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Abstract

The paper is a summary of the exchange of knowledge and experience that took place
in the course of the project “Mutual Learning for Reducing Tax Gaps in V4 Countries
and Ukraine” co-financed by the Visegrad Fund in the years 2016-2017. Five institutions
took part in the project: Center for Social and Economic Research (Warsaw, Poland),
Center for Social and Economic Research Ukraine (Kiev, Ukraine), INEKO Institute
for Economic and Social Reform (Bratislava, Slovak Republic)) EUROPEUM Institute for
European Policy (Prague, Czech Republic), and Kopint-Tarki Institute for Economic
Research (Budapest, Hungary).



Introduction

Tax gaps, or the differences between tax amounts that are due by the taxpayers
and the amounts that are actually collected by the state, remain a challenge for many
European Union (EU) Member States, including for the V4 countries. Tax gaps also present
a formidable challenge for Ukraine, which is currently reforming many aspects of its
financial and legal systems. To help increase awareness about tax compliance and
exchange knowledge on the state-of-the-art methods used to combat tax gaps, the
project Mutual Learning for Reducing Tax Gaps in V4 Countries and Ukraine has been
implemented. The project was co-financed by the International Visegrad Fund in the
years 2016-2017, and five institutions participated in it: Center for Social and Economic
Research (CASE) (Warsaw, Poland), Center for Social and Economic Research Ukraine
(CASE Ukraine) (Kiev, Ukraine), INEKO Institute for Economic and Social Reform
(Bratislava, Slovak Republic)) EUROPEUM Institute for European Policy (Prague, Czech
Republic), and Kopint-Tarki Institute for Economic Research (Budapest, Hungary).

The present Final Report summarises the exchange of knowledge and experience that
took place in the course of the project. The Final Report is based on a literature review,
the lessons learned during the seminar held 5-6 December 2016 at the CASE head-
quarters in Warsaw as part of the project, as well as four peer review papers delivered
as part of this project:

e Dubrovskiy, V. (2016), Peer country paper - Ukraine, Center for Social and Economic

Research Ukraine;

e Frizis, |., Gtowacki, K., & Mirecka, K. (2017), Peer country paper - Poland, Center for Social
and Economic Research;

e Hajko, J. (2016), Peer country paper - Slovak Republic, INEKO Institute for Economic
and Social Reform;

e KFiz, E. (2016), Peer country paper - Czech Republic, EUROPEUM Institute for European

Policy; and
e Palécz, E., & Zoltan A. (2016), Peer country paper - Hungary, Kopint-Tarki Institute

for Economic Research.
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1. Czech Republic

1.1 Tax system in the Czech Republic

The tax system of the Czech Republic follows a common pattern of direct and indirect
taxation. The long-term preference is to shift the tax burden from direct to indirect taxes.

1.11PIT

The Czech personal income tax (PIT) has a flat rate of 15%. Subject to the tax are
employees of Czech companies (including all branches), expatriate assignees with
salary costs attributable to Czech entities, and statutory representatives. Those with
permanent residency in the Czech Republic are taxed on their worldwide income,
while non-residents are only taxed on their Czechbased income only. If a taxpayer’s
monthly income exceeds CZK 106,444, she or he faces not only the income tax, but also
the so-called solidarity surcharge, which is levied at a rate of 7%.

Employers are obliged to remit monthly withholdings, including PIT, statutory social
security, health insurance, and, in the case of employees whose earnings exceed the
relevant threshold, the solidarity surcharge. Employers must also submit annual
reconciliations with respect to their employees’ tax liabilities.

1.1.2CIT

Corporate income tax (CIT) applies to all companies (resident and non-resident)
that perform business and generate profits in the Czech Republic. The general
level of CIT is 19%. Dividends are taxed at 15%, investment funds (EU-, Norway-,
and Iceland-based) and pension funds at 5%, while pension funds follow a special 0% rate.

Tax residency is established if a company has a fixed place for carrying out business
activities on the territory of the Czech Republic and does so for at least 6 months in
twelve consecutive months, or if it has a dependent agent. A foreign company can
establish a branch in the Czech Republic, which entails the obligation to apply the Czech
CIT to its local profits.

11
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1.1.3 VAT

In 2013, the rate of the value-added tax (VAT) in the Czech Republic was increased
from 20% to 21%. Certain goods follow the lower levels of 15% (e.g. groceries) and 10%
(e.g. medicaments, books, and baby nutrition).

Any company with a seat in the Czech Republic and turnover greater than 1 million CZK
in twelve consecutive months must register as a VAT payer.

1.1.4 Excise tax

Excise taxes are used in the Czech Republic since 1 January 1993. Through several
amendments of excise tax law, Czech legislation was harmonised with that of the EU in 2004.
Excise tax is imposed on producers or importers of: mineral oils, alcohol, beer, wine and
its intermediaries, tobacco products, and raw tobacco. The tax can be levied only once
on a good.

1.2 Trends in collectability

The tax-to-GDP ratio has increased from 32.5% in 2000 to 33.5% in 2015 (OECD,
2016a). The highest revenues are presently obtained from social security contributions,
corresponding to 44% of all collections. The revenues from VAT are also high in compari-
son with other countries, amounting to 22% of the overall collections. Taxes on corporate
income equal 11%, a figure which is also considered to be relatively high. In contrast, taxes
on good and services excluding VAT (e.g. excise), as well as taxes on personal income, profit,
and gains (11%), are considered well under the OECD average (OECD, 2016a). Please see
Graphs 1.1-5 for a visualisation of the trends in tax collection in the Czech Republic in the
years 19932015.

12
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Figure 1.1: PIT collection in the Czech Republic and PIT rates, 1993-2015 (in EUR million)

6000 50%

45%

5000
40%
35%

4000
30%
3000 25%
20%

2000
‘\ ‘\ ‘\ ‘\ ‘\ ‘\ ‘\ :

ST I S

10%
5%

0%

1000 I I
0
v

Source: KFiz (2016)

B Total == Upper tax rate Bottom tax rate

In the period of 1993-2005, PIT revenues grew steadily, followed by a one-year
decline in 2006. Collection peaked in 2007 (EUR 5.3 billion) and abruptly declined for
two consecutive years as a result of the economic crisis. Collection rebounded after
2009 and continued to grow until 2015, when it reached the second highest level of PIT
revenues in the recent history of the country (EUR 5.1 billion).
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Figure 1.2: CIT collection in the Czech Republic and CIT rates, 1993-2015 (in EUR million)
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CIT collection reached its highest value in 2008, amounting EUR 6.4 billion. A year after,
in relation with the economic crisis, collection decreased by EUR 2.3 billion. In the years
2009-2012, the amounts collected showed volatile behaviour, and, after 2013, resumed
a steady growth.
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Figure 1.3: VAT collection in the Czech Republic and VAT rates, 1993-2015 (in EUR million)
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VAT collection has been constantly growing since 1993 with the exception of a subtle
decrease in 2009. In 2015, VAT collection amounted to EUR 12.3 billion.
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Figure 1.4: Excise tax collection in the Czech Republic by product category, 1993-2015
(in EUR million)
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Excise tax collection from mineral oil products has been the highest from all product
categories. In 2015, the amount equalled EUR 3.1 billion. Mineral oil products are followed
by tobacco and ethanol, with EUR 1.9 billion and EUR 263 million in 2015, respectively.
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Figure 1.5: Total excise tax collection in the Czech Republic, 1993-2015 (in EUR million)
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Excise tax collection has shown an increasing trend since 1993, although it has become
more volatile since 2007. The highest amount, EUR 5.5, billion was collected in 2015.

1.3 Magnitude of the tax gaps

The PIT gap has been estimated at EUR 70 million for 2014 (KFiz, 2016). Estimates
of the CIT gap vary from 4% to 38%, with the majority of sources assessing the gap
as between 10% and 20% (ibid.). The VAT gap has been estimated as 20% for 2014
(Poniatowski et al., 2016). Information about the excise tax gap is not available (Kfiz, 2016).

17
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1.4 Methods used to combat tax non-compliance

1.4.1 Electronic records of sales (Elektronickd evidence trzeb - EET)

Minister of Finance Andrej Babis! introduced the system of Electronic Records of Sales
of Goods and Services (EET) in December 2016. All legal and natural persons with business
activity are obliged to electronically record their sales of goods and services. As per the
Czech Financial Administration: “Every real-time payment has to be recorded through
the internet in the central data repository of the Financial Administration” (Financial
Administration of the Czech Republic, 2016). Every payment by cash or card goes through
four phases of the record: first, a seller’s device (a PC, tablet, cash register, or smart-
phone) sends a message about the transaction to the Financial Administration. Then,
the Financial Administration sends back an acknowledgement of the transaction contain-
ing a unique code for the awaited receipt. Finally, the customer receives the receipt. He or
she can then check the electronic record of the sale by using an application of the
Financial Administration (2016).

The system of Electronic Records of Sales is a heavily discussed topic in the Czech
Republic not only among politicians, but also among entrepreneurs and the general
public. Many entrepreneurs, especially those in villages and towns, were not able to
meet the digital requirements of the system and had to end their business activity.
Evaluations of the effects that the measure had on businesses vary. For instance,
Minister of Finance Andrej Babis said that 104 restaurants ended their activity because
of the EET by January 2017. In contrast, Czech breweries, based on their sales figures,
claim that number was four times as large (iROZHLAS, 2017a). The Ministry of Finance
also stated that in December 2016, the first month of the EET, revenues of businesses
in catering and accommodation services had grown by 100% year-on-year (iDNES.cz,
2017). By contrast, the Czech Statistical Office (CZSO) reported that the year-on-year
growth had been 15.7%. This notable discrepancy and ambiguity could have been caused
by different methodologies: The Ministry based their findings on a sample of 1,559
entities, and the CZSO used data from the entire population of relevant businesses. The
CZSO stated that it could not confirm the effect of the system (Cesky statisticky Gfad,
2017).

1 Andrej Babis was replaced by the current Minister of Finance lvan Pilny on 24 May 2017
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1.4.2 Reverse VAT charge (Prenesend danovd povinnost k DPH)

The aim of the reverse VAT charge is to avoid the missing trader fraud by shifting the
obligation of paying VAT from sellers to buyers of goods and services. The charge
only targets VAT payers: legal persons and entrepreneurs. Only selected goods and services
fall under the charge, including gold, metals, mobile phones, and grains.

One of the goals of the Minister of Finance Andrej Babis was to implement the
reverse VAT charge on the EU level. He has been an advocate of the system since 2014,
claiming that the reverse charge on the EU level would be the most powerful tool to
combat missing trader fraud. The Czech Republic had proposed to the European
Commission to establish a pilot reverse charge project which would target all
transactions over EUR 10,000. The Commission reacted by publishing a proposal
which departed from the initial concept of the Czech Republic and Austria (which
supported the Czech Republic in this matter). Andrej Babis presented his dissent with
the proposal to the Council of the EU in January 2017 (Ministry of Finance of the Czech
Republic, 2017).

1.4.3 VAT control statement (Kontrolni hldseni DPH)

Since 1 January 2016, VAT payers are required to report all VAT-relevant transactions.
The original 2004 Tax Act was amended after the Slovak Republic’s implementation
of the VAT control statement (Kontrolny vykaz DPH) in 2014, due to the threat that
Slovak tax evaders might be lured to misuse the tax system of the Czech Republic. The VAT
control statement is one of the main tools of detecting tax avoidance and fraud (especially
the missing trader fraud).

The addressees of the reform are all registered VAT payers in the Czech Republic
(around 500,000 entities) (Cesky rozhlas, 2017). Legal persons are obliged to provide
statements on a monthly basis, and natural persons must submit the VAT control state-
ment with their VAT return monthly or quarterly. The submission is provided electronically.
The list of transactions which must be submitted is as follows: domestic taxable supplies
or the receipt of advance payments, domestic acquisition of goods/services or the
provision of advance payments, received transactions subject to VAT, and transactions
with investment gold.

The Deputy Minister of Finance Alena Schillerovd claims that the Financial
Administration of the Czech Republic has collected CZK 10-12 billion through the
VAT control statement in 2016. However, some economists find this statement and,
generally, the influence of the VAT control statement on overall VAT collection
questionable (E15.cz, 2017). In March 2017, the former Minister of Finance Andrej
Babis decided to make the system of fines more lenient for those who had not submitted

19
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the statement duly. This amendment will pardon up to two fines from 2016. This move
has been criticised not only by the opposition, but also by the Association of Entrepreneurs
and Tradesmen of the Czech Republic (Cesky rozhlas, 2017).

1.4.4 Tax Cobra (Darovd Kobra)

Tax Cobra is a joint group that consists of the Unit for Combating Corruption
and Financial Crimes (Utvar odhalovani korupce a finanéni kriminality), the General
Financial Directorate (Generalni finan¢ni reditelstvi), and the General Directorate of
Customs (Generalniho feditelstvi cel). The aim of the group is to combat tax evasion
and tax fraud, predominantly in the areas of VAT and excise tax (Dariova Kobra, 2017).
The Czech concept of Tax Cobra was established based on the Slovak version of a similar
group from 2012 (see Section 4.47).

The Customs Administration of the Czech Republic declared in January 2017 that
Tax Cobra had managed to disclose CZK 7.66 billion in attempted tax fraud since 2014
(podnikatel.cz, 2017). The most recent and one of the biggest cases thus far is the
prosecution of two companies and 21 suspects involved in the overpricing of advertising
services worth CZK 415 million (ROZHLAS, 2017b).

1.4.5 Collaboration of the Czech Republic and the Slovak Republic

Since 2014, the Czech Republic and the Slovak Republic have collaborated in order
to secure better communication and the exchange of information to combat tax non-
-compliance. In November 2014, the conference “Cooperation as a Tool Towards
the Higher Level of the Region's Efficiency and Competitiveness” (Spoluprdcou k zvyse-
niu efektivity a konkurencieschopnosti regiénu) was held in Bratislava, during which two
documents on future cooperation were signed (Financ¢na sprava, 2014). The General
Directorate of Finance of the Czech Republic has pointed out the importance of the
agreements (Komora dafiovych poradct Ceské republiky, 2015).
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2. Hungary

2.1 Tax system in Hungary

The tax system in Hungary is analogous to that of advanced European economies,
annually contributing to the central budget revenues close to 40% of GDP. In recent years,
the tax system in Hungary has undergone several important reforms. The most important
of them concerned:

e the introduction of the online cash machine register;
e the introduction of the electronic public road trade control system; and
e simplification of the CIT and the introduction of a flat-rate CIT at 9%.

Until recently, the reduction of the tax burden was not possible due to high public spend-
ing. However, following the recent acceleration in GDP growth and cuts in government
expenditures (mainly from interest payments), the government now appears more able to
manoeuvre towards reducing the tax burden.

2.11PIT

According to the PIT Act of 1995 and its amendments, income to be consolidated
includes income from employment, income from entrepreneurial activities, income from
other self-employment activities, rental income, and other income. Capital gains, income
from private businesses, and income arising from the sale of both movable and immovable
assets are taxed separately in Hungary. Since 2011, PIT in Hungary is flat-there is currently
a single rate of 15% regardless of level of income. This rate was reduced from 16% to 15%
in 2016.

There are several tax exemptions, including:
e state support for fostering and raising a minor;
e state support for newlyweds;

21
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e scholarships paid by non-residents to students studying in a foreign educational
institution or researchers working abroad; and
e pensions.

Moreover, the following regulations apply:
e income from capital gains is taxed at a 19% rate. Certain types of capital gains are

exempt from tax up to EUR 500;

e non-cash benefits, dividend income, and income from the sale of shares are subject
to health insurance contributions; and

e dividend income is not subject to tax, but is subject to health insurance contribu-
tions at a rate of 14%, up to 60 times the average monthly salary from two years

prior (EUR 51,480 in 2016).

Tax residency is established if the period of a person’s stay in Hungary is at least 183
days in the tax year. PIT is charged on worldwide income, regardless of whether the income
is remitted to Hungary or not. Hungary is one of the only countries in the EU (together with
Bulgaria) where the personal allowance equals zero.

21.2CIT
Resident companies in Hungary are subject to unlimited CIT liability, while for non-

-resident companies, only the income derived from their branch of business activities

in Hungary is subject to CIT. Since 1 January 2017, Hungary applies a 9% flat tax on

corporate income, marking a substantial break from the previous two-rate structure: 10%

for income up to HUF 500 million (EUR 1.8 million) and 19% for income in excess of it.

In addition to the standard CIT rate, there are five additional provisions that determine the

final amount of corporate tax paid by a registered corporate entity in Hungary:

e real estate holding companies: in Hungary, the proprietor of a real estate holding compa-
ny is subject to 9% CIT in the event of alienation/withdrawal of the proprietor’s shares
in the company. In this case, the tax base of the proprietor equals the value of shares
in consideration minus the value of acquisition (costs of acquisition and administration
included);

e energy suppliers’ income tax: energy suppliers (mines, energy producers, and energy
distribution system operators, including both universal suppliers and authorised
distributors of electricity and gas) in Hungary are subject to a higher CIT rate
- 31%. However, in the event that the energy supplier qualifies for a development tax
incentive or a tax incentive relating to investment with the aim of achieving higher effi-
ciency, it is possibly to claim a tax credit equalling up to 50% of the income tax liability;

22
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advertisement tax: advertising services (including online advertisement) published in
Hungarian or in another language on a website that is primarily in Hungarian are subject
to an advertisement tax. Since 1 July 2017, the effective rate is set at 7.5%. This applies
to a tax base of up to HUF 100 million;?

local business tax (LBT): municipalities in Hungary reserve the right to impose an LBT
tax on corporations active within their jurisdiction. However, an LBT is deductible for
CIT purposes. The Hungarian LBT tax base equals net sales revenues minus (partially)
the cost of sold goods, materials, mediated services, research and development, and
subcontracting; and

innovation contribution: with the exception of small- and medium-sized firms, companies
registered in Hungary are subject to 0.3% innovation contribution, the tax base of which
is the same as that for the LBT.

Hungary also offers a range of tax credits and incentives:

tax credit for foreign income tax paid abroad, at a maximum of 90% of income tax paid
abroad;

development tax incentive in the form of tax relief up to 80% of payable tax can be
claimed for a 13-year period (starting after the completion of the development) on CIT
returns over a maximum period of 16 years since the time of original application;

tax incentives are granted to small- and medium-sized enterprises and business
start-ups;

tax credit for investment initiatives aimed at reducing overall energy consumption; and
deferral of the tax payment liability for companies qualifying for the Tax Credit for Growth
program.

2.1.3 VAT

Hungary has the following VAT brackets:

27% - basic rate;

18% - reduced rate, applicable to certain foodstuffs, admission tickets to certain open-
air concerts, and hotel accommodation, restaurants meals, and internet access;

5% - reduced rate, applicable to certain foodstuffs, including the bulk supply of live pigs,
cattle, sheep, lambs, goats, pharmaceutical products intended for human use, medical
equipment for disabled persons, books, newspapers, and periodicals.

N

Specific provisions vary between primary and secondary taxpayers. See: http://taxsummaries.pwc.com/ID/Hungary-Corpo-
rate-Taxes-on-corporate-income
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Hungary only applies a VAT registration threshold at HUF 8.8 million for EU VAT
registered companies (distance selling).

2.1.4 Excise tax
Excise tax in Hungary is applied to tobacco, alcohol beverages, and energy. See Table 2.1

for an overview of applicable rates.

Table 2.1 - Excise tax rates for the most important products

HUF 333,385/1 hectolitre ethyl alcohol 100% volume

HUF 0/1 hectolitre wine (non-sparkling)

HUF 16,200/1,000 pieces cigarettes

HUF 120,350/1,000 litres gas oil, if the world market price of crude

oil is equal to or below 50 USD/barrel

Sources: European Commission (2017a-c)

2.2 Trends in collectability

Tax receipts in Hungary oscillate between 38% and 40% of GDP per annum, which
is markedly higher than in other V4 countries. The structure of tax receipts in the
country is also different compared to that of other V4 countries. Consumption tax is above
the V4 average, while capital tax is slightly below. Over the past years, the Hungarian
government has consistently preferred to draw revenues from corporations than
individuals.

Revenues from PIT reached HUF 1,689 billion in 2015, corresponding to 14% of
central budget revenues. For 2016, it is expected that this revenue will amount to
HUF 1,695 billion, 16% of central budget revenues. PIT is thus the third single most
important tax revenue of the central budget (after VAT and the social contribution tax,
which is used to finance state pensions and public healthcare from the Social
Security Funds). VAT revenues in 2015 reached HUF 3,286 billion (28% of central budget
revenues), while in 2016, receipts are expected to reach HUF 3,389 billion (32% of
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central budget revenues). Conversely, corporate tax in Hungary generates a relatively
small, although growing, source of revenue for the central budget.

Figure 2.1: Major tax revenues in percent of central budget revenues
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Source: Hungarian State Treasury (retrieved from Paldcz and Zoltan, 2016)
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Figure 2.2: Major tax revenues in percent of GDP
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and Zoltan, 2016)

2.3 Magnitude of tax gaps?®

Most recent estimates (2014) place the VAT gap in Hungary at 18% (EUR 2.1 billion),
down from 22% in 2013 (Poniatowski et al., 2016). This makes Hungary the second-best
performer among V4 countries, behind the Czech Republic, which in 2014 reported a VAT
gap of 16.14%. Recent improvements in tax collection efficiency and discipline in Hun-
gary, as well as the introduction of online cash machines significantly contribute to the
observed increase in VAT collection.

Available PIT gap estimates in Hungary principally focus on tax evasion via perform-
ing unregistered work (black work) or declaring only part of the salary received for

3 Due to the lack of recent estimates on the tax gap in Hungary, this section builds on the most up-to-date available
literature—the majority of the reports the paper uses were published in the mid-2000s. In order to account for this gap
in the literature, we complement existing findings with a careful consideration of the changing conditions within the
Hungarian fiscal environment since then.
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their labour (grey work). Research places black work at a magnitude between 10%
and 17% of total employment for the period between 2001 and 2007. Since then, the
intensification of control activities and a substantial hike in the penalty for undeclared
work have contributed to the limitation of black work close to 10%. Moreover, the
number of workers employed under a minimum wage contract provides a gauge for the
magnitude of grey work, placing the figure between 45% and 50% of workers receiving
minimum wage. However, in Hungary, the share of grey work presents great variation
across sectors - from 15% among cleaners to close to 100% among university graduates.
In terms of foregone central government revenue, the sum of black and grey work
translates to a figure close to 1% of GDP.

2.4 Methods used to combat tax non-compliance

The use of the online cash machine register in Hungary was first introduced in 2014
as a step towards whitening the economy and improving tax compliance in two sectors
where the use of offline cash registers was already required - retail and hospitality.
This involved the fitting of approximately 400,000 cash registers with a device that
provided a connection to the National Tax and Customs Administration (NTCA). In 2016,
the use of online cash machine registers was also made mandatory for the service sector
and car dealerships/car part dealers. Since 1 January 2017, the list of mandatory users
in the country also includes taxi drivers (Limbek & Mako, 2016).

Central to the functioning of the online cash machine register system is the control
unit, which is fitted with a SIM card that connects the cash register, via the internet,
to the service of the tax office. Every cash register is allocated with a control unit
unique code, activated upon first operation. The core feature of this electronic method
to combat tax avoidance is the provision of real-time transaction data to the tax office.
Due to this form of direct connection between the register and tax office, authorities
are also able to disconnect any taxpayer from the system given suspicion of illegal
business transactions (Sales Data Controller, 2014).

In terms of impact evaluation, data collected by the Hungarian Central Statistical
Office suggests a positive revenue effect associated with the introduction of the online
cash machine register. Opinion polls further support this finding as both businesses and
individuals appear positive as to the use of the machines, given the government’s
continuous financial support of the exchange/upgrade to the online system (the
government supplied businesses with HUF 50,000 worth of grants as an implementa-
tion aid during the first wave of the policy in 2014). By September 2014, 170,000 online
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cash registers were installed, and entrepreneurs could choose from 146 different li-
censed models. Within the first year of its introduction, VAT receipts increased by 15%
(HUF 150-200 billion) in the sectors where compliance was mandatory, exceeding the
costs of the policy implementation incurred by the government. Since then, the use
of online cash machine registers has consistently contributed to the gradual whitening
of the economy as an increasing number of employees have registered. In 2015, the
policy generated an extra HUF 60-90 billion of revenue, while the state news agency
MTI sets the additional revenue produced by the inclusion of the service sector in 2016
between HUF 20-30 billion (Central European Financial Observer, 2016).

Hungary might not have been the first country to introduce online cash register
legislation, but at the time of introduction, the Hungarian framework was the most
technologically advanced in the EU. As a result, a number of countries (Germany, Poland,
Sweden, and Greece) have chosen to emulate the Hungarian experiment. In 2013,
Croatia introduced the mandatory use of online cash registers, leading to a reported
one-third rise in turnover within the first month of operation. Other countries that
have successfully introduced the use of electronic data recording technology include,
among others, Austria (an additional EUR 900 million in tax revenues), Belgium (an 8%
rise in reported restaurant sales), and Rwanda (a 20% rise in VAT collection within two
years since implementation) (OECD, 2017).

The Electronic Public Road Trade Control System (EKAER) was introduced in 2015
by the National Tax and Customs Office of Hungary (NAV), as a novel measure aimed
at combatting VAT fraud via monitoring the traffic of goods in the country (EKAER,
2015). The system makes it possible to track the actual route of goods by recording
transport-related data (type and quantity of goods, value, consignee, consignor, and
registration number of vehicle, among others) in a central electronic system.

The EKAER specifically targets three groups of Hungarian taxpayers: taxpayers
who engage in the intra-community (within the EU) acquisition of goods; taxpayers
who engage in the intra-community supply of goods; and taxpayers who are involved
in the first taxable sale of the good to a non-consumer, via the use of a vehicle that
is subject to customs duty. If one of the above entities fails to register, the system
foresees the seizure of goods and the imposition of fines that may reach up to a maximum
of 40% of the total value of the goods (EKAER, 2015).

After initial hurdles of a technical and administrative nature, the system became
operational, earning positive feedback from businesses. Over the past years, the EKAER
has successfully increased the scale of registered trade in vegetables and fruits
- according to the National Agency for Food Safety (NEBIH), about 80% of the black
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market in Hungary is linked to the food industry.* Since its implementation in 2015,
the EKAER’s registration count is 60,000 tax payers and 6,500 transporters (National
Tax and Customs Administration, 2017). More importantly, there have been drastic
improvements in VAT performance as VAT receipts increased from 8.9% of GDP in 2014
to 9.7% of GDP in 2015 (IMF, 2017). This translates to a HUF 140 billion increase in VAT
receipts in 2015, compared to the previous year—an improvement that Mihaly Varga,
Minister of National Economy of Hungary, attributed to the joint effect of the EKAER
and the online cash register (Varga, 2015).

While the EKAER has been recently receiving significant positive feedback from
businesses, local entrepreneurs greeted the initial launch of the system in 2015 with
scepticism. In particular, vendors and corporations engaged in cross border goods
trade voiced strong concerns as to the additional administrative burden levied on day-to-
day operations by the control system (Sztanko, 2015; BUSINESSEUROPE, 2015).

The EKAER is not only a novel system of electronic fiscal control, but early signs
of success suggest that the EKAER may soon function as a model for the region. Tax
authorities in the Slovak Republic plan to introduce a similar framework of electronic
monitoring in order to prevent pervasive VAT fraud (Budapest Business Journal, 2017),
while in Poland, a similar system of monitoring the road transport of goods has been
in effect since April 2017 (Raben, 2017).

On 1 January 2011, Hungary introduced the flat-rate PIT, at 16%. The aim of the
policy was to improve the competitiveness of the tax system in the country via
providing a greater degree of simplification. In particular, the introduction of the flat
PIT system reduced tax avoidance as incentives for non-declaration and self-employment
decreased (Ministry of National Economy of Hungary, 2010). Although, the 2011 PIT
reform was not limited to the provision of a flat rate, it also included a reduction in the
tax liability of families with children via the provision of a tax credit for each child.
Within the first year of implementation, the tax receipts of the Hungarian government
rose by 7.6% (despite a 1.6% GDP decline attributed to the Eurozone crisis), while by
2012, government revenues exceeded the pre-crisis level (income and profit tax revenue
increased only slightly after the introduction of the flat tax). Most importantly, tax
revenues from the sale of goods and services in 2012 rose by 8.5% compared to the
previous year, as the introduction of the flat PIT provided significant support to
consumer spending - according to the OECD, private consumption was focal to the
Hungarian economic recovery following the Eurozone crisis.

4 No data exists on the exact effect of the EKAER on the reduction of tax evasion.
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Since 2010, Hungary has embarked on an ambitious program aimed at increasing
competitiveness via an easing of the tax burden levied on businesses. By maintaining
a focus on the simplification of the CIT, policies have played an important role
in pushing back on tax avoidance among corporations. Furthermore, the recent
reduction of the CIT rate to 9%, the lowest in Europe, will likely further reduce the incentive
to underreport profits.

On 22 November 2016, the Hungarian parliament approved legislation that
increases the ceiling on revenue for payment of itemised tax for small businesses (KATA)
from the previous threshold of HUF 6 million to HUF 12 million and that increases
the threshold for taxation on the total assets held by companies registered for small
business tax (KIVA) to HUF 1 billion, maintaining the current KIVA eligibility threshold
at HUF 500 million annual revenue. This legislation package also increases the limit
on VAT exemption status up to HUF 8 million in income (from the previous of HUF 6
million) and simplifies regulations on healthcare contribution, thereby further lowering
incentives for non-compliance (Zeldin, 2016).

Finally, in order to safeguard the implementation of the different elements of the
Hungarian reform agenda, the government recently expanded the staff and the budget
of the tax authorities, which led to an increase in the diligence of its tax authorities
in investigations involving both persons and corporations. These included some
high-profile investigations against border guards charged with customs fraud for
smuggling tobacco into the country. On the other hand, firms considered to be the
clientele of the government have been described as enjoying less stringent tax monitoring.
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3. Poland

3.1 Tax system in Poland

3.1.1PIT

PIT in Poland is progressive, and there are two rates: 18% for income under PLN
85,528 and 32% for income above this amount. Sole entrepreneurs can be taxed under PIT
or under the flat-rate CIT at 19%. The personal allowance is currently between PLN O
and PLN 6600, depending on level of income. Individuals are taxed on earnings from
employment, self-employment, rental income, capital gains, and other passive income,
with Polish residents taxed on worldwide income, and non-residents on Polish-sourced
income only. Residency for tax purposes is established if an individual's “centre
of economic or personal interests” (osrodek intereséw osobistych lub gospodarczych) is
located in Poland, or if their stay in Poland is more than 183 days in the year.

3.1.2CIT

CIT in Poland has a flat rate of 19%, and it applies to companies, foundations,
associations, and other organisations. Entities are taxed on worldwide income if they
are tax residents, or on Polishsourced income only if they are non-residents. Tax residency
is established if an entity’s seat or management is located in Poland.

3.1.3 VAT

VAT in Poland has four rates: 23% (basic), 8% (first reduced), 5% (second reduced),
and 0% (intra-Community delivery of goods and exports). VAT has been the most important
source of tax revenue in Poland, and is the largest contribution to the state budget (40%
in 2016) (Gtéwny Urzad Statystyczny, 2017). See Table 3.1 for an overview of applicable
rates with important examples of products to which they apply.
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Table 3.1 - VAT reduced rates with examples

VAT rate Important examples

meat products;
8% sugar;
passenger transportation.

intra-Community delivery of goods;

0%
° exports to non-EU countries.

Source: Frizis et al. (2017)

3.1.4 Excise tax
Excise tax in Poland is applied to tobacco, alcohol beverages, passenger cars, and energy.
See Table 3.2 for an overview of applicable rates.

Table 3.2 - Excise tax rates for the most important product

Excise rate Product
PLN 5,704/1 hectolitre ethyl alcohol 100% volume

PLN 158/1 hectolitre wine

PLN 206.76 for 1,000 pieces and 31.41% cigarettes
of the maximum retail price

PLN 1,171/1,000 litres diesel fuel

Source: Ministry of Finance of Poland (2016)

3.2 Trends in collectability

In 2016, tax revenues amounted to PLN 89.3 billion (PIT), PLN 33.8 billion (CIT), PLN
126.6 billion (VAT), and PLN 65.7 billion (excise). The trends in collectability in the years
2003-2016 can be traced on Graphs 3.1-2. Collection measured in relation to GDP peaked
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in the period 2007-2008, with PIT at 5.2% (2008), CIT at 2.7% (2007), VAT at 8.1% (2007),
and excise tax at 4.1% (2007).

Figure 3.1 - Tax collection in Poland 2003-2016 (in PLN millions)
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Source: Ministry of Finance of Poland (2017a-b) and Gtéwny Urzad Statystyczny (2017)
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Figure 3.2 - Tax collection in Poland 2003-2016 relative to GDP
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3.3 Magnitude of tax gaps

Dominik Gajewski (Wyborcza.biz, 2015; Money.pl, 2017; Rp.pl, 2017) estimates the CIT
gap in Poland at PLN 4346 billion. The VAT gap in Poland was 24% in 2014 (Poniatowski et
al., 2016). The annual excise gap is estimated at PLN 2 billion on alcohol products, 3 billion
on tobacco products, and 1.5 billion on fuels (Gazeta Prawna, 2016). There are no estimates
of the PIT gap in Poland.

3.4 Methods used to combat tax non-compliance
For a detailed analysis of the methods used to combat tax non-compliance in Poland,

please see the companion paper: Frizis, I., Gtowacki, K., & Mirecka, K. (2017), Peer country
paper - Poland, Center for Social and Economic Research.
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4. Slovak Republic

4.1 Tax system in the Slovak Republic

In 2004, the tax system in the Slovak Republic underwent a fundamental reform. The
following changes were introduced:
e introduction of flat rate for CIT, PIT, and VAT—at 19%;
e elimination of a number of tax derogations; and
e abolishment of a number of taxes: tax on dividends, gift tax, and real estate transfer tax.

This tax reform made the tax system less complex and more transparent, and it contrib-
uted to the Slovak Republic’s economic performance. At the same time, the Slovak Republic
became the first OECD country to have introduced a flat PIT. On the other hand, the new
system featured a relatively distortive tax mix and high tax wedge for low-income workers,
and resulted in a low level of tax revenues and poor levels of tax compliance. To address
these issues, a new reform was carried out in 2012-2013. PIT progressivity was restored,
and the CIT increased to 23% (later reduced to 22% and 21%).

4.1.1PIT

In the Slovak Republic, income for PIT purposes includes income from employment, in-
come from entrepreneurial activities, income from other self-employment activities, rental
income, and other income. There are two PIT rates:
e 19% for income up to 176.8 times the subsistence level (EUR 35,022.31 in 2016); and
e 25% for income in excess of that amount.

Moreover, the following regulations apply:

e income from capital gains is taxed at a 19% rate. Certain types of capital gains (gains on
the sale of shares, rental income from real estate) are exempt from tax up to EUR 500
annually;

e non-cash benefits, dividend income, and income from the sale of shares are subject to
health insurance contributions; and
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e dividend income is a subject to tax since 1 January 2017, the measure establishes a 7%
withholding tax on dividends.

Tax residency is established if the period of a person’s stay in the Slovak Republic
is at least 183 days in the tax year. PIT is charged on worldwide income, regardless of
whether the income is remitted to the Slovak Republic or not.

The personal allowance, equal to 19.2 times the minimum subsistence amount (which
is announced on 1 January of each year—EUR 3,803 in 2016), is available to all individuals
whose annual tax base does not exceed a certain limit. If the tax base of a taxpayer exceeds
a certain limit, the personal allowance is reduced progressively.

41.2CIT

Tax residency is established if the company’s seat is in the Slovak Republic. CIT is charged
on worldwide income, and international treaties are used to avoid double taxation. As of 1
January 2017, corporate income is taxed at 21% (instead of 22%).

4.1.3 VAT
The Slovak Republic has the following VAT brackets:

e 20% - basic rate;

e 10% - reduced rate, applicable to: certain medical products, printed materials, and basic
foods (e.g. milk, butter, and meat);

e 0% - exports; and

e exemption - applies to postal services, financial and insurance services, education,
public radio and TV broadcasting services, health and social services, the transfer
and leasing of real estate (with exceptions), and lottery services.

4.1.4 Excise tax

The following products are subject to the excise tax: tobacco products, wine, spirits,
beer, mineral oil, electric energy, coal, and natural gas. Excise tax rates are fixed in EUR per
unit of good.

4.2 Trends in collectability
The tax-to-GDP ratio in the Slovak Republic has had an increasing tendency in recent

years, having grown from 28.4% in 2012 to 32.3% to 2015 (OECD, 2016b). The highest
revenues are currently obtained from social security contributions, corresponding to 44%
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of all collections. Revenues from VAT are also high in comparison with other countries,
amounting to 21% of overall collections. Taxes on corporate income equal 11%, a figure
which is also considered to be relatively high. Taxes on goods and services excluding VAT
(e.g. excise) equal the OECD average (13%). In contrast, taxes on personal income, profit,
and gains are below the average (10%) (OECD 2016b).

Figure 4.1: PIT - budgeted versus actual collections (in EUR thousands)
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Source: Hajko (2016)

Figures 4.1-4 illustrate the trends in collectability of taxes in the Slovak Republic. Graph
4.1 shows two noticeable declines of the PIT collection: in 2004 and again in 2009-2010.
The decline in 2004 was caused by the introduction of a flat PIT rate of 19%, while the
fall of revenues in 2009-2010 was one of the results of the economic crisis. Revenues
rebounded since then, peaking at EUR 2.2 billion in 2015.
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Figure 4.2: CIT - budgeted versus actual collections (in EUR thousands)

3000 000
2 500 000

2 000 000

1500 000
1000 000

=il
0

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

W Budget M Actual

Source: Hajko (2016)

As in the case with PIT, CIT collection showed a decline in 2004, the year in which the
single flat rate of 19% was introduced for PIT, CIT, and VAT. Another period of falling rev-
enues came after 2009 as a result of the economic crisis. In 2015, CIT collection exceeded
the former revenue peak of 2009 (EUR 2.1 billion), reaching EUR 2.6 billion.
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Figure 4.3: VAT - budgeted versus actual collections (in EUR thousands)
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VAT collection grew monotonously in the years 2000-2008, peaking in 2008 at EUR

4.6 billion before falling to EUR 3.9 billion in the following years. By 2015, it recovered and
reached an all-time high of EUR 5.5 billion.
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Figure 4.4: Excise - budgeted versus actual collections (in EUR thousands)
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Revenues from excise tax grew steadily in the years 2000-2007 before falling in the
years 2008-2010. The years 2011-2014 showed a stagnant performance, with revenues
eventually peaking at EUR 2.1 billion in 2015.

4.3 Magnitude of tax gaps

No estimates of the PIT gap and the excise gap are available. Similarly, there is no
estimate of the CIT gap, although the government is cooperating with the International
Monetary Fund to establish a relevant methodology. The VAT gap in the Slovak Republic
was 30% in 2014, one of the highest in the EU (Poniatowski et al., 2016).

4.4 Methods used to combat tax non-compliance

As part of the 2012-2016 Action Plan to Combat Tax Fraud (Akény pldn boja proti dariovym
podvodom na roky 2012 az 2016), a number of counter-fraud measures were adopted. Since
the plan had met with success, resulting in a tax revenue increase of EUR 2.1 billion in the
period of 2012-2015 (podnikajte.sk, 2015), the Ministry of Finance and the Ministry of the
Interior of the Slovak Republic implemented additional measures to combat tax avoidance
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in 2015. According to the President of the Financial Administration (Slovak customs and
tax administration) Frantisek Imrecze, the 2012-2016 measures have paid off, resulting in
the highest level of tax collection not only in 2016, but also in the history of the Slovak
Republic (sme.sk, 2017). The section bellow presents the most important measures of the
Action Plan.

4.4.1 VAT control statement (Kontrolny vykaz DPH)

On 1 January 2014, the Financial Administration established the VAT control
statement as one of the tools to combat tax avoidance. The statement is used to provide
comprehensive information about taxable transactions that are reported on the basis
of invoices (or other documents) drawn up and received by the VAT payer. Every invoice
has its own unique code and contains data about suppliers, customers, type of goods
or service, tax base, tax rate, and actual tax amount (Hajko, 2016). The statement does
not stipulate deliveries which are part of the “summary statement” (Suhrnny vykaz DPH)
or the export of goods and services to third countries (Financna sprava Slovenska
republika, 2017). The Financial Administration controls and reviews uploaded data and
searches for tax fraud and any inconsistencies or ambiguities (such as invoice replacement
and other manipulations in the accounting books). All VAT payers are obliged to submit
their VAT control statement on a monthly or quarterly basis. The statements must be
submitted electronically, separately or jointly with the tax form no later than 25 days
after the end of the tax period. The implementation of the VAT control statement has
had an ambiguous effect on the tax system, with increased attempts at tax optimisation
by taxpayers quoted as one of the results (Hajko, 2016).

4.4.2 Tax guarantee (Zdbezpeka na dan)

Since October 2012, all newly registered VAT taxpayers who are categorised as
“potentially risky” (rizikové osoby) are obliged to deposit a sum of money with the tax office
(dariovy urad) for twelve consecutive months. Among the factors which classify taxpayers
as being risky are: past unpaid balances, revoked registrations, or declared bankruptcy or
liguidation. The level of tax guarantee (from EUR 1,000 to EUR 500,000) is established by
the finance office.

4.4.3 Electronic cash registers (Elektronické registracné pokladnice)

All entities selling goods or services are required to record their sales since 2015. By law,
all transactions in cash and by other means of payment, in particular, by electronic means
of payment or by a voucher entitling a purchase of goods must be registered through an
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electronic registration device equipped with a built-in registration system, memory, display
device for customers, clock, keyboard, and printer (Z&dkon ¢. 289/2008 Z. z., 2008).

4.4.4 Reverse VAT charge (Mechanizmus samozdanenia)

The purpose of the reverse charge is to avoid carousel fraud by shifting the obligation
of paying VAT from the sellers to the buyers of goods and services. In the Slovak Republic,
goods like mobile phones, scrap iron, or gold follow this measure.

4.4.5 Limitation of payments in cash (Omedzenie plateb v hotovosti)

Since 1 January 2013, it is established that all payments exceeding the threshold of EUR
5,000 must be non-cash payments. In the case of a payment between two natural persons
who are not entrepreneurs, the limit is raised to EUR 15,000. According to the government,
the measure limits tax fraud, as well as money laundering and corruption.

4.4.6 Receipt lottery (Ndrodnd blockovd lotéria)

The receipt lottery, established in September 2013, is a competition in which valid cash
receipts are used in participation. The aim of the competition is to hinder tax evasion as
well as raise awareness about tax compliance. Every week, 100 people win EUR 100, and
one person wins the jackpot. There is also the so-called third chance for participants who
sign themselves in as registered participants. Finally, participants have the possibility
to participate in a TV contest called TV CHANCE (TV SANCA) and win prizes.

Initially, society showed much interest the lottery, with 9 million views of the official
webpage in the first week. Although the popularity of the lottery has declined since, the
data from the lottery is still a valuable source of information for the tax offices. Since 2013,
it is anticipated that the government has registered nearly 120 million cash receipts.

4.4.7 Tax Cobra (Darovd kobra)

Tax Cobra teams up the Financial Administration, the General Prosecutor’s Office, the
Police Presidium, and the National Criminal Agency in order to tackle serious tax crimes
since 2012.

According to the President of the Financial Administration FrantiSek Imrecze, Tax Cobra
managed to retrieve a total of EUR 710 million. Currently, there are 192 running tax checks,
the total worth of which is estimated at EUR 85 million (sme.sk, 2017).
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4.4.8 Tax license (Danovd licencia)
Introduced in 2014, the tax license works as a CIT floor. The tax license is applied
as follows:
e small companies without VAT registration: EUR 480;
e small companies with VAT registration: EUR 960; and
e large companies (turnover over EUR 500,000): EUR 2,880.

Although some exemptions are applicable (for companies in the first year of operation
or non-profit organisations, among others), the measure has provoked controversy be-
ing referred to as a “tax on losses”. Hence, it has been decided that the measure will be
abolished on 1 January 2018.

4.4.9 Collaboration of the Slovak Republic and the Czech Republic
Please see Section 1.4.5.
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5. Ukraine

5.1 Tax system in Ukraine

511PIT

The PIT in Ukraine has a flat rate of 18%. In the past, PIT changed from a flat rate of 13%
to the progressive rates of 15%, 17%, and 30%, and in 2016, back to the current flat 18%
rate.

Income for PIT purposes includes income from employment and civil law contracts, as
well as passive income (e.g. interest, dividends, and royalties). Tax residents are taxed on
their worldwide income; non-residents are taxed on their Ukraine-based income only.

As of August 2014, a temporary military tax has been introduced on personal income.
The military tax coincides with the reformation of the Ukrainian Military Forces and is re-
lated to the ongoing military operation against the Russia-inspired guerrillas in the Donbas
region in the east of the country. The rate of the military tax is 1.5%, and its base is the
same as that of PIT.

51.2CIT
CIT in Ukraine has a flat rate of 18%, and it applies to resident entities with regard to
worldwide income and to non-resident entities with regard to Ukraine-sourced income.

5.1.3 VAT
Entities that carry out business on the territory of Ukraine are obliged to register for VAT
if their turnover exceeds UAH 1,000,000 for the past twelve months.
Ukraine has the following VAT brackets:
e 20% - basic rate;
e 7% - selected medical supplies;
e 0% - exports; and
e exemption - applies, among others, to domestic periodicals and books, special purpose
goods for disabled persons, selected medicines, and goods for medical purposes.
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5.2 Trends in collectability

The tax mix in Ukraine closely resembles that of EU countries. Its main component is
VAT, which accounts for 35% of all tax revenues, followed by PIT (17.8%), excise tax (12.4%),
natural resources and ecological taxes (9.6%), and CIT (7.7%) (data for 2015). See Figures
5.13 for an overview of the tax mix in Ukraine as of 2015, its evolution in time relative to
GDP, and total tax collections.

In general, tax collection in Ukraine is characterised by high volatility, and compared
to the V4 countries, they depend less on the performance of the economy than on the
officials’ will to enforce discretionary and largely unofficial and uncoordinated measures
(Dubrovskiy, 2016).

Figure 5.1: Tax mix in Ukraine in 2015
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Figure 5.2: The evolution of the tax mix in Ukraine relative to GDP (2002-2014)
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5.3 Magnitude of tax gap

There exist no official estimations of the tax gaps in Ukraine. There are some unofficial
estimations, which indicate significant gaps with respect to the major taxes.

The PIT gap in Ukraine is not related to the PIT burden itself, which is relatively low.
Instead, it is related to the high level of social security contributions, especially relative
to the value returned by the state.> As a result, income is often underreported.

The magnitude of the CIT gap is exacerbated by the weak institutional environment
in Ukraine, which leads many businesses to operate from off-shore locations in order
to protect themselves from regulatory uncertainty and the risk of expropriation. Another
factor is the use of tax havens—on average, around USD 10 billion per annum are estimated
to be siphoned out to tax havens (Dubrovskiy, 2016).

VAT fraud is institutionalised in the form of organised “tax laundries” that operate on
a massive scale under the patronage of top tax officials. There is abundant evidence that
tax authorities are directly involved in VAT fraud (Dubrovskiy, 2016).

Excise tax evasion can be attributed to the relatively high rates, which make smuggl-
ing profitable, particularly with respect to spirits and fuels. Smuggling is exacerbated by
corruption among customs officials and practiced especially across the border with
Russia and Transnistria, a Russian-controlled region of Moldova. Additionally, the price
elasticity of spirits is increased by the availability of popular substitutes, as well as
counterfeit and homemade alcohols.

5.4 Methods used to combat tax non-compliance and lessons
for Ukraine

Methods of enforcing tax liabilities in Ukraine are largely limited to inspections, which
may be accompanied by raids of the tax police, arrests of assets, and criminal prosecutions
(Dubrovskiy, 2016). There exists a top-down system of “personal motivation” through which
tax officials at lower levels of the hierarchy are encouraged by officials at higher levels to
meet specified targets of collections.

5 For example, pensions are decoupled from the level of social security contributions, and the pension system itself went
bankrupt in the past and had to be bailed out.
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Vladimir Dubrovskiy, an expert from CASE Ukraine, speaks of an “industry of tax
evasion” in the context of the Ukrainian tax system and describes it as routinely involving
patronage, corruption, opaque negotiations, and blackmailing.

The major problem of the Ukrainian tax system is institutional weakness and the
prevalence of corruption. It can be concluded that the massive tax gap in Ukraine is
principally caused by the massive gap between the condition of the institutions of the state
de jure and de facto, which is typical to some emerging countries. De jure (i.e. as prescribed
by the relevant legislation), the tax system in Ukraine is largely similar to those of EU
Member States, including the V4 countries. However, the performance of the system
de facto is quite divergent. Tax liabilities are reported and enforced through unofficial
channels and with the use of unofficial means.

Institutional weakness demonstrates itself, among other things, in corruption. Corruption
is prevalent among tax authorities, who are reported to use coercive methods during audits
(Dubrovskiy, 2016). All these factors make tax revenues highly unstable and a fraction of actual
liabilities. Moreover, they are a source of unfair competition among market players.

These systemic flaws are not specific to the tax environment, but are prevalent in
many areas of the Ukrainian state and are historically conditioned. The ailing condition of
institutions such as the rule of law, property rights, and the judicial system creates an
environment of uncertainty and insecurity, drastically increasing the transaction costs of
contracting. It also leads to the suboptimal allocation of rents - for example, by rewarding
with the best opportunities oligarchs, who owe their market position not to superior market
performance, but to other factors. Such factors commonly include political connections
(that often date back to the beginning of the transition period or before) and are harmful
to present-day market competition. In general, this set of institutions, which are called
extractive in the literature (e.g. Acemoglu et al.,, 2005) is a serious disturbance of the
free market.

Hartwell (2016) discusses in depth how the set-up of institutions in Ukraine has led
to suboptimal economic outcomes. It compares Poland and Ukraine, two countries that
shared similar macroeconomic conditions at the beginning of the transition period (i.e. in
the years 1989-1991), but followed very different paths of economic development. At the
onset of the transition, Ukraine's GDP per capita was slightly more than that of Poland;
currently, it is one-third that of Poland.

These findings are consistent with the recommendations of Professor Leszek
Balcerowicz, the author of the Polish economic transition in the early 1990s and former
strategic advisor to the President of Ukraine Petro Poroshenko. According to Professor
Balcerowicz, the main reforms in Ukraine must include combating corruption, strength-
ening the judiciary, and improving the rule of law. Such reforms will eventually have a
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positive effect on the Ukrainian tax system and tax compliance by eliminating corruption
and unofficial channels of enforcement, increasing legal certainty, and thereby improving

the business environment and reducing compliance costs.
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Conclusions and recommendations

Due to analogies in modern economic history, the Visegrad countries still share many
similarities in their tax systems. Their tax rates are low in comparison to Western European
countries (with the prime example being the 9% CIT in Hungary, the lowest rate in Europe),
which is related to their current level of economic development and a lower share of their
governments’ expenditures in GDP. Time to comply with corporate tax obligations shows
room for improvement (from 192 man-hours in the Slovak Republic to 277 man-hours
in Hungary) (PwC, 2017). Legislative changes in the tax systems tend to be frequent
- for example, in Poland, there were, on average, over three amendments of the PIT,
over two amendments of the CIT, and two amendments of the VAT each year between 2008
and 2016 (e.g. Poniatowski, 2016a). Finally, tax gaps in the V4 countries are still relatively
large. The V4 countries should therefore focus on fine-tuning their tax systems to make
them predictable, user-friendly, and efficient.

Due to a different set of historical conditions, Ukraine has followed a different path than
the V4 countries, despite similarities in initial macroeconomic conditions, and it currently
faces a different set of challenges. Its tax gaps are wide, but the main problems can be char-
acterised as systemic flaws, such as institutional weakness and corruption.

The current project resulted in a set of specific conclusions and related recommenda-
tions that can be summarised as follows:

e Tax gaps remain a considerable challenge for the V4 countries and Ukraine. For
example, the VAT gap in 2014 amounted to 16% in the Czech Republic, 18% in Hungary,
24% in Poland, and 30% in the Slovak Republic. Such performance has a negative impact
on public finances in those countries. It is also negative from the social point of view,
as it implies that large-scale frauds are committed every year, with only a limited share
disclosed and prosecuted.

e Accordingly, many new measures have recently been introduced by policymakers to
combat tax non-compliance. Although the measures differ by country, some similari-
ties emerge in the V4 group. For instance, there is an increasing trend to intensify the
use of information technology in tax administration, as exemplified by the Electronic
Records of Sales in the Czech Republic, the Electronic Public Road Trade Control System
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in Hungary, Standard Audit File-Tax in Poland, and the Electronic Cash Registers in the
Slovak Republic. This is a positive trend, as information technology may deliver more
timely and accurate data, while at the same time reducing administrative costs for the
tax authorities and compliance costs for companies. Another visible trend in the region
is that of increasing the use of reverse VAT charge.

Tax systems should be designed to strike the right balance between simplicity and the
functions they fulfil. Experts have observed that the complexity of tax systems is one of
the reasons of non-compliance. For example, the multitude of VAT rules and exemptions
in Poland makes the system less transparent, giving rise to loopholes that can be abused
by fraudsters. Therefore, tax systems should be kept as simple as possible at each given
level of redistribution that they strive to achieve.

Tax policies should be conducted with predictability in mind. The current tax
environment in the V4 countries too often is one of unpredictability, which is not
favourable to long-term corporate planning.
The study has shown the importance of international cooperation in tackling tax non-
compliance. This is crucial in case of frauds that are international by design (e.g. the
Missing Trader Intra-Community and the related carousel fraud). In this respect, the
voices of individual EU Members States that come up with suggested solutions (as in
the case of the Czech proposal to introduce a pilot reverse VAT charge scheme on the
EU level) should be given sufficient attention. International cooperation can also involve
liaison of tax police groups, exchange of information, exchange of experience between
officials and experts, and joint trainings. The Czech-Slovak cooperation in the area of
combating tax non-compliance is a good, if emergent, example of collaboration that
should be developed in the countries of the region.

Ukraine's effort at reducing tax gaps must be conducted as part of the general
institutional reform in the country. All specific measures will remain at best partial
and certainly short-lived solutions as long as there remains corruption among tax
officials and distrust of the society in the institutions of the state, and as long as tax
liabilities continue to be enforced via a network of half-official channels operating
within the “industry of tax evasion”. Accordingly, systemic measures targeted at
eliminating corruption from public and private life, upholding legal certainty and the
rule of law, protecting property rights, and fostering independent judiciary must be
continued and considered a priority.
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