that time paid higher taxes than married couples. The policy wasill-
calibrated, and produced an overkill effect: it became quite possible for a person's tax
liabilities to increase when he or she married. Thisis known as the "marriage tax.” A
substantial penalty for married people still exists, despite several attempts to remedy this
distortion and create a more "marriage-neutral” PIT system. Abolishing the "marriage tax” is
among the most popul ar ideas for tax reform.

A basis for understanding how the U.S. personal tax systemworks is the famous Hai g-Simons
definition of income as: "the money val ue of a net increase to anindividual's power to consume
during a period.” Interestingly, the U.S. tax code even includes proceeds from embezzlement in
its definition of income, in addition to more conventional items such as wages, dividends, rents,
royalties and prizes.

Certain important exceptions are made from the Haig-Simons definition.

First, interest earned on state and local bonds is not subject to federal tax. Initialy, the rationale
for this exception was found in the federalist constitutional principle that one level of
government should not tax another's securities. Now, this important exception is more often
viewed as a subsidy for local and state governments, and as a missed tax revenue by the federal
government. Obviously, the subsidy helps local and state governments rai se revenue more
easily by allowing them to borrow funds at rates lower than the market ones. This measure has
obvious distortionary effects on capital markets and leads to misallocation of capital .

Capital gains are also subject to preferential treatment. Assets are not taxed continuously as
they appreciate in val ue, but only upon the sal e of the asset when the capital gainis realized.



Thus, in effect asset holders get an interest-free loan on their capital gains taxes due. Thisisan
illustration of the popular principle that "taxes postponed are taxes saved.” The preferential
treatment of capital gains resultsinwhat is known as the lock-in effect. Asset holders generally
refrain from selling their assets and from restructuring their asset portfolios, since that would
generate immediate tax liabilities. Again, that obviously has distortionary effects on capital
markets.

Finally, unsold assets are not taxed at death, but only when the heir decides to sell the inherited
asset. Even then, only the increase in val ue of the asset since it was inherited is subject to tax.
Any previous appreciation is never taxed.

The preferential treatment of capital gainsis motivated by the need to encourage saving and
investment, which are thought to be vital for economic growth.

Employers’ contributions to retirement plans are not taxed until they are paid out to the retired
empl oyee. When the Clinton admini strati on considered taxing themin 1993, the idea met such
public outcry that it was immedi atel y abandoned.

Empl oyee savings for retirement (the so-called IRA, 401(k), and Keogh plans) is also subject to
preferential tax treatment.

Taxpayers can further subtract exemptions and deductions fromtheir income before it is subject
to tax.

Taxpayers are allowed to choose between a standard deduction and certain itemized
deductions. Unrei mbursed medical expenses that exceed 7.5 % of adjusted gross income are an
important tax-deductible item. The same applies to state and local income and property taxes.
Finally, some interest payments are deductible, a most i mportant exampl e bei ng home mortgage
interest payments.

The total adjusted income (the tax base) in 1992 was $3.25 trillion. After making all deductions
fromthe tax, taxable income was only $2.1 trillion, a reduction of 35 %. Obviously, deductions
and exemptions are quite large rel ative to the size of the tax base. Thus, the tax expenditure (the
revenue | ost from the exclusion of income from the tax base) is al so very substantial.

Corporate Tax

Corporate tax provided 27.9 % of total tax receiptsinthe federal budget in 1950. In 1993 it
provided only 10.3 % of federal tax receipts. Obvioudly, its share in the revenue structure of the
federal budget has been declining steadily. Before the Tax Reform Act of 1986, most corporate
taxable income was taxed at a rate of 46%. The 1986 act reduced the rate to 35%. Thereisa
lower rate of 15%, but it applies only to corporate income below $10 million. For all practical
purposes, the 35% rate is the universal one. Corporations are allowed to deduct wages,

interest, and depreci ati on expenses from their incomes.

Dividends are subject to special treatment. They are not deductible, and are thus subject to
doubl e taxation, both as corporate income and as personal income to the sharehol ders to whom
they are paid out. One would expect that such a severe disincentive would force corporations to
virtually refrain from paying out dividends. However, according to statistical evidence, a
whopping 60 % of corporate after-tax profits are paid out in the form of dividends to
shareholders. The only way to explain this paradox is by the special role dividends play inthe
American economy, as asignal to capital markets of the vitality and strength of the particular
corporation. Itis still argued that the doubl e taxation of dividends causes misallocation of
resources and excessive retained earnings, as well as a bias toward debt finance over equity
finance, which increases the risk of bankruptcy.

Two possible remedies have been suggested. One is the dividend relief approach, whichwould
alow for dividends to be deducted from corporate income. Another more radical approachis
the so-called partnershi p/integration method, which would in essence treat the corporation as a
partnership and attribute all of its earnings (whether paid out as dividends or not) to its
shareholders, and tax them accordingly. The investment tax credit was eliminated by the Tax
Reform Act of 1986.



Taxes on Consumption and Wealth

Consumptionis taxed primarily at the state level. Most states impose a sales tax on
consumption, which varies from 3% to 8%. Half of the states exempt food from sal es tax, and
virtually all exempt prescription drugs. This can be viewed as an exampl e of how social policy
isrunviathe tax code. Furthermore, there exist both federal and state excise taxes on certain
commodities: luxuries, tobacco, alcohol and gasoline. Taxing those items is often rationali zed
by the need to internalize externalities (tobacco smoke) or to impose user fees for public goods
(consumption of gasolineis clearly correlated with the consumpti on of roads). Someti mes some
of these are viewed simply as taxeson"sin."

Sal es taxes have been defended as easier to implement than income taxes, because income taxes
require good record-keeping on the part of taxpayers and efficient admini strati on on the part of
tax authorities.

There have been ideas to replace sal es taxes with a European-style val ue-added tax, or witha
personal consumption tax. Currently, neither seems to be high on tax reformers agenda, as both
seemto imply daunting administrative and transitional problems.

Wealth is defined as accumul ated savings — as the cumul ative difference between potential and
actual consumption. Taxes on wealth are primarily motivated by concerns about the excessive
concentration of wealth. According to a 1989 study, the richest 1% of Americans holds 37 % of
total wealth.

Further Ideasfor Tax Reform

Ideas for tax reform of varying degrees of controversy and common sense have been at the
center of political debates and el ection campai gns. Republicans seem focused on abolishing the
Internal Revenue Service and on repealing the Internal Revenue Code entirely. Some have
argued that tax coll ection should be privatized (using private tax collectors under the oversight
of afederal agency). Tax reform radical s have been speaking of abolishing income taxes
altogether and replacing themwith a 15% federal salestax. An alternative and less radical
propositionis to replace the current complicated progressive rate schedule withaflat 17% PIT
rate. A simplerelatively low rate would, it is argued, decrease the excess burden of taxation
(the welfare lost in excess of and beyond the revenue collected) and reduce tax evasion.

There are two mgjor forces in the United States pressing for radical tax reformand
deregulation. Oneisthe "graying' of the so-called Baby Boom Generation. As more and more
of the baby-boomers start to retire in the coming decade, their entitlement claims will strainthe
Socia Security system and Medicare (the federal heal th insurance program for the elderly) to
the limit. When the Social Security system was established half a century ago, 16 workers
supported one retiree. Now theratio is 2 to 1, and expected to worsen. By most accounts, both
programs will go bankrupt by 2010 if no mgjor reforms are i mplemented.

The second force pushing for tax reform and deregul ation i s the ascent of the information age
and the Internet. Many surmise that it will lead to the fall of the corporate Leviathans of
American business and to the rise of small firms and entrepreneurs. What is still primarily an
economy of workers will be transformed by the Internet into an economy of entrepreneurs, who
will undoubtedly demand lower and simpler taxes.

The lssue of Simplicity

The U.S. tax systemis not exemplary in terms of simplicity and neutrality. The current U.S.
Internal Revenue Code contains over seven million words and continues to expand every year.
Back in 1942, President Franklin Roosevelt did not even bother to read a major piece of his
administration's tax | egi sl ation, the Revenue Act. He defended himself by observing that it
"might as well have been writtenin aforeignlanguage" (quoted in Rosen 379). The generic
Form 1040 that has to be filed by everybody by April 15 each year contained 48 pages and 28
possibl e supplementary schedules to fill out before Reagan's Tax Reform Act of 1986. Things
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have improved only marginally since then, as far as simplicity is concerned. For average
Americans, filingtheir tax returnsis still a mgjor hassle and many hire qualified tax accountants
to help themfill out their forms.

Why |s Reform So Hard?

Tax reform has turned out to be so infeasible because it isapolitical process. Taxationis
essentially a redistributive activity, and while tax reformideas benefit some individual s and
communities, they will inevitably hurt others, who will inturn lobby ferociously against any
changes. Ina political systemwhichis by design extremely responsive to public, change has
proved to be difficult.

As the Tax Reform Act of 1986 has ill ustrated, the one effective way to reform and deregul ate
the tax systemis by broad measures rather than by narrow piecemeal steps. When everybody is
affected in some way, it isless clear who the winners and losers are.

A further reason why tax reformis difficult to implement is that designing any tax system
involves afair number of arbitrary decisions. And while the arbitrary decisions already built
into the current tax system are often | egitimated by time and use, the arbitrary decisions

contai ned in reform propositi ons often seem unacceptabl e and even ludicrous.

Tax reformis difficult to implement because peopl e make their |ong-term commitments and
decisions based on the exi sting tax system. These are generally hard to reverse. One example
might be the mortgage interest deducti on, which was introduced to encourage home ownership.
Repealing it would substantially hurt people who have already bought housing for their
families. That is why the mortgage interest deduction seems to be politically unassailable.

A final cynical view onthe feasibility of tax reformand deregul ation concludes pessimistically
that "a simple, stable tax systemis not in the self-interest of politicians. Granting and modifying
tax breaks is a basic source of power" (quoted in Rosen 396).

But to conclude on amore optimistic note, it is appropriate to quote Winston Churchill, perhaps
the greatest cynic of all, who once said: "The American peopl e always do the right thing—
after exhausting all other possibilities.”

Great Britain

UK Taxes

The most important taxes in Great Britain are as follows:
Personal income tax (with capital gainstax);

Company taxes;

Social Insurance contributions (S Cs);

Taxes on expenditure (VAT and excise duties);
Taxes on capital;

Rates;

The community charge.

Personal income tax is levied on all types of regular income — wages, dividends, interest, rert,
self-empl oyment profits — and on some forms of in-kind income, such as the use of a company
car. Tax payable varies with income. Capital gainstax (SGT) isincluded inthis category,
although in the UK National Accountsitis listed under taxes on capital.



Company tax and petroleum revenue tax (PRT) represent the two categories of direct taxes paid
by companies on their profits (companies also pay employers SICs and business rates).
Corporation tax is levied on taxabl e profits, which are revenues less costs. PRT islevied in
addition to corporation tax, on profits earned fromoil and gas extraction, because the profit
potential of these activitiesis so large. The royalties and license fees paid by North Sea oil
companies are not included here, because they are requited payments for permission to exploit
the North Sea. It is arguable, however, that they could be regarded as taxes.

National Insurance contributions, or SICs, are payabl e by employers, employees and the sel f-
employed. They are administered not by the Inland Revenue Board, but by a*“ contributions
agency” responsible to the Department of Social Security. They may by regarded as a second
income tax. For alarge number of taxpayers the marginal rate of tax is not the basic income tax
rate (25%) but the income tax plus SICs at a rate of 9% — atotal of 34%. Taxpayers with high
incomes whose marginal rate of income tax is 40% do not face amarginal rate of 49%. Thisis
because thereis aceiling to SICs, whichis reached before the 40% income tax rate is reached.
The Labour Party’ s proposed tax reforms include the abolition of this celling. SICs entitle
contributors to claim various non-means-tested benefits (such as unempl oyment and si ckness
benefits and retirement pensions). However, although separatel y administered and going into
the national insurance ‘ fund’ fromwhich National Insurance benefits are paid, SICs may be
regarded in practice as another |arge contributor of tax revenue to the government.

Taxes on expenditure go under a variety of names. expenditure taxes, indirect taxes, sal es taxes
and consumption taxes. For the UK they consist of VAT, whichis ageneral tax, and specific
duties which are imposed on alimited number of goods and services.

VAT and excise duties are levied on sellers of output and are the most important indirect taxes.
Inworking out their liability, sellers may deduct any VAT which has been charged on their
inputs. The ultimate consumer faces aprice, whichis 17.5% (the VAT rate) higher thanit
would have beenif the tax did not exist. Excise duties are payabl e on petrol, tobacco, a cohol
and betting. They are levied mainly as a fixed amount per liter, packet, bottle or pint (a unit tax),
though tobacco duty has a part whichis proportional to price (anad valoremtax). VAT is
added to the post-duty price. Aswell as raising revenue, these duties are intended to discourage
the consumpti on of some goods.

Inthe UK all suppliers with aturnover above L25,400 (1990-91 and L35,000 in 1991-92) must
register and account for VAT. Itisageneral tax, inthat it isimposed on all goods and services,
though some are zero-rated, which frees them from tax, and some are exempt, which reduces the
tax paid. In the UK about 40 % of goods and services incur no VAT, so it is sometimes argued
that the tax can hardly be regarded as general. It is an ad val oremtax in that the amount payable
is calculated as a percentage of the price, not as afixed sum per unit. It is multistage, because it
is collected as a proportion of the val ue added at each stage of the production process. Some
goods are zero-rated and no tax is paid on them. Zero-rating applies to food, fuel for heat and
light, domestic water services, children’ s clothing, public transport, residential construction,
books, newspapers and magazi nes, and prescription medi cines. The consequence of zero-rating
isthat inthe UK only about 60 % of consumer spending incurs VAT. Other goods, or rather
services, are exempt from VAT. Exempt traders do not have to charge VAT when they sell their
services. Such exemption applies to financial services, insurance, betting, postal services,
education and heal th services, funeral services, land and rent.

Tax on capital: inheritance tax and stamp duty are a category of tax which plays a very small
part in the British system. Since the abolition of domestic rates, business rates represent the
only recurrent tax on wealth or property. “ Inheritance” tax and stamp duty do not have to be
paid regularly, but only when capital is transferred. Inheritance tax is an estate duty: atax on
bequests, not oninheritances. In 1986 it replaced both estate (or death) duty and capital transfer
tax (CTT). Like death duty, it is avoluntary tax paid only by “ fools or patriots,” becauseit can



be avoided by transferring capital before death. CTT was introduced in 1975 to close this
loophol e, then applying to death duty. Lifeti me gifts became taxable, and a little more revenue
was raised. The 1986 Budget, however, abolished tax on lifetime gifts, and CTT was replaced
by the avoidabl e inheritance tax, which al so absorbed death duty. Stamp duty, also atax on the
transfer of capital, islevied on new capital issued by companies and on the transfer of property,
shares and other assets.

Rates. during the temporary operation of the community charge, the only recurrent tax on
property inthe UK is the uniform business rate (UBR), which firms will try to shift forward on
to the price of their products, or which may by capitalized into the price of the property (high
rates make the price of a property lower). Domestic rates, when they existed, were also a
recurrent tax on property paid by householders. Until 1990 (1989 in Scotland) local government
raised just over 40 % of its revenue from domestic and business rates. They were atax on
dwelling or business property. The amount payabl e depended on the ratabl e val ue of the
property, equal to its estimated annual rental value inthe year of valuation, and on the rate
poundage, pence inthe pound. The rates bill was the ratabl e val ue multiplied by the rate
poundage. With the reform of local government taxati on, domestic rates were abolished and
replaced by the community charge, soonitself to be replaced. The collection of business rates
was taken over by central government and set at a uniform national rate.

The community charge (poll tax) is a per capitatax levied on every person. Such ataxisaso
called ahead (or poll) tax; hence its alternative name. The same amount is levied on everyone
inalocal authority area, apart from those on income support and students, who pay 20 % of the
tax. People with very low incomes may receive a community charge benefit. The sumshownin
Table 1 represents revenue col lected in Scotland, where the tax was introduced in April 1989.

The table below shows the principal UK taxes, their contribution to total revenue and the
amount of GDP they absorbed in 1989.

Tablel
UK Tax Receipts, 1989

Taxes % of Revenue % GDP at
factor costs

Personal income, etc., tax 26.7 11.4
Company taxes, including North Sea oil 12.0 5.1
SICs:
4.1
employers 9.5
34
employees, etc. 8.0
7.5
total 17.5
VAT 17.0 7.3

Excise duties, etc. 14.1 6.1



Taxes on capital 1.8 0.8

Rates 10.6 4.6
Community charge (Scotland) 0.3 0.1
Total tax revenue 100.0 42.9

Note: total tax revenue = L188.124 hillion. GDP at factor cost = L438.774 billion. GDP at
market prices = L513.242 billion. Tax revenue is 42.9% of GDP at factor cost and 36.7% of

GDP at market prices.
Source: UK National Accounts (1990) by M. Wilkinson, Taxation (1992).

The following three graphs show the pattern of British taxes in the middle 1960s, 1970s and
1980s.

Graph1
Principal Tax Revenues as proportions of Total Tax Revenue, UK, 1965, 1975, and 1986
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Note: SICs, employees and employers are socia security contributions; in 1965 it was 15%,
17% in 1975 and 18% in 1986.
Source: Calculated from OECD (1988), Table 59 by M. Wilkinson, Taxation (1992).

One can see that personal income taxes represent the largest source of revenue in each of the
years shown, at their highest, proportionately, in 1975. By 1986, following the Conservative
policy switch fromdirect to indirect taxes — in particular to VAT — they had fallen
considerably as a proportion of the total, and this was even before the 1988 budget, which cut
the top rate of tax from 60% to 40%. Employees social security contributions (SICs) are
placed next to personal income tax in the pie charts so that the proportion of total taxes paid
directly by individuals may be seen. Employees’ and enployers (together) SICsas a
proportion of total revenue grew, very slowly, over the twenty years shown.

VAT did not existed in 1965. Purchase tax, VAT’ s predecessor, raised 6 % of total revenue. In
1975, whenthe VAT was 8%, witha“ luxury” rate of 25% introduced in that year and soon
abolished, VAT raised 9 % of total revenue. In 1986, when the rate was 15%, 16 % of total
revenue was from VAT. Revenues from the other main tax on goods and services, excise duty
— principally on tobacco, a cohol and petrol — shrank in proporti onate terms over the twenty
years.

Company taxes vary with company profits, and show some variability over the trade cycle.
They were swollenin 1986 by oil revenues. Capital taxes, excluding rates, were very small and
shrinking. Finally, the most constant source of revenue over the twenty years was from business
and (now abolished) domestic rates, which provided a constant 11 % of total revenue in each of
the years shown.

Tax Reform

Tax reform may be characterized as “ set the lowest possible rate with the fewest possible
reliefs;” that is, for efficiency governments should aim at alow tax rate on a wide tax base. If
exemptions are ended, this removes the di stortions which happen when people and companies
attempt to make the sources and uses of their income fit into the exempt categories. Moreover, if
the tax rate or rates are low, then people have less incentive to change their behavior in order to
avoid tax.

In Britain, asinother countries, inthe 1980s this kind of tax reform took place. The personal
income tax base was widened by the withdrawal of relief for life insurance premiumsin 1984,
by the mai ntenance of the L30,000 ceiling for mortgages qualifying for relief oninterest
payments, and by mortgage relief being confined to the basic rate of tax (1991). These are
welcome inroads on fiscal privilege, whichincrease the efficiency of the system. However,
most reliefs remain in place and some new ones have been added. The 1984 reform of company
taxati on reduced investment allowances and so made company taxati on |ess distortionary. Some
of the disincentives caused by jumps in the SIC schedul e have beenironed out, and there has
been a very dlight widening of the VAT tax base — for example, by the inclusion of
confectionery and take-away foods — but most zero-rated items remain zero-rated.

What most peopl e regard as the principal reform of the 1980s, however, was the reductionin
the rates of personal income tax. The top rate of tax on earned income, 83% in 1979, was down
to 40% by 1988. The basic rate was reduced over the same period from 33% to 25%. Lower
rates may be regarded as reform because they make the system more neutral: they minimize the
incentive to reduce the tax bill by working less. However, there is a cost: personal income tax
IS more progressi ve than the other taxes (VAT, SICs) fromwhich revenue lost fromincome tax
has been recouped, so that judged by the ability to pay the system has become less fair. True
reformwould have meant paying for lower tax rates by eliminating (gradually) tax reliefs and
exemptions, which also distort people’ s decisions.

Personal | ncome Tax



The 1978-79 was the | ast year of the 1974-79 Labour government, when very high top rates of
income tax existed. A deregulation was included in the changes in the Conservatives' first
budget in June 1979, when the basi ¢ rate was reduced from 33% to 30% and the top rate on
earned income from 83% to 60%. VAT was raised from 8% to 15% to pay for the changes.

In 1978-79 there were ten different rates at which earned income could be taxed, with the
highest rate at 83%. In 1990-91 there were only two, and the top rate had been reduced to 40%.
In 1978-79 there was an additional 15% tax on high unearned incomes (not shown in the figures
and mostly avoided), but it was abolished in 1984. In 1978-79 women and single men started
paying income tax when their incomes were 23 % of male average earnings; in 1990-91 they
started paying tax when their incomes were 24 % of the male average.

With the reduction in average and marginal rates of tax, the British income tax system has
become much | ess progressive. For example, people earning five times the average income in
1978 faced a 75% marginal rate of tax and paid nearly 40% of their earningsintax. In 1990
they faced amarginal rate of 40% and one-third of their earnings went to the Inland Revenue.
For people with eight times the average income the marginal rate fell from 83% to 40% and the
average rate from 55% to bel ow 36%.

Until April 1990, the British tax system discriminated between taxpayers on the basis of sex and
marital status. Married men were treated more favorably than all other taxpayers, married
women worse than all others, and single people occupied a middle position. This happened
because of the aggregation of the incomes of husbands and wives, and because husbands had
larger personal allowances than all other taxpayers. The tax treatment of married couples was
therefore at the forefront of debate inthe UK throughout the 1980s. This culminated in partial
reformin April 1990. It abolished aggregation, so that husbands and wives are taxed separately
on both earned and i nvestment income. Wives can have compl ete privacy intheir tax affairs, but
the system still discriminates because the married man' s allowance remains. Itisnow called a
“married couple’ sallowance” and may be applied to the husband’ s or to the wife' sincome.
However, it normally goes to the husband, and there has been no real change in this aspect of
the old system. Married men still have higher allowances than all others, to support supposedly
dependent wives. The existence of marriage allowances means that a married man receives

hel p to support his wife whether or not she has childrento ook after. If he is taxed at the basic
rate he pays L8.30 per week (1990-91) less tax than everyone el se does. The 1990 reform
applied separate taxation to unearned as well as to earned income. Thisincreases the
regressive nature of the system. If awife has no earnings, then the transfer to her of assets
providing investment income of L3,005 (equal to the untaxed personal allowance) means that
tax (at 25% or 40%) no longer has to be paid on that income. The table below shows the tax
rates in 1994-1995.

Table 2
UK Income Tax in 1994-1995

Income Tax rate
in GBP in %
Up to 3,000 2

3,000 — 23,700 25

Over 23,700 40

Source: A. Komar, Systemy podatkowe krajow Unii Europejskigl (The Tax Systems of EU
Countries),PWE, Warszawa 1996.




Capital gains happen when the val ue of an asset increases. The asset may be real (perhaps an
antique), or financial (for example, sharesin acompany). Gains can be nominal (in money
terms) or real. Capital gains are taxed, however, not as they accrue but when they are realized.
A gainisrealized when an asset is disposed of (either sold or given away). Since 1982 only
real gains have been taxable, and the first L5,000 (L5,500 from 1991) of real gains are tax free.
The tax rate payable is 25% or 40%, depending on the taxpayer’ s other income, which
determines the marginal rate. Capital losses can be used to offset capital gains. Capital gainson
some assets are tax free, principally those which arise froma person’ s home (or main home),
from most personal bel ongings and from national savings. If assets are given to charities, art
galleries, the National Trust and so on, then they are exempt from CGT.

Business taxes

Taxes on business are taxes on companies’ profits, and their impact is on shareholders. Inthe
1980s, areform of company taxes led to alower tax rate on awider base: investment
allowances and relief were reduced. The debate about the right bal ance between neutrality and
the encouragement of investment goes on.

A business can be incorporated or unincorporated. Incorporation bestows the benefits of
limited liability onits owners (its shareholders), but the profits of corporations are liable to
corporation tax. The owners of small unincorporated business pay personal income tax on the
incomes they earn fromtheir companies.

In the early 1980s the rate of corporation tax was 52%, and reliefs were large and generous.
There was a high tax rate on a reduced tax base. Investment in plants and equi pment received
100 % allowancesinthe first year. If L1 million was spent, then L1 million of net profits was
immediately exempt from tax. Capital allowances represent tax expenditures within the
corporation tax system. Buildings were treated differently fromindustrial plants and machinery.
Industrial buildings were entitled to afirst-year allowance of 75 % of their value, then 4 % of
the full value was allowed per year, until the remaining 25 % had been depreciated.
Commercia buildings (apart from hotels, which received a 20 % initial allowance) were
thought not to lose value over the years, and so no depreciation all owance was permitted for
them. Thus there were biases in the treatment of different types of investment.

There was al so stock relief, which was the tax relief on investment in stock, inventories of raw
materials, intermediate and fini shed goods that was introduced in the 1974 emergency, when
companies faced aliquidity crisis following the inflation and recession which resulted fromthe
first oil priceincrease. Relief was permitted whether the increased val ue of stock arose froma
volume increase or frominflation.

In 1984 widening the base and cutting the rate reformed company taxation. The tax base was
widened by the reduction of allowances and reliefs. The 100% first-year allowances were
abolished and replaced by more gradual depreciation all owances. After a phasing-in period, 25
% of the outstanding balance of the initial cost of plants and equi pment was to be set off

annual ly agai nst taxabl e profits. For industrial buildings 4 % was to be written off annually. In
addition, stock relief was abolished. These all owance reductions financed a staged cut inthe
corporation tax rate, from 52% to 35%. The first L300,000 are taxed at 25%, the next L1.5
millionis taxed at 35%, and profit above L1.8 millionis taxed at 33%. In 1997 corporation tax
rates were: 23% for the first L300,000, 35.5% for the next L1.2 million, and 33% for surplus
above L1.5 million. Company tax rates are set up annually by budget.

Corporation tax is not the only tax corporations pay. Like many other businesses and
Institutions, they pay employers’ SICs and business rates. Corporations engaged in North Sea
oil and gas extraction pay PRT in addition to corporation tax. They a so pay royalties onthe
value of their oil and gas production.



I ndirect taxes

VAT was introduced inthe UK in April 1973 as a part of the harmoni zati on process on entry to
the EEC. The standard VAT rate was 10%. It was reduced in 1974 to 8%, and increased in
1979 to 15% because of the personal income tax rate decrease. It remained at that rate until
1991, whenit was raised to 17.5% to pay for areductionin poll tax bills. VAT replaced the
singl e-stage purchase tax, which was not a bad tax. It did not apply to services, but selective
employment tax (SET) had been introduced to tax them. Purchase tax was not as broadly-based
as VAT, and it was imposed at different rates on different groups of products, which was not
good for neutrality, but it was cheap to collect, and asit was levied at the wholesaler level it
imposed no compliance cost on small traders.

Conclusions

Compared to the nineteenth century, Britain today bears a heavy tax burden. Compared with the
United States and Japan British citizens appear heavily taxed. However, in comparison with its
EC partners and European neighbors, to whomthe UK is closer insocia philosophy, the British
burdenis only moderate. In the opinion of the British public, their tax systemis complex,
inefficient and unfair, and a variety of reforms are recommended. Change should be made
acceptabl e to taxpayers. This probably means that reform should be incremental or phased in.
Sudden disruption of taxpayers' finances and expectations | eads to resistance. To attain the goal
of better taxes, plans have to be made about how to undertake reform, as well as what reforms
to implement.

4.4, Germany

Compared to other EU countries, Germany has a very complicated tax system.
German taxpayer s have to pay 35 different taxes, and it would be difficult to present all of
them in a brief form. Therefore we will focus on those taxes which are crucial for
conducting economic activity in Germany.

Corporate Tax

Corporate tax isimposed on the basis of the Corporation Tax Law of 1991 and the
Corporation Tax | mplementing Ordinance of 1984. Corporation tax directives have also
been issued in the form of general administrative regulationsto clarify uncertainties and

points calling for interpretation. Thisappliesin particular to incor porated businesses, such
asAG and GmbH.

Corporate tax in Germany can be applied at different rates. The basic rate is45% of
taxable income. Cor porations, associations of persons and holdings of property that are
not covered by the imputation system pay a reduced rate of 42% . The computation system
was designed to prevent double taxation of profit, first through the corporation tax
payable by the distributing cor poration, and second, through the income tax payable by
shareholders. When a cor poration distributesits profit, the standard cor poration tax is
adjusted by the imputation system:

On the level of the corporation, the standard tax (tax liability before the
imputation) is first determined according to the Corporation Tax Law. When the
corporation decides to distribute part of its profit, corporation tax is then
adjusted to give a uniform rate of 30 percent of the profit before tax. If the



standard tax is less than 30%, the corporation tax is increased, and if it is more
than 30%, the corporation tax is decreased. In order to provide the basis for the
decrease or increase in standard tax, the corporation must maintain a current
account, showing whether and if so to what extent its profits plus reserves
available for distribution have borne corporation tax;

On the level of the shareholders, tax paid by the corporation is compared with
the tax due from the shareholder according to the Income Tax Law. Distributed
profit is taxed only up to the amount of the shareholder’ s income tax liability. If
it isnil, the shareholder may claima refund of corporation tax.

Income Tax

The basisfor imposing income taxesin Germany isthe Income Tax Law of 1990 and
Income Tax I mplementing Ordinance of 1992. Both regulations were amended in October
1995. According to the German system, income tax is collected form the profit obtained
from the following sour ces:

Agriculture and forestry;
Trade or businesses;
Personal services,

I nvestment of capital;
Rentals and royalties;

Other income designated in the Income Tax Law (e.g., interest portion of a
pension from statutory pension insurance, or speculative gains).

Profits are computed on the basis of the business receipts less business expenditures.
Grossincome is calculated by adding together the positive results from all sources and
deducting the losses. Later tax relief and special expenses are deducted, and taxable
income is determined. Tax is paid according to appropriate tax rate.

Abasic personal allowance of DM 12,365 for single persons and DM 24,731 for
a married couple (in 1999 these amounts will be respectively DM 13,067 and
26,136) is granted on taxable income.

In the first tax bracket, income in excess of the above-mentioned basic personal
allowance rises from 29.5% up to 33.5% on taxable income up to DM 58,643 for
singles and DM 117,284 for married couples (the amount is to be increased in
1999 to DM 66,365 and 132,731, respectively).

In the second bracket tax is imposed at rates between 33.5% and 53% on taxable
income of up to DM 120,041 for singles and DM 240,083 for married couples.

Above DM 120,041 / 240,083, all income is taxed at the rate of 53%.

Value Added Tax

Value added tax in Germany is paid on the basis of the Turnover Tax Law of 1993
and the Turnover Tax Implementing Ordinance of 1993. All entrepreneurs, who are
defined as persons who independently carry out a business or professional activity, pay it.

Germany hastwo rates of VAT tax:

General rate of 15%;



Reduced rate of 7%.

M ost goods and services are taxed at the general rate. The reduced rate appliesin
particular to the supply, non-business use and importation of almost all foods, with the
exception of beverages and catering supplies. It also appliesto local transport, the supply
of books, newspapersand certain art objects.

German regulationsinclude two categories of goods and services which are exempt
from VAT taxation. The first category covers suppliesfor which input tax remains
deductible (so-called zero rate) Thisrate is applied to export and intra-EU supplies. The
second category covers supplies with respect to which no input tax may be deducted.
These include the provision of credit, the renting of real estate, medical services provided
by doctors, and the services of social insurance funds, private schools, theatersand
museums.

Entrepreneursfill out VAT reports and advance payment is made every quarter.
Large-scale entrepreneurs are obliged to make the reports and payment every month. At
the end of each calendar year entrepreneurs must file a tax return in which they again
compute the VAT payable.

Entrepreneurswhose turnover did not exceed DM 32,500 in the previous calendar
year and isnot expected to exceed DM 100,000 in the current calendar year do not have
to pay turnover tax. However, if this arrangement is unfavorable for them they may opt
either for a special arrangement or for taxation in accordance with the general provision.

In agriculture and forestry the law allowsfor a blanket rate of input tax. It was
estimated that keeping the necessary accountswould place too heavy a burden on the
majority of farmsand forestry establishments. The law providesthat the tax rates applied
to agriculture and forestry are fixed, so asto correspond to the average input tax borne by
such organizations. In most casesthe tax due and the input tax cancel each other out.
However, owners of the aforementioned establishments may opt to pay the taxes
according to the general regulations.

Trade Tax

The bagsfor thistax isthe Trade Tax Act, published in 1991. It is paid by all
business enterprises. Activities of forestry and agricultural establishmentsor provision of
independent personal services are not subject to trade tax. The Trade Tax isa communal

tax, and for local authoritiesit isthe most important direct source of funds. Part of thistax
(ca. 15%) isalso transferred to the federal budget.

Trade tax islevied on business profits and business capital (except the capital of
businessesin “ new lands’ in former East Germany). Profits are determined the same way
asfor income taxes. Taxable business capital is the assessed value of the business under
the rules of the Valuation Law.

The computation of trade tax on business profits proceeds from the basc tax,
obtained by multiplying the amount of business profit by a fixed percentage, usually 5%.
Individuals and partner ships qualify for an allowance of DM 48,000. Reduced basic rates

apply to business profitsup to DM 144,000.

The computation of the trade tax on business capital is done by multiplying the
amount of business capital by a fixed percentage, usually 0.2%.



Solidarity surcharge

A general surcharge on wages, income and cor por ation tax has been levied to
finance the costs of German unification. The surcharge appliesto the same extent to all
income, without exceptions, and isimposed uniformly on all taxpayers. Presently the
surcharge is 5.5%, scaled down from 7.5% in 1997.

Tax Reformin Germany

In the middle of 1990s Germany realized that high taxation and a complicated tax
system are a significant hindrance to competitiveness and economic development. The
German government returned to the idea of low taxation in 1982-1990, when over three
million new jobswere created. The existing system hampersthe creation of the new jobs.
Chancesfor scaling down unemployment without scaling down the tax burden are very
low. High taxation isa serious barrier to new investment and the creation of new jobs. As
aresult the cost of social benefitsremain at a high level.

The lower competitiveness of the German economy forced policy makers to propose the reform
of the German tax system. The outline of the reformwas based on the idea of the first minister
of finance after the Second World War, Fritz Schaeffer. According to him the tax system should
be changed keeping in mind two ideas:

The taxation level for all income groups should be lowered; and

Tax incentives should be abolished.

Over 40 years after the reform proposed by Fritz Schaeffer, German experts and politicians
prepared a new scheme for the tax system. The reform was focused mostly on income taxes.
During the discussion, four main model s of income taxes were proposed:

Model of Uldall, with three taxation levels. 8%, 18% and 28%. The top rate
would be introduced for persons with the relatively low income of DM 30,000
for unmarried taxpayers. Such a significant reduction in taxes would have high
impact on the income of the state budget. The budget revenue would be scaled
down by DM 115 billion. Therefore most the existing tax incentives should be
canceled.

Model Solms'a, with three taxation levels: 15%, 25% and 35%. The top level
would start from income over DM 60,000. Due to the introduction of this model,
state revenues would be reduced by DM 75 billion. The model would require a
reduction in tax incentives and an increase in VAT.

Model CDA (Association of German Administration) isvery similar to the Uldall
model. It would only introduce an additional, fourth tax level of 35% for
incomes over DM 120,000. This model proposed to abolish all tax incentives.

Model of the German taxpayer s Association proposed a first tax level of 15% for
income exceeding DM 12,000. The top rate would be 35% for income over DM
100,000. It is expected that this model would reduce state revenues by DM 100
billion. It would require a significant reduction of tax incentives.

Based upon the described models, the final proposal for the reformwas el aborated. The new
tax model al so proposed three taxation levels:

15% on income above DM 12,000 and below DM 18,000
18% on income above DM 18,000 and below DM 90,000
39% on income above DM 90,000



4.5,

People with income lower that DM 12,000 would not pay any income taxes. Married persons
would have doubl ed taxation levels per couple. Together with the significant reduction in taxes,
some of the tax incentives would be canceled. The amount of tax-free income for all employees
would be lowered from DM 2,000 to DM 1,300 per year. Additional income for work
performed on Sundays and other holidays would be taxed (presently it is not taxed). Also work
during the nights would be taxed. A steep reduction in tax incentives related to mileage was
proposed. The flat rate of DM 0.70 per kilometers for the use of a personal car would be scaled
down to DM 0.40. The deduction of the cost of the car would be possible only in cases where
the taxpayer would have to travel over 15 kilometersto his or her workplace.

Despite the reduction in tax incentives, the total amount of taxes would be reduced by DM 30
billion. It was expected that a reduction in taxes would create conditions for economic growth
and the creation of new jobs. According to Minister Theo Waigel, such a reduced tax burden
and deregul ation of the income tax systemwould increase GDP growth by 0.5%.

The reform of the German tax system was expected to the “ work of the 20th century.” It
included the main ideas of deregulation: scaling down both taxes and tax incentives. It would
also reduce paperwork. It was planned that the new systemwould be introduced starting from
1999. Presently there is no chance that the German systemwill be changed before year 2001.
The outline of the reformwas rejected in the autumn of 1997, despite the fact that most of

soci ety would benefit from the reform. However, there were some groups which probably
would be affected by the changes. The first of these were alarge portion of pensioners.

In Germany there are 14 million retired persons. Presently only 2.5 million of them pay taxes.
After the reform this number would increase to 3.5 million. It was obvious that the majority of
pensioner would be not affected by the reform It was planned that retirement all owances up to
DM 31,511 for single persons and up to DM 62,594 for married couples would not be taxed.
However, one million of the retired persons who presently do not pay taxes would be obliged
to pay taxes after the reform.

In addition, persons with income between DM 90,000 and 120,000 would not profit fromthe
reform, as the top taxation level would start from DM 90,000 and the magjority of tax reliefs
would be canceled. Also workers who work on Sundays and during the nights and empl oyees
who live far away fromtheir workplaces were not interested in the reform. It was al so expected
that reform of the income tax systemwould also require anincrease inthe VAT tax. Thiswould
probably increase infl ation.

The group who would be negatively affected by the reform created a | obby against the changes,
but it did not decide the rejection of the reform. The main reason for the postponing of the
reformwas the political controversy concerning the cost of the reformto the state budget.
Despite the decrease in tax incentives, the reformwould cost over DM 30 billion. Also, the
German government promised to scale down the “ Solidarity tax” in 1998, from 7.5% to 5.5%.
The opposition emphasi zes that the proposed decrease in revenues would inflict a budget
deficit. Besides, the Social Democrats were afraid of the decrease in social spending which
also would be necessary. As aresult the reformwas postponed, and deregul ation of the German
tax systemwill probably not be discussed before the parliamentary el ections in autumn 1998.
The German project for the deregul ation of the tax system shows the difficulties in obtaining
consensus among politicians on the decrease of taxes. In practice, such areform can only be
successful if it is also supported by the opposition. Also, proper political arguments and
consensus among different groups of the soci ety are necessary.

Italy

The Italian fiscal systemdoesn’ t differ substantially compared with the fiscal systems of the rest
of the industrialized countries. All these countries tax roughly the same things (incomes,



property, consumption). The difference exists rather in the functioning of the bureaucratic fiscal
machinery.s This means that, given arelatively homogeneous fiscal pressure (see Table 1,
which represents the rate domestic revenue/ GNP), there is a non-negligibl e difference between
the quality of the services which the state provides to taxpayers and the ease and simplicity of
the application of taxes.

Table 1

The tax burden as percentage of GDP

Taxes Social contribution
(tax pressure) (contribution Total
pressure)

Great Britain 27.6 6.0 33.6
France 24.3 19.6 43.9
Germany 23.9 15.1 39.0
Spain 21.7 134 35.1
Holland 29.7 18.3 48.0
Italy 28.8 135 42.3
USA 21.0 8.7 29.7
Japan 19.3 9.8 29.1
Belgium 294 16.3 45.7
Sweden 36.1 13.8 49.9
Canada 20.7 5.9 35.6
Switzerland 20.8 124 33.2

Source: OECD Report, 1995.

Table 2 provides the structure of domestic revenue in Italy. The taxes are divided into
government and local ones. It can be noted that an i mbal ance between what comes fromincome
taxes, from property taxes and from consumption taxes doesn’ t exist. Therefore, the problem
isn' tinthe imbal ance between abstract typol ogies of taxes, but in the opportunity to evade
payment unpuni shed.

Income taxes are the greatest category, and this fact is due to the observance of the principle: “ it
IS better to |eave the capital intact, withdrawing a part of the return.”

Table 2

The domestic revenue in billionsof I TL

8 To closely examine the problems of the Italian fiscal machinery, we suggest ““Le Illusioni Fiscali’” by
Raffaello Lupi, copyright 1996 by Mulino, Bologna.



State taxes Local taxes

Taxati on of incomes and taxation of capital
Irpef (individual income tax) 153,0000
llor (local individual income tax)( 18,500
Irpeg (corporate income tax) 29,5000
Capital gains tax 40,0000
Net property tax onthe firm 6,0000
Ici (municipal house tax) (I 14,000
Taxationof  consumption— of — goods—and

ServicegaT . . 88,0000
Insurance tax 4,89201
Entertai nment duty 5780
Processing tax on gas and other mineral oils 39,0000
Other processing taxes (spirits, beer) 1,7000
Energy (el ectricity and gas meter) 5,500 700
Tobacco monopoly 9,0000
Transfer and legal acts taxes
Stamp " 8,500
Regi ster/mortgage and cadaster 6,7600]
Administrative license 4,000 700
Inheritance and gift taxes 1,1000
Automobile 1,300 5,500
Other
Disposal of solid refusel 6,000
Municipal advertising taxd 500

RAI television fee

2,5000




Lotto, lottery 7,00001

Tosap (employment of public spaces and areas)[] 1,350

Source: ‘Notiziario fiscale,” 1995

While the indirect taxes (those which rel ate to purchases and expenses; i.e., those which have a
direct influence on supply and demand), tend to be multiplied and diversified according to the
different types of goods and services exchanged on the market, income taxes maintain a certain
organic unity. They are structured as fol lows:

1. Irpef (individual income tax): which is not levied on incomes taxed by substitutive
taxes, nor on the ones which, by an explicit or implicit rule, are entirely excluded from
taxation.

2. Irpeg (corporate income tax): it is levied at a rate of 37% on joint-stock companies,
limited liability companies and legal persons, with a complex mechanism to avoid
doubl e taxati on of the member and the company.

3. llor (local income tax): thisis a further amount, at a rate of 16.2%, of income taxation
which doesn' t derive from work income; i.e., derived from capital and therefore
earned with minor effort. The aim of this tax is to face as best as possible the
conceptual inconvenience typical for this kind of taxation; i.e., the incapacity to equate
taxation in relation to the different kinds of effort exerted for equal earnings.

4. Substitutive taxes: these kinds of taxes are applied at awide range of rates, variablein
relation to the type of income; they strike different portions of income such as interest
on government securities and other bonds, capital gains etc.; for example, interest on
bank deposits is subject to a 30% rate, the ones on liability and public bonds, to
12.5%, and so on.

The Irpef, inspired by the individual taxation typical for European Social Democracy, adopts
the principle of progressiveness, according to which the greater the income, the greater
proportion the taxpayer can do without, with the same level of sacrifice. The concept of
progressive tax is based on the assumption that, for example, the first ITL 20 million of income
goes for the indispensabl e things (food, clothes, etc.), whereas any additional earnings are less
necessary, and therefore could be subject to a greater rate of taxation. Thus, in Irpef taxation
thereis a curve of rates (from 10% to 51% onincomes over ITL 300 million).

Inltaly, the two major forms for the reporting of tax duties are the 740, which contains the
declaration of individual persons incomes (Irpef), and the 760, which contains the decl aration
of legal persons (Irpeg). The 740 has been the object of alot of criticism, mainly about its
complexity. Therefore, efforts are being made inthis direction; i.e., simplification. Millions of
individuals haveto fill out this form, and not all of them are capable of comprehending the aims
and, above al, the rules for carrying out this operation. Inthis way, the fiscal machinery |oses
the confidence of the taxpayers and stimul ates fraud and evasion.

Legal persons, together with the form 760, must encl ose their Working Bal ance and other
documents. The Working Balance is composed of three parts: Asset and Liability Statement,
Profit and Loss Account and Integrative Note.

The Working Bal ance represents a systematic, qualitative, periodic statement regarding costs
and returns, whose aimis to provide the vol ume and composition of the periodical operating
results and the quality-quantity structure of the invested capital at the end of a typical
(administrative) period.

The Working Bal ance provides the operating result, but only for accounting purposes. For fiscal
purposes a special operating result, called taxable base, is calculated. The two kinds of results
never coincide. The operating result for accounting purposes could be set up in different ways,
but the main conditionis to be clear and truthful. This condition is not enough for fiscal



purposes. On the net operating result (positive or negative), which the Working Balance
provides, different corrections are carried out (additions or reductions), as aresult of the
application of special fiscal norms provided by the fiscal law.

The principle is that the accounting operating result i s the main one, whereas the fiscal
operating result (taxable base) is derived fromit. The aim of this principleisto avoid
duplication in the estimati on of the components of income and the components of capital.

The fiscal body of |egislation regarding the determination of corporate incomeisaresult of a
long legiglative effort having been continual Iy modified:

1. Oct. 9, 1971 Law no. 825 - Legislative Delegation to the Government of the Republic
of Italy for Tax Reform.

2. Sept. 29, 1973 Decree of the President of the Republic (D.P.R.) no. 597, 598, 600 -
Legigdlative decrees on Irpef (individual income tax), Irpeg (corporate income tax) and
common dispositions on the assessment of the incomes.

3. Dec. 22, 1986 D.P.R. no. 917 - Unique Text of the Income Taxes (Testo Unico delle
Imposte sui Redditi - TUIR) - areformof D.P.R. no. 577 and 598.

Law no. 825 of 1971 names income determined for civil purposes as the main one and thus the
income for fiscal purposes must be adjusted fromit, following different criteria. The

predomi nance of incomes determined by the principles of competenza economica on the

taxabl e incomes has been suggested by the need for efficiency, strengthening the rationalization
of the national productive apparatus. Since then, the trend has been towards aninversion of the
tendency — the fiscal aim gradually took priority as a source of information and the fiscal
lexicon has prevailed infirms' accounting. Thus, to put into effect the IV Directive of the EEC,9
the delegated legislator has had to refer to the current “ lows” in fiscal metters.

The fiscal reformof 1973 made the mistake of putting big industries on the same base with
small tradesmen, with regard to accounting duties. The tradesmen and the handi craftsmen have
been constrained to an unnatural regime: accounting has been imposed on themwhich they
didn’ t need, where before they could write what they wanted to. The regular conduction of the
accounting prevented even the most sensibl e adj ustments based on the characteristics of the
enterprise. From this combination of accounti ng nuisance and formal guarantees has been born
the figure of the “ tax dodger” and a deep split between declared incomes and common sense.
These errors are the root of the scarce fiscal credibility visible in the statistics on the incomes
of tradesmen and handi craftsmen.

The excessive importance that has been attributed to the journal entries of tradesmen and

handi craftsmen by the 1973 Reform was worsened by the fiscal apparatus, which |eft the offices
without any guidelines. There was, on the contrary, alegidlative frenzy; since 1982 the offices
and the taxpayers have been dazed by a continuous normative emergency, with an alternation of
ephemeral anti-evasion measures, which appeared and disappeared between one remission and
another. Inthe summer of 1984 the law Visentini ter took effect, re-introducing inductive
assessment based on the characteristics of the enterprise (surface, purchases, empl oyees, means
of production, etc.). The rule, however, was remained only on paper, because in December
1991, the last expiration date for the above-mentioned i nductive assessments, came another big
remission.

Meanwhile, presumed income coefficients were introduced (law no. 154 of 1989), determined
by the fiscal registry office according to ageneric “ law manifesto” and based on a few elements
giveninthe tax return (e.g., square meterage of the shop, employees’ remuneration, purchasing

9 The IV Directive of the EEC is one of the directives posed before the members of the Community to
harmonize their legislations, regarding accounting. It is not a matter of lows, but minimal
requirements, which don prevent single states from adopting stronger rules. “Harmonize” doesnt
mean standardize, but choose among different alternatives based on common criteria.



of goods, etc.). Actually, it was matter of a cabal of random figures aiming for a vague
computerized mass control, in which the officials would be replaced by the fiscal registry’ s
computers. Until now nobody has had the courage to massively utilize such a rough tool,
reminding one of a dead |etter in the fictitious world of the “ effects of the announcement.”

The same logic of intervention inspired the minimum tax (1992), a procedure for the collection
of personnel income tax (Irpef) based on a minimum presumed corporate tax, supposi ng that the
tradesman or the handi craftsman earns almost as much as he would earn as an employee. The
fact that retail trade and craftsmanship are the only alternative to unempl oyment was negl ected.
Many individual s with high incomes were favored by the minimum tax, having the opportunity
to hide part of their earnings. The minimum tax was abolished. The same kind of improvisation
inspired the huge control s limited to taxpayers of afew categories, whichin 1994 caused the
fiscal officesto waste alot of time checking all the dentists and managers of the joint-
ownership of buildings, even in the absence of special indications of evasion and inthe
presence of externally reasonabl e tax returns.

In Italy the structure of trade and services is so pulverized, that many retailers and

handi craftsmen remain on the market only thanks to tax evasion: if they declared their incomes
up to the last lira, there wouldn' t be any more incentive to work, because they wouldn' t be
competitive and capabl e of paying taxes and supporting their families. Onone hand, itis
impossible for evasion forever to be the only factor determining the survival of tradesmen and
handi craftsmen, but on the other hand, the rationali zation has to be gradual and not a kind of
“killer” of the activities which have more a social than an economic function. Thus transparent
fiscal policies with incentives toward moderni zation are needed. Enterprises facing the
problem of survival need special regimes, reserved for the weak, and not licenses to evade,
from which the strong al so benefit.

InItaly at present, the tendency of fiscal policy istoward decentralization. This fiscal
federalismis going to bring higher efficiency and a smaller field for corruption. Moreover, a
simplification of the mechanismis aimed at.

In 1998 Irap (local tax onthe industrial activity) will comeinto force, which for the first time
allows wide fiscal autonomy to regions, provinces and municipalities.

The state will determine the ceiling of the rate, whereas the local authority will determine the
rate itself. The incomes thus gathered will flow to the local funds. During theinitial stage the
state fiscal administration will manage the mechanism of this tax through the local fiscal
agencies.
Together with the introduction of the Irap will be the simplification and rationali zation of
taxpayers’ tax duties, because a few taxes will be cancel ed:

llor.

Tax for the concession on VAT.

Tax onthe liabilities of firms.

Medical service contributions etc.

It is ameatter of a contribution of areal nature, which is due from anyone who practices an
organized activity for the production of goods and services, fromindividual businessmen,
companies, commercia and non-commercial bodies, from artists and other profession-
practicing individual s, the state and other admi ni strati ons.

Irap doesn’ t directly regard employees, who will benefit indirectly, since the financial system
will be financed by employers’ contributions. The starting-point for the determination of the
taxable base will be the Balance Sheet.

The tax will be levied on the taxabl e base, based on the added val ue produced on the territory
of the region and resulting from the Balance. For non-bal ance obligated firms, it will be levied
on the global annual added val ue, produced on the territory of the region and resulting fromthe



tax return. In case of more activity, appropriate criteriawill be provided as, for example, the
distribution of the taxabl e base between regions as a proportion of the personnel costs,
operating at the various factories and offices. The new tax won' t be deductible under Irpeg and
Irpef duties.

The fixing of rates will be within the competence of the regions, whichwill have the ability to
determine an additional Irep within the range of 0.5-1%. Moreover, during the first two years
the relative rates will be fixed by the state and Irep won' t be increased by the regions.

The taxable mechanismwill berealized at arate whichwill vary between 3.5-4.5%, with the
possibility for regions to differentiate for economic and redistribution policy reasons and to
provide facilities which could benefit the subjects which undertake new activities.

At the same time an additional rate of Irpef ranging from 0.5 to 1% will be set up. Regions will
have the power to regul ate with alaw the procedures for the application of the tax. A unique
declaration will be presented, together with the ones for Irpef and Irpeg, integrated inan
adequate manner.

For the temporary stage of the application of Irap, the state will retain a certain percentage for
organi zational expenses. On the contrary, the application, gathering, assessment and sanctions
will be up to the financial administration; any eventual appeals will be under to the jurisdiction
of the fiscal commissions.

At present, Italy aims at the achievement of the parameters which will allow it to take partin
the common monetary system (the euro). The necessary public deficit/ GNP rate of 3% has been
achieved (2.7%). To continue on the way, a modern and efficient fiscal systemis obligatory.
This means radical modifications not just on taxation itself, but on the fiscal machinery. As part
of the decentralization mentioned above, simplifications in payment procedures are going to be
realized. Instead of the actual offices of the Financial Administration, all the payments must be
made at:

Tax collection licensees in whose district the competent financial officeis situated;
Barks;
Post offices.

For the taxpayers, these reforms mean a simplification in the procedures. The constraint of cash
payment is eliminated.

For firms and production activities, the withdrawal will be more simplified and rational and in
many cases slighter. The discrimination which gave advantages to capital gains incomes over
busi ness incomes has been modified. Numerous interventions are on course to render closer the
relationship between the civil administration and the “ Guardia di Finanza’ (the financial
police).

The Italian Stock Exchange (Borsa di Milano) suffers fromarelatively small number of quoted
national enterprises. The level of transactionsis still less, but, on the other hand, all the
economi ¢ agents need an efficient stock exchange: the state, to privatize the state enterprises and
to lighten the deficit; the investors, to find different alternatives; the enterprises, to re-capitalize
their activities; and the banks, to diversify the range of their services.

Enterprises, especially the middle-size ones, harbor akind of “ fear,” being quoted, of |oosening
control. To encourage the enterprises, lots of short- and |ong-term measures and |laws have been
provided by the authorities. One of the mainleveragesisinthe fiscal incentives. Regarding the
government’ s policy inthis direction, a significant break has been set up for the enterprises that
intend to list themsel ves on the Borsa di Milano. It consists of a reduction of the corporate
income tax (Irpeg) from 36% to 20% for three years.



4.6. Sweden

The scope of the taxation in Sweden is determined by the fact that the public sector used to
account for three-quarters of total GDP, and even today this share is higher thanin any other
OECD country. The growing financial requirements of an extensive welfare state with very
generous social security schemes and benefits are the most important factor contributing to
unprecedented public spending expansion from 50 to 65 percent of GDP between 1976 and
1981.

Sweden’ s Tax Structure
Sweden’ s tax structure includes the following principal taxes:
Corporate Taxes
Personal Income Taxes (Taxes on Wage Income, Taxes on Capital Income)
Personal Wealth Tax
Personal Property Tax
Real Estate Tax
VAT
Excise Taxes

Corporate Taxes

As aresult of amgjor tax reforminthe early 1990s, Sweden' s corporate tax rates are today the
second lowest in Europe. They have been lowered to 28 percent.i0 Corporate incometax is
levied ontotal net corporate profit.

Corporate Income Tax (July, 1996)

Source: KPMG, OECD.

Tax regulations are generally the same for both corporations (aktiebolag) and unincorporated,
individually-owned businesses. All profit is taxable, including income from capital belonging
to a business.

Social Insurance Contributions

10 with an effective rate of approximately 26%.



Social insurance contributions are called “ employers contributions” in Sweden. They are
included in our analysis because they are considered to be taxes rather than insurance
premiums, due to their weak actuarial connection.

These contributions exceed 30 percent of an employee’ s annual wages or salary.11 Employers
socia security contributions are deductible from taxabl e income. More detailed informati on on
socia security contributions is contained in fol lowing table:

Tablel

Social Insurance Contributions 1996 (as % of annual wage bill)

Workers White-Collar
Employees

STATUTORY
Supplementary pension (ATP) 13.00 13.00
Health Insurance 5.28 5.28
Basic Pension 5.86 5.86
Partial Pension 0.20 0.20
Occupational Injury Insurance 1.38 1.38
Occupational Safety 0.17 0.17
Labor Market Contribution 5.42 5.42
Pay Guarantee 0.25 0.25
General Payroll Contribution 1.50 1.50
TOTAL STATUTORY 33.06 33.06
BY COLLECTIVE AGREEMENT
Group LifeInsurance (TGL)* 0.50 0.30
Collective Group Health Insurance 0.95 -
(AGS)
Severance-Pay Grant (AGB) 0.15 -
Supplementary Pension (STP, ITP)* 3.15 6.70

11 They amount to about 33 percent of payroll.



Labor Market No-Fault Liability 0.50 0.05
(TFA)

Employment Security Fund/Council - 0.035
Special Pension Payment 0.75 -
TOTAL BY COLLECTIVE 6.00 7.40
AGREEMENT

Special Payroll Tax on Pension Costs* 0.80 1.40
TOTAL EMPLOYER 39.90 41.90
CONTRIBUTION

STATUTORY EMPLOYEE

CONTRIBUTIONS

Health Insurance 3.95 3.95
Pension 1.00 1.00
TOTAL STATUTORY EMPLOYEE 4.95 4.95
CONTRIBUTIONS

* = Approximate figures.
Source: Swedish Employers Confederation

Sweden’ s comprehensive social insurance system covers old age pensions, health care,
unempl oyment and disability benefits, maternity payments, and child and youth benefits. It is
mai nl'y financed through employer contributions. employers'  statutory social insurance
contributions amount to 33.06 percent of total remuneration (see details in Table 6 above).

In addition, empl oyers contribute about 6-8 percent of an employee’ s pay to cover the cost of
complementary pension schemes according to union agreements.

A special payroll tax on pension costs of 0.8% for blue-collar workers and 1.4% for white-
collar workersis paid by employers as well, in order to cover special pension premiums for
empl oyees.

Empl oyees themsel ves pay a heal th insurance fee of 3.95% and a pension fee of 1% on gross
income, up to a ceiling of SEK 276,000.

Personal | ncome Taxes

Sweden's personal tax rates have been lowered, as aresult of amgjor tax reformin 1991, to
levels that are more comparabl e to those inthe rest of Europe, but they are still relatively very
high.



After the tax reform personal income tax came to comprise the tax paid to the municipality,
parish (church) and county council, 31% on average, and national income tax of 20% payable
only on incomes above the breakpoint. Individual s must file tax returns each year for income on
wages and capital.

Taxes on Wage | ncome

Income onwages is taxed by municipalities, and the State. Municipal tax rates vary by

muni cipality, ranging from 26 percent to 35 percent, and averaging around 30 percent. Most
taxpayers pay only municipal income taxes and SEK 200 inanominal state tax. High-income
individual s also pay 25 percent in state taxes on taxabl e income exceeding SEK 203,900 (in
1996).

Marginal tax rates are as follows:
Table2
Margina Tax 1921-1996* in percent (Single Wage-earners)

Income leve|l 1921 | 1931 1941 | 1951 | 1961 | 1971 | 1981 | 1991 | 1996

in SEK

150,000 14.7 285 | 370 | 408 | 495 | 526 | 34.3 | 38.0
13.7

250,000 15.1 36.8 | 425 | 499 | 60.6 | 74.6 | 51.2 | 58.8
16.1

400.000 179 | 40.2 | 46.1 | 53.3 | 60.5| 80.0 | 51.2 | 56.7
17.6

* Income in 1996 prices.
Source: Nils-Eric Sandberg: What went wrong in Sweden?, Timbro, Stockholm, 1997, p. 8.

Back in the 1920s the maxi mum rate of income tax was 17%. The first significant increasein
marginal taxes can be identified between 1931 and 1951 (from 14.7% to 37.0%, from 15.1% to
42.5%, and from 17.9% to 46.1%). This can be explained by World War II going on during this
period.

However, between 1961 and 1981 there is no evidence of an event such as awar contributing
to increased public spending, and yet during that period marginal taxes rose even more steeply:
by 11.8% for incomes up to SEK 150,000, 24.7% for incomes up to SEK 250,000, and 26.7%
for incomes up to SEK 400,000.

Taxationin Sweden has risen steeply since 1970. The 1971 tax reform reduced taxes for the
lower income level s but made taxation more progressive: that is, the scal e of taxation became
steeper. Marginal taxes increased. Eveninlow income brackets, most pay raises were eaten up
by taxes.12

Wage income includes salaries, pensions, annuities, severance pay, sickness allowances,
benefits or "perks" provided by employers, income from hobbies, etc. Pensioners are taxed

12 Nils-Eric Sandberg: What went wrong in Sweden?, Timbro, Stockholm, 1997, p.
27. This problem is explained further on page 33: ““The problem was that the taxation
scales were not adjusted for inflation, so that if wages were increased in step with
inflation, taxes rose in proportion to income. Income remained unaltered, in fixed money
terms. But tax, in fixed money terms, increased.”



according to the rules for ordinary income earners. However, some specia deductions are
allowed.

Deductions are very limited. There are no standard deductions. For example, 30 percent of
interest payments on a home mortgage are deductible. Investment savings in pension schemes
are deductible up to one half of a basic amount. The basic amount, which is adjusted annually to
reflect the cost of living, was SEK 36,200 in 1996 and SEK 36,300 in 1997.

The few other deductions available include: costs of travel to and fromwork that exceed SEK
6,000, costs of materials and tools needed for ajob, but only those that exceed SEK 1,000, and
social insurance fees which are — as noted above — paid by employees (3.95% health
insurance fee and 1% pension fee, in 1996). However, social insurance fees are paid only on
income up to 7.5 times the basic amount, or SEK 276,000 in 1996.

Taxes on Capital Income

Only private persons pay taxes on capital income. Income from capital includes interest income,
stock dividends, capital gains and losses fromthe sale of stock, bonds, real estate, personal
belongings and similar assets, and income fromthe rental of private residences.

Income from capital is taxed by the state at a flat rate of 30% regardless of any other income a
taxpayer may have. Deductions are allowed for interest costs and other expenses connected
with capital income.

Direct taxes in Sweden are compared to average levels of direct taxes in OECD countriesinthe

following table:

Table3

Direct taxes in Sweden and OECD countries
Taxeson Direct Income Sweden OECD
An Average Industrial Worker 28% 16%
Employees with twice the gross earnings 39% 24%

Source: Nils-Eric Sandberg: What went wrong in Sweden?, Timbro, Stockholm, 1997, p. 27.

However, direct income taxes account for less than 40 percent of total taxation. To direct taxes
are added indirect taxes. Together with the above-mentioned “ employers’ contributions” on
gross earnings (in fact taxes on the wage bill) financing pensions, unemployment benefits, health
insurance and other social security benefits, other indirect taxes — such as consumpti on taxes
(especially the tax on energy) and general VAT — were increased significantly as well.

Personal Wealth and Property Tax

Personal wealth with a total value exceeding SEK 800,000 (was to be increased to SEK
900,000 in 1997) istaxed at arate of 1.5%. Wealth includes real estate, stocks and bonds, cash,
jewelry, art, pleasure boats, cars, etc. The value of real estate is based onits tax-assessed value
and the val ue of stocks and bonds is the full market val ue (as of 1996).

The entire profit on the sale of personal property, such as household goods, jewelry, art, etc., is
taxabl e, regardless of how long it has been owned. But property is subject to capital gains tax
only if the total gains during a year exceed SEK 50,000.



Real Estate Taxes

Real estate is subject to a state tax, which was 1.7% of assessed val ue in 1996. There are no
municipal real estate taxes.

Newly-built homes, with an assessment year of 1991 or later, are exempt fromreal estate tax
for the first five years after the compl etion of construction. During the following five years, the
real estate tax is half the normal tax.

Value Added Tax

Swedish value added tax (VAT) regulations are harmonized with the VAT directives of the EU.
Knownin Swedishas*“ Moms’ (short for Mervardeskatt), VAT is charged at arate of 25% on
sales of goods and services. As of 1996, alower tax rate of 12% is applied to food products,
hotel services, passenger transportation and the import of works of art. VAT is 6% on
newspapers and admission ti ckets to cinemas.

The mainitems exempt from VAT are medical, dental and social care, the sale of ships and
aircraft, the sale of real estate, educati on, banking and i nsurance services, concerts, aircraft
fuel, and inventories and equi pment in connection with the sale or transfer of an entire business.

Excise Taxes

Sweden currently has 15 different excise taxes or duties on products and services, ranging from
advertising to pesticides. The largest and most important are on fuels, electrical power, a cohol
and tobacco.

The fuel tax is applied primarily to gasoline, oil, coal and ligquefied petroleum gas. The taxes
are based on amount of energy, carbon dioxide and sulfur. Alcohol taxes are traditionally very
high in Sweden, the result of a strong historic temperance movement. The tax depends on
alcohol content. For beer, itis SEK 1.21-2.38 per liter, for wine and liqueurs SEK 9.21-44.51
per liter, and for spirits SEK 485.04 per liter of pure alcohol.

Tobacco tax is SEK 0.52 per cigarette (or SEK 10.40 per pack), plus 15 percent of the retail
price, and SEK 0.35 per cigar or cigarillo. Pipe tobacco is taxed at arate of SEK 384 per
kilogram, snuff at SEK 75 per kilogram, and chewing tobacco at SEK 123 per kilogram.

Tax Administration

The National Tax Board (Riksskatteverket) supervises and has overall responsibility for the tax
system. Swedenis divided into 24 administrative units, called counties. All of Sweden's 24
counties have a Tax Authority (Skattemyndighet), each of which handles taxation withinits
region. Each Authority has special sections to serve large business and provide legal and
admini strative assi stance.

The National Tax Board issues regul ations, provides advice and makes rulings that are applied
by the county Tax Authorities. The National Tax Board is an administrative authority operating
independently of the Government.13

The county Tax Authorities operate local Tax Offices, which provide a number of services:
processing of all income tax, val ue-added tax and tax collection returns; making tax withhol ding
assessments on wages, businesses and legal entities; handling questions about val ue added tax
and employer contributions; carrying out real estate tax assessments; controlling and auditing
tax returns; registering the local popul ation and administering general el ections.

13 Individual tax matters are resolved by the National Tax Board and the county Tax
Authorities without the involvement of the Government.



Expenditure and Revenue Structure

The public sector expenditure structure is roughly estimated in the foll owing table:
Table4
Composition of the public sector in 199314 (billion SEK)

National government spending 115
L ocal government spending 280
Social expenditures/transfers 400
The debt state 170

Source: Ingemar Stahl, Kurt Wickman: Suedosclerosis: The Problems of Swedish Economy.
Excerpts, Timbro, Stockholm 1995, pp. 11-12.

National government spending includes: defense (40 billion), justice (25 billion) and
research/education (25 billion).

The mainlocal government spending items are: schools (80 billion), child supervision (30
billion), care of the elderly (35 billion) and infrastructure (20 billion).

Social expenditure/transfers include, among others: ATP supplementary pensions (100 billion),
policies for the unemployed (100 billion), basic pensions (80 billion), medical care (40
billion), parental insurance (25 billion) and housing allowances (15 billion).

The term“ debt state” includes. servicing of the national debt (100 billion), costs of the banking
crisis (40 billion) and home mortgage interest charges (30 billion).

The primary sources of revenue for the Swedish State are:

value added taxes (contributing 33 percent of the total state revenue in fiscal
year 1993/94);

employers social security contributions (17 percent);

excise duties (16 percent);

and income taxes (8 percent);

the remaining revenues are fromvarious fees, charges, licenses, etc.

The main source of revenue for Sweden's 288 municipalities is the income taxes paid by
individuals. The tax rate averages about 30%. Animportant constitutional change has occurred
inthe municipal nexus. the government now pays municipalities alump suminstead of
earmarked grants. “ This changes the terms on which municipalities decide to do things. In other
words, municipal activities are being correctly priced.” 15

Tax Reform

The capacity of the state to generate new tax revenues to finance all of the above-mentioned
items lagged behind increasesin all expenditures items. This can be clearly seenonthe

14 Government Current Expenditure (total government expenditure, excluding
capital expenditure) as a percentage of GDP was 66.4% in 1995.

15 See: Ingemar Stahl, Kurt Wickman, Suedosclerosis: The Problems of Swedish
Economy. Excerpts, Timbro, Stockholm 1995, p 14.



following table, summarizing Sweden’ sfiscal positionin comparisonto G-7, EU and OECD
averages.

Table5

General Government Fiscal Surplus (+) or Deficit (-) as a % of GDP

1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996

Sweden 42 | -11 | -7.8 | -123| -103| -7.7 | -3.6

Total of G-7 countries | -2.1 | -2.7 | -40 | -4.3 -35 | -34 | -31

Total of EU| -38 | 44| 56| -65 | -58 | -5.2 | -45
countries*

Total of OECD| -21 | -27| -39| 43| -36 | -33| -29
countries*

* Data not available for all Member countries.
Source: OECD Economics Department

As aresult of fiscal consolidation efforts, the general government deficit declined from 12.3
percent of GDP in 1993 to 3.6 percent in 1996. However, because public spending rose
regardl ess of taxation revenue for some time, the Swedish government was forced to rely more
and more on borrowing from abroad. As aresult the national debt has risen significantly:
Table 6

General Government Gross Financia Liabilities as a % of GDP

1990 1991 | 1992 | 1993 | 1994 | 1995 | 1996

Sweden 443 | 532 | 711 | 763 | 812 | 80.5| 79.8

Total of G-7 countries | 583 | 60.2 | 63.2 | 669 | 686 | 721 | 73.9

Total of EU countries* | 596 | 60.7 | 649 | 71.3 | 725 | 76.8| 78.0

Total of OECD| 585 | 603 | 635 | 676 | 693 | 725| 74.0
countries*

* Data not avail able for all Member countries.
Source: OECD Economics Department

The national debt almost doubled ainrelatively short period of time, between 1990 and 1994,
from 44.3 to 81.2 percent of GDP, when the long-term trend of growing public spending was
combined with short-term cyclical factors in the beginning of the 1990s.

As a conseguence of this devel opment, average growth rates have declined steadily. Swedenin
the 1960s had an average growth rate of 4.6 percent, inthe 1970s it fell to 2 percent, and inthe
1980s it declined a little further. Sweden was trapped inavicious circle: companies were
unabl e to bear their high tax and contribution burden, closed down their facilities, leading to
growing unemployment, resulting in further increases in public spending.



The most i mportant revenue sources (businesses and households’ direct taxes, indirect taxes,
socia security contributions) are summarized in the following table, covering the relatively
long period of time between 1960 and 1995:



Table 7 Composition of government revenues 1960-1995

Sweden 1960 1970 1980 199
(tlariﬁiEé(ns) In% of GDP (tl)?l?:zgns) In% of GDP (tlariﬁiEé(ns) In%of GBP (tl)?l?:zgns)
Cometia i | 72128 | 1100 | 172226 1100 | 531,054 | 1100 |1359.976.73
Direct taxes 1432 | 1199 | 2612 | 1152 | 6311 | 1119 | 27,559
Direct taxes 9,350 | 112.96 | 32,398 | 11881 | 107,614 | 22026 | 291,053
Total directtaxes | 10,782 | 114.95 | 35,010 | 220.33 | 113,925 221.45 | 318,612
Indirect taxes 7,206 | 99.99 | 21,754 | 112.63 | 71,446 | 11345 | 233,362
o arectand | 17,088 | 224.94 | 56,764 | 332.96 | 185371 | 33491 | 551,974
Soca sy | 3503 | 44.86 | 15533 | 99,02 | 80,796 | 11521 ) 211889
jaxesand 21,491 | 229.80 | 93,788 | 441.98 | 266,167 | °90.12 | 763,863
Other current 364.285| 051 | 2447 | 1142 | 2,283 | 043 8,640
E}[‘;‘;ﬁret{r:r?;ﬁ[“e 1,578 | 2219 | 6544 | 33.80 | 20482 | 5555 | 88244
v o1 23,433.3| 33249 | 81,288 | 447.20 | 207,932 | °°0.10 | 80747

Source; OECD Stati stics and own cal cul ati ons based on OECD Stati stics.



The same data were used to display shares of particular government revenue components as a
% of GDP in afollowing chart:

Chart 2
Government Revenues Components as a % of GDP 1960 - 1995

Both table and chart demonstrate a clearly visible trend of government revenues growing al most
constantly from the 1960s to the beginning of the 1990s, at much faster rate in comparison to
GDP growth, with a quite striking change in this trend at the beginning of the 1990s.

The tax reform at the beginning of the 1990s was aimed at a broadening of the tax base,
lowering marginal tax rates, greater fiscal neutrality, improved efficiency and public finances.
The other important objectives of the reformwere to simplify taxation rules and to reduce direct
taxes and simultaneously increase indirect taxes.

One way to see whether the reform has worked or not is, for example, to compare the share of
direct and indirect taxes in GDP. From the foll owing chart comparing direct and indirect taxes
as a percentage of GDP during last decade in Sweden, it can be seen that the reform at | east
stopped the upward trends in both these categories:

Chart 3

Direct and Indirect Taxes as a % of GDP 1985-1995
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However, it is more important to see the overall effects of the reform: a decline intaxes and the
contributions burden, measured as a share of GDP:

Chart 4
Taxes and Contributions in Sweden as a % of GDP 1960-1995
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Today Swedish tax rates are at more comparabl e level s with those of other Western European
countries, after amajor tax reform. The main features of the Swedish tax system are as follows:
corporate tax rates are the second lowest in Europe, and personal taxes are comparable to
European |levels.

. Switzerland

Tax Sructurein Snitzerland

The Swiss tax system consists of the following principal taxes:
I. Income taxes:

1. Direct federal tax
2. Cantonal tax
3. Communal tax
4. Church or parish tax (in most cantons)
5. Withhol ding tax
6. Real estate gains tax.
[1. Taxes on capital/net weal th:
1. Direct federal tax (corporations only)
2. Cantonal tax
3. Communal tax
4. Churchtax (in most cantons)
5. Real estate tax (certain cantons only)
[11. Taxes on transactions:
1. Federal tax (corporations only)
a. Turnover or sales tax, replaced by VAT in 1995
b. Stamp taxes
c. Customs duties
2. Cantonal taxes
a. Inheritance and gift taxes
b. Real estate transfer tax
IV. Other taxes:
Social security contributions

In Switzerland there are taxes which are:
direct (on income and assets)

indirect (on consumption and property).

Corporate Taxes

Corporate income tax depends on the rate of return on investment (profit as a percentage of
capital, including reserves), and is normally at a progressive rate. Companies are taxed at their
place of business or the | ocation actually linked to their economic activities. Depending on the
canton, this tax (total for canton, commune and Confederation, as a percentage of net profit,
1995), the amounts are cal cul ated as follows:

Tablel

Corporate Income Tax



Return on investment Tax asa % of net profit

4% 15% to 25%

20% 20% to 30%

The direct federal income tax rate is 3.6% of the net profit in the case of areturn of up to 4
percent, with a ceiling of 9.8 percent of the net profit. These taxes are comparatively lower then
inthe EU member countries, where they vary at between 30% and 45% of net profit. In addition
to this, the taxes for the current year can be deducted fromthe net profit. This makes it possible
to reduce the taxabl e profit and the effective tax burden will be |ess than indicated above.

The corporate tax on capital depends on the amount of capital, and is generally levied onapro
rata basis. Asthe federal capital tax rate is 0.08% of net profit, total for canton, commune and
Confederation (as percentage of net profit, 1995), it amounts to |ess than 1% of the taxable
capital (0.3 percent to 0.9 percent, depending on the canton).

Personal | ncome Taxes

Total income (including secondary activity income and i nvestment income) istaxed at a
progressive rate, without distinction between the different elements. Different rates are usually
applied to single persons and married couples, favoring the | atter.

Again, depending on the canton, the following personal income tax rates (total for canton,
commune and Confederation, 1995) apply to a self-employed, married person without children:

Income of CHF 50,000 3.4%10 9.1%
Income of CHF 100,000 4.4% to 15.0%
Income of CHF 200,000 9.4% to 21.2%

Social Security Contributions

Social security contributions in Switzerland vary in accordance with the benefits covered, and
are usually shared by employer and empl oyee. The employer generally has to bear at |east one-
half of the cost.

The Swiss social security systemis based on the so-called “ three-pillar system” (compul sory
federal insurance guaranteeing a basic minimumincome, compul sory pension plans to maintain
post-retirement living standards, and voluntary individual savings). Old-age, sickness and
accident insurance are organi zed either privately or by public bodies. Unemployment insurance
and compensation for military service are paid through afederal scheme. The amount of
contributi on depends on the age of the empl oyee.

Personal Wealth Taxes

The wealth tax is generally a progressive one, based on the current market value. This tax
amounts (total for canton, commune and Confederation, 1995) to less than 1 percent of net
wealth. The Confederation levies no wealth tax.

Assets of:

CHF 50,000 generaly tax free
CHF 100,000 taxable inhalf of the cantons



CHF 1,000,000 taxed at a rate between 0.2% and 0.8%, depending on the canton.

Real Estate Taxes

Most cantons and most of their communes levy annual real estate property taxes, based on the
gross value of real estate. The taxable value is normally lower than current market val ue, and
the rates of tax vary between 0.05% and 0.4%.

Parish or Church Taxes

In addition to cantonal and communal taxes, parish or churchtax is levied by the Communal
authorities. Itis applicable to individuals indicating their religious denomination (Swiss
Protestant, Roman Catholic, and Christian Catholic). If they are not members of any faith, the tax
isnot levied. The basis for calculationis the cantonal tax onincome and wealth.

VAT

A turnover or sales tax (Warenumsatzsteur), introduced in Switzerland during World War |1 as
atemporal tool to raise funds for increased defense spending, was replaced by val ue added tax
only in 1995.

Swiss VAT amounts to 6.5% (for certain commodities the rate is only 2%), making it much
lower than that found in EU countries, where it varies between 15% and 21%.

Tax Administration

There are three level s of tax authority in Switzerland:

1 the central government (Confederation);
2. 26 sub-national governments (Cantons);
3. 3,000 local governments (Communes).

Switzerland' s tax systemis one of the most decentralized tax systemin the world. The Federal
Constitution reserves the exclusive right to levy taxes for the Confederation only inavery
limited number of cases.

Each of the 26 cantonsis generally free to levy taxes. Each hasits own tax scale and sets its
own taxation rate, as well as levels of tax exemption. Autonomous cantons have many
responsibilities (e.g., education, health, road construction and mai ntenance, police,

admini stration of justice, etc.), traditionally taken on by central governments in other countries.
Efforts are made to harmoni ze withhol ding taxes, the time limits of tax liability, and the granting
of alleviations.

Three thousand local authorities or “ communes” (towns, villages) are only allowed to levy
taxes within the limits set by the respective canton. Some of the above-mentioned
responsibilities are either historically the duty of communes or they are del egated to them by the
cantons. Since this design varies in different regions, so does the rel ative importance of
communal taxes.

This design of the tax systemin Switzerland all ows the determi nation of taxation onabasis
which takes individual circumstances into consi deration.

Interms of the levying of their taxes, communes can:
1. levy the tax based on a percentage (multipliers) of cantonal taxes,
2. receive a share of the total taxes collected by the canton; or
3. levy their own separ ate taxes.



Referendum

The system of public referendumis an important aspect of the Swiss tax system, protecting
minorities and local interests. The federal government in Switzerland may neither introduce
new taxes nor increase existing federal taxes without a constitutional amendment, subject to a
compul sory popular referendum.

A new amendment to the Federal Constitution must be approved by a mgjority of the citizens
eligible to vote and a mgjority of the cantons. Existing laws or the introduction of new federal
laws may be subject to a popular referendumiif at least 50,000 resident Swiss citizens or eight
cantons request such a referendum.

As a conseguence of this constitutional limit, Swiss citizens are able to enjoy one of the lowest
tax burdens of all devel oped countries.

Low Tax Burden

Switzerland has one of the lowest rates of taxation and social security contributions of all the
industrialized countries. These charges represent just 33.75 percent of GDP.

Chart 1

Tax and Contribution Burden in Switzerland and Sel ected Countries
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Inaddition to this, constitutional limits on taxation are the main factor behind its relatively
stable level. Taxes and contributions as a share of GDP stayed steady for along period of time,
as shownin the following chart:

Chart 2

Total direct and indirect taxes as a % of GDP (1960-1995)
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If we take into account that the time period covered by chart is 35 years, keeping a steady tax
and contribution burden growth within a 10% spread (less than 25% in 1960, compared to less
than 35% in 1995), is a remarkabl e success.

Government Revenue Structure



Government consumes a considerably lower proportion of GDP not only in comparison to
Sweden, but in comparison to most other devel oped countries as well:



Table 2
Composition of government revenues 1960-1995

Switzerland 1960 1970 1980 1
In CHF In % of InCHF In % of In CHF In % of InCHF

(billions)| GDP (billions)) GDP (billions)| GDP (billions

Gross 37,370 100 90,665 100 170,330 100 313,972.

National/Domestic

Product

Direct Taxes: 640 11.71 2,175 22.40 3,870 22.27 8,265

Business

Direct Taxes. 2,565 66.86 7,955 88.77 19,470 111.43 36,415

Househol ds

Total Direct Taxes 3,205 88.58 10,130 111.17 23,340 113.70 44,680

Indirect Taxes 2,710 77.25 6,375 77.03 11,910 66.99 20,685

Total Direct And 5,915 115.83 16,505 118.20 35,250 | 220.70 65,365

Indirect Taxes

Social Security 3,320 88.88 8,985 99.91 24,650 114.47 49,000

Contributions

Taxes And 9,235 224.71 25,490 228.11 59,900 | 335.17 | 114,365

Contributions

Other Current 380 11.02 1,030 11.14 2,605 11.53 6,080

Transfers

Property Income Of 1,145 33.06 2,775 33.06 6,060 33.56 13,765

Government

Current Receipts Of | 10,760 | 228.79 29,295 332.31 68,565 | 440.25 | 134,210

Government

Source; OECD Stati stics and own cal cul ati ons based on OECD Stati stics.



The following chart, comparing tax and contribution levels (as a percentage of GDP) in
Switzerland and Sweden between 1990 and 1995, provides clear evidence of the difference
between the two different approaches to tax system:

Chart 3

Tax and contribution levels in Switzerland and Sweden 1990 - 1995 (as a % of GDP)
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The following table describes the current structure of intergovernmental revenue and the
expenditure systemin Switzerland, starting with central government operations (Table 11),
general government operations, including social security insurance, completed accounts (Table

13) and debts (Table 14) for the Confederation, canton and commune levels:

Table 11

Fiscal Sector - Central Government Operations

Central Government 1994 1995 1996
Operations CHF % of CHF % of CHF % of
billions| GDP | billions| GDP | billions| GDP
Nominal GDP 357.22 100 364.56 100 363.82 100
Balance, Deficit (-)/ -5.1 1.43 -3.3 0.91 -4.4 1.21
Surplus (+)
Revenue 36.2 10.13 37.3 10.23 395 10.86
Expenditure 41.3 11.56 40.5 11.11 43.8 12.04
Central Government Debt | 75.71 21.20 82.15 22.53 88.42 24.30
Source: Swiss Statistics, Public Finance, Swiss Federal Statistical Office, 1997, own
cal cul ations.
Table 12

Fiscal Sector - General Government Operations

General Government 1994 1995 1996
Operations

(Including Socia CHF % of CHF % of CHF % of
I nsurances) billions| GDP | billions| GDP | billions| GDP
Balance, Deficit (-)/ -9.9 -2.8 -6.4 -1.8 -6.4 -1.8
Surplus (+)

Revenue 127.8 36.2 132.8 36.7 135.6 37.7
Expenditure 137.7 39.0 139.2 38.5 142.0 39.4
General Government 160.9 45.6 170.1 47.0 179.0 49.7
Debt

Source: Swiss Statistics,
calculations.

Public Finance, Swiss Federal Statistical Office, 1997, own




Table 13

Completed Accounts
Compl eted accounts Revenue Expenditure Deficit
in CHF billions 1995 1996* 1995 1996* 1995 1996*
Confederation 36.2 39.0 40.6 44.0 -4.5 -5.0
Cantons 50.1 52.6 52.1 55.2 -2.0 -2.6
Communes** 374 38.5 38.2 39.3 -0.8 -0.8
Total *** 103.2 106.6 1104 114.9 -7.2 -8.3

* = Budget

** = Without doubl e accounting

*** = Estimates

Source: Swiss Statistics, Public Finance, Swiss Federal Statistical Office, 1997, own
cal cul ations.

Table 14

Debts
Debts (inbillionsof | 1970 1980 1990 1994 1995 1996*
CHF)
Confederation 11.3 31.7 38.5 73.3 79.9 83.8
Cantons 10.0 224 30.5 51.7 534 56.0
Communes** 15.0 23.0 29.0 36.0 36.8 37.5
Total 36.3 77.1 98.0 160.9 170.1 177.3

* = Budget

** = Estimates

Source: Swiss Statistics, Public Finance, Swiss Federal Statistical Office, 1997, own
cal cul ations.

Public budgets have featured high deficits since the early 1990s. As aresult, the level of debt
has al so risen. High government deficits required measures of budget consolidation, including
spending restraints on all levels of government, in order to reduce these deficits. The structural
deficit is estimated to be 1.5 percent of GDP in 1997, most of which s attributabl e to the
Confederation.s

Government Current Expenditurei7 as a percentage of GDP reached 36.7 percent in 1995. Real
GDP growth rates in 1994-1996 were as follows: 2.1%, 2.1% and -0.2%, respectively.

16 Economic Survey of Switzerland, OECD, August 1997.
17 Total government expenditure, excluding capital expenditure.’® The most
important issues have already been addressed in tax regulation amendments of late
1997; i.e., the equal treatment of all types of corporations (and some unincorporated
or non-limited-liability enterprises). Here we deal with the remaining



Tax System in Switzerland - Advantages and Disadvantages

In order to create afavorable tax systemit is necessary not only to design alow tax burden
environment, but in additionto thisit isimportant how tax powers are divided within the
system. Answers to the following questions are particularly important:
Who can levy taxes?
Which taxes are assigned to the central government and which to sub-national
gover nments?

What is the revenue source structure (tax vs. non-tax; e.g., user charges)?
What isthe level of local governments' dependence on transfers and shared taxes?
Which taxes are shared (in what proportion) with the central government?
What isthe level of division of control over the tax rates or the tax base?

Eval uati ng the Swiss tax system from this point of view, it can be said that this system
demonstrates an i mportant comparative advantage rel ative to the high tax and contributions
environments of other countries, in terms of incentives to work, save and invest.

One of the weaknesses of the Swiss tax systemisits complexity. Infact, 27 different (one
federal, 26 cantonal), non-unified income tax laws exist in Switzerland. This weaknessis
recogni zed by the authorities. For example, a reform of business taxation is currently being
considered in Parliament, with the following reform proposal s:
replacing the existing federal progressive taxation of business profits with a
flat-rate tax of 8.5%;

abolition of the corporate capital tax.

The other interesting aspect of the Swiss tax systemis the general wording of Swiss tax laws. In
other words, Swiss tax laws require much interpretation, and this creates a consi derabl e scope
for decisions at tax administrators' discretion.

All of the proposed steps aimto simplify business taxation and to make it more transparent.
However, the excessively complex federal and cantonal corporate tax system remains more or
less unchanged. This unfortunate feature of the Swiss tax system can be understood as the price
paid for its decentralized design.

5. Needs For Tax Deregulation

5.1. Slovakia' s Tax System: Recommendations

General:

1. The key issue in the tax system of Slovakia is not the tax burden per se. Tax reforms
are frequent and contribute to uncertainty and problems with taxation management.
Both large businesses (over 500 employees) and small- and medium-size enterprises
require less frequent and more predictable changes to tax legislation. They are against
ambi guousness of tax laws which allows subjective interpretati on and i ntransi gence by



tax officers. The Tax Administration Act establishes inequality between tax officers
and taxpayers.

2. However, some areas contribute more to the overall heavy tax burden than others, and
this is considered unfair. The tax burden is estimated as high in conjunction with
contributions to the social security system, with obligatory contributions (0.1 percent
of exports and/or imports) to the export promotion fund. The latter is not declared as a
tax, as is the case with empl oyee support contributions such as travel expenses, meals,
etc.

3. Serious problems are identified by the business community in connection with the
amount eligible for deduction from the tax base; business people believe that the
current systemis based on discretion and, in fact, increases the tax burden.

Direct taxes

The busi ness community is against huge tax reliefs. Both large businesses and smal |- and
medi um-si ze enterprises consider reliefs to be based on discretion, and at the same time, not
supporting capital accumulation and those by tax offices to support modernization to be

i nsufficient.

I ndirect taxes

It is difficult, time consuming and costly to comply with the frequent amendments in the list of
goods and services subject to specific VAT rates. Often, they seemirrelevant or illogical.

A radical desireis expressed by the business community to shorten the period for VAT refunds,
from 30 to 10 days. Under the present system, interest free-loans are in effect extended by

busi nesses to the government. This significantly decreases the liquidity of enterprises and
increases respective financial charges. However, the shorter period would require more
frequent reports to the tax offices and would require harmoni zation with civic code procedures
regul ating contracts and rel ations with the admi ni strati on.

Inthe point of view of small businessesit is necessary to introduce asingle VAT rate of 17% ,
and to assign a 0% rate to food, children’ s goods and conveni ence goods.

The rational e behind the above-menti oned requirements rel ated to desired direct and indirect
tax regul ation amendments i s that small- and medi um-si ze busi nesses currently empl oy al most
half of Slovakia slabor force. Meanwhile, there is pure legislative recognition of the role of
this sector in society.

Tax policy recommendations

We believe that from the point of view of small- and medium-si ze enterprises (sole
proprietorships with up to 20 empl oyees, operating as physical persons), the following policy
recommendati ons are rel evarnt:
1. In order to support investment, they suggest to consider as taxable costs up to 30
percent of investments (i.e., 70 percent tax free).
2. A twofold increase in tax exempt income, from the current SK 21,000 to at least SK
40,000.
3. A twofold increase intax brackets' thresholds
4. To increase the threshold for equipment purchase price required to recognize it as a
tangible long-term asset, from SK 10,000 (a threshold established for more than 20
years) to at least SK 30,000.
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5. To bring depreciation policy closer to real economic conditions by shortening periods
of time and rethinking the categorization of individual types of equipment. The current
depreci ation methods hamper the introducti on of modern technol ogies.

6. Inorder to support the real estate market — and indirectly, investment — a one-third
reduction (at least 30%) inthe real estate transfer and transition tax will be necessary.

7. In order to reduce the extreme financial burden on freight forwarders, rethinking the
road-and-motorway taxes on trucks, trailers and extra units is necessary.

There are some changes in taxation which are al so necessary for proper financial system
functioning, as well as for its future transformation. Inits recent form, taxation, as it affects the
financial sector, favors certain types of subjects and products available on the financial market.
Thereisno clear concept in these deviations, and they act as deformations, and not as a
determined i nfluence exerted by taxation.

Bulgaria: Reduction Of Tax Burden

Areas

Tax deregul ation reforms deal with three broadly-defined areas of deregul ation:
1) Income tax, personal and corporate: here we include property taxes, to the extent that

they (may) generate income;
2) Consumption tax: al schemes of VAT, sales and turnover tax, excise and

import/export duties;
3) Administrative reform which deals with the implementation of the above-mentioned
taxes.

Objectives

In general, the changes should aim at:
1. Reductioninnominal tax rates,
2. Introduction of refund schemes withregard to PIT and CIT;
3. Shorter VAT refund period;
4. Elimination of double taxation of corporations.

Income taxation

Personal Income Tax

According to the economic theory and income redi stribution function of taxes, all types of
income should be included in the tax base. However, this requires more devel oped income
accounti ng than that existing at present. Bearing this in mind, we suggest the following reform
policies:

1) Consolidation of personal and corporate income tax legislation. Currently, Bulgaria
recogni zes three major types of income, interms of their source of generation:

fromalabor contract (i.e., wage income);

from private proprietorship;



from certain activities, for which a single * patent fee' is paid instead of income
tax.

The system should be harmonized by the consolidation of personal income tax (PIT)
with corporate income tax (CIT). A significant part of personal income comes from
business, which should be taxed as corporate income. This alows for better
accounting of transaction costs and separation of household and businesses.

2) Introduction of linear (flat) income tax scheme. Earmarked programs and transfer

payments can achieve the same goal at a lower cost, and without tax system
complications; it would remove the pro-inflationary impact of tax tables.

3) As an intermediary policy, a reduction in PIT rates to 20-32%. Such reduction is

expected to improve tax performance and compliance.

4) Broaden the scope of lump-sum taxes (‘* patent fees' ) for sole proprietorships where

applicable, provided simplificationis achievable.

Corporate Income Taxis

1) Dividend income and double taxation: the fact that many countries apply double

taxation on dividend income does not mean that a country like Bulgaria, with the
constraints of a currency board, export and competitiveness adjustments and an
underdevel oped private sector, should have the adverse effects of double taxation on
investment. Dividend income should be excluded from the tax base of personal income
and be taxed at the corporate level.

2) Tax |legislation adjustment to monetary and product inflation: high inflation is common

in European emerging economies, and creates problems with the assets’  bal ance-sheet

val ue of corporations through:

a) the creation of artificial profits for the company (it values inputs at historically
lower prices and present output at higher prices);

b) low depreciation allowances (enterprise’ sinability to fully account for its costs on
fixed assets); and

c) rapid development in certain areas, which inflates the assets.

3) Advance payments. they should be based on current performance, rather than past

profit. In Bulgaria, advance payments of one-twelfth of the previous year’ s tax transfer
do not reflect the devel opment of the current year. However, advance payments allow
for smoothing budget revenues throughout the year, which is important vis-a-vis debt
payments and current expenditures. A flexible approachis to base payments on current
performance (e.g., the last-quarter profit). Refunds of overpaid tax at the fiscal year’ s
end should be introduced. This should introduce equality in rights and duties, and
eliminate zero-interest credit to the government.

Investment incentives. Preferences (e.g., exemptions on certain types of investment) were
eliminated in 1996. The use of an accel erated depreciation scheme and a properly adj usted
bal ance sheet val ue of fixed assets would create the proper incentives.

Consumption Taxes

VAT will continue to be a mgjor revenue source for the state budget in the future. The following
improvements are necessary:

Decrease (or eliminate) the registration barrier. The survey suggests that it prevents
SMEs from claiming VAT refunds on inputs, thus depriving them of competitive
advantages. It al so decreases the export stimulus. The additional administrative burden
should be tackled through introduction of a proper export refund threshol d.
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* Reduction of the VAT rate to 18%. In 1996 it was increased from 18% to 22%, in
order to raise more revenues. The macroeconomic problems of 1996-1997 have been
solved to alarge extent, and it is time to reduce the VAT rateto its original 18% level.
Entrepreneurs place the optimum VAT rate at 15.5%, but competitiveness adjustment
under a currency board systemwould require further reduction in the near future.

» Faster VAT refund period. Currently, the VAT refund system provides for six de jure
but seven de facto delays in favor of the government. This deprives businesses of their
working capital. We suggest a three-month term for VAT refunds and a 30-day term for
exporters.

Administration

Bulgarian tax reforms and amendments under current regul ations have had paid little attention to
the role of administration. The survey indicated entrepreneurs’ overall discontent with the costs
of dealing with government. The Tax Administration Act was adopted in 1993 (and since then
amended once), but impl ementati on has been poor.

Thereis aneed for special research onways to enhance administration. However, two general
recommendati ons seem appropriate:

reform should be directed toward enhancement of the administration’ s technological
and management skills; and

public procurement regulations should provide for greater transparency and
accountability.

Deregulation In Poland: Policy Recommendations

The specific features of the Polish tax system presuppose certai n aspirations of the business
community, as well as expert recommendations. The major problems to be resolved seemto be
the compl exity of regul ations (and implementation), discretionary action by tax officials, rate
differentiation, and widely-spread allowances. The nominal level of taxes seemsto be a
significant issue as well. In the paragraphs bel ow we mention the outlines of the necessary

changes in tax regul ations.

Income taxes

The proper functioning of the system requires an acceptable and bearable level of tax
rates. The message of the entrepreneurs is quite explicit: PIT rates of 14%-30% and
CIT rate of 30%-32% could be commonly assimilated. The proposed numbers also
address the issue of rate dispersion and progression. The CIT should by all means
remain linear, while aslight decrease in PIT dispersionis recommended.

The existence of various incentives and reliefs hinders growth-oriented activities. That
was partially recognized by the business people. However, a reduction and further
abolishment of tax exemptions would be accepted by the public only if accompanied
by a simultaneous decrease in nominal tax rates. A reasonabl e reduction of about eight
percentage points was estimated.



Unclear regulations on tax breaks provide room for discretionary action by the tax
administration. This obviously discredits the very idea of tax incentives, and therefore
either tax exemptions should be more precisely defined, or should be abandoned
completely.

I ndirect taxes

Given the present number of VAT rates (five), the introduction of a uniform rate seems
quite reasonable. However, it should be accompanied by a reduction in the basic rate.
Assignment of goods and services to different rate groups creates too many problems.

Regarding VAT level, two approaches contradict: the business community opts for
12.8% while fiscal needs require a higher rate. Given the current differentiated system,
however, it is quite difficult to estimate what level of VAT rate would fit budget
needs.

Tax procedures

The business community needs a stable environment. Obviously, amendments to tax
laws should be made as rarely as possible. Moreover, these should not violate the
principlelex retro non agit.

Tax laws should reflect long-term goals. Short-term, mainly political and interest
group motives should be avoided completely. Otherwise, the system encourages fraud
and non-compliance.

The taxati on system should not be interpreted as a tool of the social system any more.
The grounds for progressive taxation should not be income equalization, as broadly
proclaimed. Rational thinking operates with inputs and benefits, not with justice and
social welfare.

VAT declarations are too lengthy and complicated. They should be significantly
shortened.

Reporting procedures are quite complicated and time-consuming. Therefore, all tax
declarations should be significantly simplified and shortened (two-three pages).

The frequency of PIT and CIT reporting is unacceptable. A feasible measure would be
the replacement of monthly declarations with quarterly ones.

A certain symmetry of relations between taxpayers and the administration should be
introduced. This applies to the full extent to the right of tax officials to break bank
confidentiality, which should be significantly reduced. Also, taxpayers should have the
right to appeal to civil regulations procedures. Generally, tax conflicts should not be
judged by the administration itself — one cannot be judge at his owntrial.



More flexible schemes of tax payment should be elaborated. This includes the right to
compensation of tax obligations with payments due by the government.

The obligatory three-year revision of accounting books should be applied only to
bigger companies, with over 50 employees.

Representation of business interests in the legislature seems to be insufficient.
Busi ness organi zati ons should have more influence on | egisl ation regarding taxes.

All of the above might be summarized in one sentence: the ultimate goal of any government
should be the achievement of a friendly business environment and incentives for hard work and
innovation.

5.4. General Conclusions and Policy Recommendations

Simultaneous surveys of business community attitudes toward current tax regul ation conducted
in three transition countries, Bulgaria, Poland and Slovakia, provide a foundation for some
important policy conclusions and recommendations. Besides significant changes to current
regulations, there is a challenge to reflect upon the common denomi nators of the tax policies
required.

Tax reforms have passed their original stage — tax regulations already apply to different

busi ness categories and have introduced a mgjority of the i nstruments of contemporary tax
systems. It seems that inall three countries deregul ation and simplification are coming to the
reform agenda.

It is obvious that there are three coinciding areas of policy recommendations:
First, nominal tax levels should be decreased,;

Second, tax refund periods should be shortened;

Third, in the area of tax administration, there is a general mood in favor of simplifying
reporting requirements, removing inequality and unfair (discretionary) practices.

Itislikely that the public debate already involves the voice of the business community more and
more strongly. We may assume that this will result in further tax reforms generally directed
toward reduction of the tax burden, and, in the near future, toward linear or flat taxation.
Emerging European economies will pass through the same turning points of tax reform as other
countries. The success of these reforms depends on many macroeconomic and political
circumstances. From a macroeconomic point of view, the challenges come fromthe
indebtedness of individual economies. Froma political point of view, success would depend
on the ability of individual governments to implement policies conducive to economic growth
and prosperity.
As with other countries inthe region, Bulgaria, Poland and Slovakia are involved in basically
the same political pursuit — they have given priority to entering the EU. The survey indicated
that some of the problems connected with tax reforms in the region are similar to those of the
countries undertaking special efforts to comply with the EMU agenda. CEE countries have the
uni que opportunity to learn from the experiences of others.
The tax requirements of the busi ness community are in harmony with general pro-growth and
prosperity economic policy principles. At the same time, the macroeconomic and administrative
feasibility of these requirements needs further consideration. There are three areas which
require additional effort:

First, the fiscal and macroeconomic dimension of such reforms needs to be addressed,

researched and quantified. The dynamic nature of transition economies, political

changes and underdeveloped private sector statistics have been preventing such



activities, both on behalf of individual governments and entrepreneurs’ communities.
Our comparative survey indicates a need to further investigate the feasibility of tax
reforms.

Second, there is a need for a public awareness campaign for the parties involved in
any provisional tax reform. Our survey underlines a need for deregulation
simplification and stability of tax systems. The fact that stability and fairness are
missing proves that governments would benefit from such a campaign. Meanwhile, the
private sector misses the general picture and is likely to gain additional arguments to
support its position.

Third, in order to implement a fair tax system, specia attention should be paid to
administrative reform. A failure to proceed with comprehensive reform of the tax
administration would mean that none of the otherwise reasonable suggestions and
recommendati ons would become areality.

1 Income Tax Act No. 286/1992 Zb. with subsequent amendments.

1 Alist of eight goods, such as bread, milk, water, medicaments, etc. are exempt from VAT until July 1, 2001.
The level of VAT due onreal estate deals is the difference between the 22% deduction and alocal tax, defined
inthe Local Taxes and Fees Law.

11n 1998, the number of tax rates in Bulgaria was reduced from sevento four.

1 The average preference of the PIT rates dispersion was obtai ned by multi plying percentages of respondents by
preferred dispersion.

1 There might exist a turnover threshold which disti ngui shes between those who are obliged to register for VAT
taxation and those who can choose to do so, and al so a threshol d whi ch di sti ngui shes between those who should
register and those who are not allowed to do so. The latter is the case with Bulgaria. Therefore, the conclusions
derived further down are to certai n extent misl eading.

1 When there is the possibility for atax refund (VAT), there is a need to speed up declaration; when there is no
tax refund (CIT and PIT), there is a need for less frequent declaration periods (whichis quite rational).
1 The "Other" included these complications/lack thereof:
- disastrous payment discipline;
- lack of transparency, leading to ample tax avoidance opportunities;
- no difficulties;
- the entire philosophy of individual income tax is too complicated,;
- paying advances towards eventual tax liability slows down business in the subsequent year.
1 To closely examine the problems of the Italian fiscal machinery, we suggest ““Le Illusioni Fiscali’” by
Raffaello Lupi, copyright 1996 by Mulino, Bologna.
1 The IV Directive of the EEC is one of the directives posed before the members of the Community to
harmonize their legislations, regarding accounting. It is not a matter of lows, but minimal
requirements, which don prevent single states from adopting stronger rules. “Harmonize” doesnt
mean standardize, but choose among different alternatives based on common criteria.
1 with an effective rate of approximately 26%.
1 They amount to about 33 percent of payroll.
1 Nils-Eric Sandberg: What went wrong in Sweden?, Timbro, Stockholm, 1997, p. 27.
This problem is explained further on page 33: “The problem was that the taxation scales
were not adjusted for inflation, so that if wages were increased in step with inflation, taxes
rose in proportion to income. Income remained unaltered, in fixed money terms. But tax, in
fixed money terms, increased.”
1 Individual tax matters are resolved by the National Tax Board and the county Tax
Authorities without the involvement of the Government.
1 Government Current Expenditure (total government expenditure, excluding
capital expenditure) as a percentage of GDP was 66.4% in 1995.
1 See: Ingemar Stahl, Kurt Wickman, Suedosclerosis: The Problems of Swedish
Economy. Excerpts, Timbro, Stockholm 1995, p 14.



1 Economic Survey of Switzerland, OECD, August 1997.
1 Total government expenditure, excluding capital expenditure.! The most
important issues have already been addressed in tax regulation amendments of late
1997; i.e., the equal treatment of all types of corporations (and some unincorporated
or non-limited-liability enterprises). Here we deal with the remaining problems.



