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ABSTRACT

MOVING BEYOND THE FLAT TAX: TAX POLICY REFORM IN THE SLOVAK REPUBLIC

The Slovak Republic was among the fastest growing OECD economies in the last decade. It is
broadly recognised that the 2004 tax reform contributed to this success. Ten years after this fundamental
reform, however, the time has come to re-evaluate some of the key characteristics of the Slovak tax
system. The Slovak economy faces multiple challenges including an ageing population, a persistently high
unemployment rate, significant regional disparities, skills gaps and risks related to the increasing
international competition for mobile capital. Can the Slovak tax system in its present form prevail against
these headwinds? The paper shows that the current tax system suffers from weaknesses that constrain its
capacity to raise additional revenues and to create the conditions for inclusive and sustainable economic
growth. Although measures have recently been introduced to address some of these challenges, additional
tax reforms and a further strengthening of the tax administration will be needed. The OECD worked jointly
with the Institute for Financial Policy (IFP) of the Slovak Ministry of Finance to provide an overall
assessment of the Slovak tax system and recommendations for future tax policy reforms.

JEL classification: H2

Keywords: tax policy, tax reform, Slovak Republic
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EXECUTIVE SUMMARY

In the context of its accession to the European Union (EU) and strong economic growth, the Slovak
Republic adopted a fundamental tax reform in 2004 which introduced, among other changes, a single rate
of 19% for personal income tax (PIT), corporate income tax (CIT) and value added tax (VAT). The main
objectives of this reform were to support growth, strengthen work incentives and send positive signals to
investors. While this reform has contributed to the Slovak Republic’s strong economic performance, less
than ten years later, weaknesses in the tax system — especially the low level of tax revenues, the relatively
distortive tax mix, the system’s limited progressivity, the poor levels of tax compliance and the high tax
wedge for low-income workers — became apparent.

To tackle these issues, the Slovak Republic introduced a series of tax reforms in 2013. These reforms
included the introduction of a second PIT bracket and rate to increase the progressivity of the PIT system
as well as an increase in the statutory CIT rate to raise additional tax revenues. More recently, the Slovak
Republic introduced measures to counter VAT fraud, a minimum corporate income tax as well as a
targeted social security contribution (SSC) exemption for the long-term unemployed. Nevertheless, the
Slovak Republic continues to face important challenges.

The country’s overall tax burden remains well below the OECD average. In 2013, tax revenues in the
Slovak Republic equalled 29.6% of gross domestic product (GDP), 4.5 percentage points below the
unweighted OECD average of 34.1% and several percentage points below the other Visegrad Group (V4)
countries (Hungary, Poland, and Czech Republic). One noteworthy aspect of the Slovak Republic’s overall
tax burden is the extent to which it has declined: its tax-to-GDP ratio fell from 39.6% in 1995 to 29.6% in
2013. The Slovak Republic’s tax revenues will likely need to increase to match its growing financing needs
arising from a persistently high unemployment rate, pervasive skills gaps and an ageing population.

The Slovak Republic will also need to rebalance its tax mix. Its current tax structure is relatively
distortive, with a comparatively high reliance on direct taxes, particularly on SSCs. The paper argues that
there is scope to raise more revenues from taxes but that tax increases will need to be carefully designed to
limit their potentially adverse effects on growth and jobs. Additional revenues could be collected from
recurrent immovable property taxes as the Slovak Republic has fairly low tax receipts from property
compared to the OECD average. To raise more revenues and make taxes on immovable property more
equitable, the Slovak Republic should also move forward with plans to link property taxation to market
value. In addition, the Slovak Republic should consider environmentally related tax reforms to support
fiscal consolidation, encourage green growth and increase neutrality in energy taxation. Finally, additional
revenues could come from broadening tax bases, raising taxes on personal capital income and
strengthening the tax administration in order to reduce tax non-compliance especially within the VAT and
CIT.

The tax-by-tax analysis undertaken in this paper provides more details on the Slovak Republic’s
current tax system and sets out specific tax reform proposals. Below is a brief summary of the main
findings of the paper in each tax area.

With regard to VAT, the biggest challenge does not lie in policy design but in low compliance.
Exemptions and reduced VAT rates are not widespread and the standard VAT rate is close to the EU
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average. However, actual VAT revenues fall short of what the standard rate would normally generate. This
paper shows that low tax compliance, which is concentrated in some sectors, is a key factor behind low
VAT revenues in the Slovak Republic. Significant efforts have recently been made to enhance VAT
compliance but these should be carefully evaluated and further supported.

The Slovak Republic raises relatively little revenue from environmentally related taxes and the
implicit tax rate on energy is low (OECD, 2014c). There is substantial scope for environmentally related
tax reforms. Heating and process energy use accounts for the largest share in total energy use and CO,-
emissions in the Slovak Republic. As a result, a more harmonised tax treatment of heating and process
energy use would raise substantial tax revenues and provide incentives to mitigate CO,-emissions. This
could be achieved by increasing taxes on all fuels used for heating and processing up to the standard rate
per unit of energy for natural gas. Ad quantum excise duties could also be indexed for inflation to help
prevent the decline in environmentally related tax revenues in real terms over time. Moreover, the Slovak
Republic should consider eliminating the gasoline-diesel taxation differential. A gradual increase in the
taxation of diesel could also be used to lower the burden from direct taxes, although there might be limited
scope for such an increase in the short run without similar rate increases in neighbouring countries to
prevent fuel tourism. Company cars should also be taxed more effectively within the PIT. Lastly, the
support for electricity production with lignite should be eliminated. Instead, the tax on electricity
consumption could be increased and the exemption of the electricity tax for households could be abolished
to increase incentives for a more efficient use of electricity. The government could compensate lower
income households through targeted tax or benefit measures.

Recent changes to the CIT rate have increased the tax burden on businesses. The previously low CIT
rate contributed to making the Slovak Republic an attractive location for foreign businesses. While the
Slovak statutory CIT rate is still relatively low compared to other OECD countries, it is now the highest
among V4 countries. In this context, the Slovak Republic should avoid further CIT rate increases to remain
competitive. The Slovak Republic has taken steps to fight Base Erosion and Profit Shifting (BEPS); it
introduced thin-capitalisation rules for related parties in 2015 and adopted domestic transfer pricing rules
to address avoidance issues arising from shifting profit from profit-making to loss-making companies as
well as to companies benefitting from investment tax incentives. The Slovak government should continue
its efforts to fight against international tax avoidance and evasion and to implement BEPS counter-
measures in a multilateral approach as proposed under the OECD/G20 plan. The Slovak Republic should
also streamline the process for granting corporate tax incentives. The recently introduced R&D tax
deduction is generous and has the potential to stimulate innovation but creates new opportunities for tax
planning and evasion and therefore calls for tax administration improvements. Finally, as with VAT, non-
compliance is a major issue. One fifth of companies have not paid any CIT in eight consecutive years. The
recently adopted minimum corporate income tax and the tightening of loss carry-forward rules might
improve the situation in the short term but should be reassessed once efforts have been made to strengthen
the tax administration’s capacity to better enforce the CIT.

Reforms in labour taxation have also been introduced recently to make the tax system more
progressive, reduce distortions between different labour contracts and lower tax wedges for low-income
workers. However, the government will need to evaluate whether these reforms have achieved their
objectives. PIT remains relatively low but the overall tax burden on labour income is high due to the
Slovak Republic’s strong reliance on SSCs. A high tax wedge on labour income tends to price low-skilled
workers out of the labour market, which is problematic given the country’s low-skilled labour intensive
industries. The recent reform which exempts previously long-term unemployed workers for twelve months
from SSCs seems to provide the right incentives at limited budgetary cost but a more structural reform to
lower the costs of hiring lower-skilled workers might be needed. The introduction of a second PIT bracket
has also been a step to increase the tax system’s progressivity although it is likely to have remained low.



Finally, while the SSC reforms have reduced distortions between different types of labour arrangements, a
substantial gap remains between the effective tax burdens of regular and self-employed workers.

Finally, the paper shows that the taxation of personal capital income is relatively low in the Slovak
Republic. Increasing taxes on personal capital income would help raise additional revenues as well as
enhance progressivity as richer households typically earn more capital income. The Slovak Republic may
consider replacing the health contributions on dividend income by introducing a standard tax on dividends
which would enhance progressivity and lower compliance costs. Other tax privileges for savings could be
phased out. In particular, the rationale for maintaining the tax exemption on capital gains from property
sales after five years of ownership is weak as it creates distortions by encouraging individuals to invest in
real estate over other types of assets and investments.



Chapter 1

THE TAX SYSTEM IN THE SLOVAK REPUBLIC: SETTING THE STAGE

In 2004, the Slovak Republic introduced a fundamental tax reform which set the rates for the personal
income tax (PIT), the corporate income tax (CIT) and the value-added tax (VAT) all equal to 19%. With
this reform, the Slovak Republic became the first OECD country to have a flat PIT. The tax reform also
broadened the PIT base by eliminating almost all tax reliefs, but increased the basic allowance to offset the
tax rate increase for low-income workers. At the same time, the Slovak government reduced social
assistance benefits and shifted the tax burden from direct to indirect taxation (Box 1).

The 2004 tax reform succeeded in making the Slovak Republic’s tax system simpler and more
transparent. It strengthened incentives to work, invest and set up a business. It also reduced distortions in
the allocation of capital and, as a result of considerable base broadening, prevented further efficiency
losses. However, the tax system that was put in place also had a number of weaknesses which became
apparent over time, in particular the low amounts of tax revenues it generated, the poor levels of tax
compliance as a result of a weak tax administration, and the high social security contribution (SSC) rates.

Box 1. The 2004 Flat Tax Reform

In 2004, the Slovak government introduced a comprehensive tax reform aimed at attracting more foreign
investment, improving labour market flexibility and strengthening work incentives. The reform radically changed the tax
system by making the tax rates of PIT, CIT and VAT all equal to 19%. Before the tax reform, the PIT system had five
income brackets, with marginal tax rates varying from 10% to 38%. The CIT rate was at 25% and the VAT had a
standard rate of 20% and a reduced rate of 14%. With this reform, the Slovak Republic became the first OECD country
to have a flat PIT, although some non-OECD countries in Central and Eastern Europe had already introduced such a
tax.

Together with these changes in tax rates, many exceptions, exemptions and special regimes were eliminated.
The basic allowance in the PIT was increased, however, to maintain some degree of progressivity and to offset the
increase in marginal tax rates for low-income households. The 2004 tax reform did not significantly increase overall
(post tax and transfer) income inequality.

The tax reform turned out to be broadly revenue neutral as a result of the shift from direct to indirect taxation. A
comparison of the estimated tax revenues that would have been collected in 2004 in the absence of reform and the
revenues actually collected suggests that the decline in PIT and CIT revenues was almost entirely compensated by the
increase in VAT and excise revenues.

The reform succeeded in making the tax system simpler and in enhancing economic efficiency. In addition, the
introduction of the flat tax contributed to preserving the attractiveness of the Slovak Republic as a business location for
domestic and foreign investors.

However, the tax system continued to suffer from a number of weaknesses. Because SSCs remained high, the
overall tax burden on labour remained substantial. The tax wedge for low-income workers was particularly burdensome
in light of the low skills of a large part of the labour force. The presence of high SSCs means that there continued to be
gains from income shifting between capital and labour income. In addition, various elements of the 2004 reform tended
to change disposable income in favour of more affluent households including the move to a single PIT rate and the
shift from direct to indirect taxation.

Ten years after this fundamental tax reform, this paper aims at evaluating some of the key
characteristics of the Slovak tax system. The paper also examines the more recent reforms that the Slovak
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government has already implemented to address some of the weaknesses of the tax system (Box 2). Among
these reforms were the introduction of a second PIT bracket and rate to increase the progressivity of the
PIT system as well as an increase in the statutory CIT rate to raise additional tax revenues. More recently,
the Slovak Republic also introduced measures to counter VAT fraud, a minimum corporate income as well
as a targeted SSC exemption for the long-term unemployed.

Box 2. The main tax reforms introduced in 2013 and 2014

Corporate income tax
e  The CIT rate was increased from 19% to 23% in January 2013.
° In 2014, the CIT rate was lowered to 22%.

o In 2014, a minimum corporate income tax was introduced. The minimum tax is either EUR 480, EUR 960 or
EUR 2,880, depending on the company’s turnover and whether it is registered for VAT.

® |In 2014, tax loss carry forward rules were tightened. Under the new rule, tax losses may only be carried
forward for a period of up to four years (as opposed to seven previously).

Personal income tax

e A second tax bracket and tax rate of 25% was introduced in January 2013. This rate is applicable to taxable
income exceeding 176.8 times the valid subsistence minimum (for 2013 the threshold amounts to EUR
34,401.74 a year). Taxable income up to that threshold is taxed at a rate of 19%.

e As of 2013, the conditions to be entitled to the spouse allowance were made more restrictive. The spouse
allowance is limited to a spouse who takes care (not necessarily personally) of a child up to 3 years old (or 6
years old if the child is disabled), or who receives a nursing allowance or who is unemployed or disabled.

e As of 2013, the possibility of deducting 40% of expenses without any bookkeeping for self-employed
workers was limited to EUR 5,040 per year or EUR 420 per month.

Social security contributions

e As of January 2013, the assessment base to calculate SSCs for self-employed workers was adjusted by
increasing its minimum level. It is also gradually being broadened by reducing the coefficient that previously
lowered the base.

e InJanuary 2013, SSCs were introduced for temporary workers to match those of regular employees.
® InJanuary 2013, the SSC ceiling was raised for all employment types.

e In November 2013, an SSC exemption was introduced for the low-paid long-term unemployed for the first 12
months of employment.

° As of January 2014, the health contribution rate from dividend income increased from 10% to 14%

Value added tax

e  Many VAT counter-fraud measures were adopted as part of the 2012-2016 Action Plan to Combat Tax
Fraud. Key measures adopted in the first and second stages aimed at cleaning up the VAT registry as well
as fighting internal corruption and detecting major tax fraud cases. Efforts in the third stage of the Action
Plan will focus on improving tax collection, in particular through a better collection and centralisation of
information and the introduction of an Electronic Registry of Insolvent Entities.

In order to set the stage for a more detailed discussion in Chapter 2, Chapter 1 starts by giving a brief
overview of the Slovak Republic’s economic situation and outlook. A critical question in this paper is
whether the Slovak Republic’s current tax system and recent reforms are adapted to the economic
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challenges that the country faces. The chapter then describes the evolution of the overall tax burden and
debt levels over time. Finally, the chapter examines the structure of the tax burden in the Slovak Republic
and the progressive decline of implicit tax rates.

1.1 Economic context and outlook

The Slovak Republic has been one of the most dynamic economies in the euro area. Over the past
decade, it has continued to converge towards the living standards of advanced OECD countries at a fast
pace. Its gross domestic product (GDP) per capita growth was the highest in the OECD between 2001 and
2011. The income gap relative to the upper half of OECD countries narrowed from over 60% in the early
2000s to close to 40% (OECD, 2013c).

With the financial crisis, the Slovak Republic experienced one of the steepest declines in real GDP but
also one of the fastest recoveries among OECD countries. The evolution of the Slovak economy mirrored
developments in world trade as the country is highly dependent on exports. GDP contracted by 5.3 % in
2009 but rapidly picked up again, with GDP growth reaching 4.8% in 2010. Growth slowed down again
between 2010 and 2013. In 2014, economic activity gathered pace and growth is projected to accelerate in
2015-2016 thanks to stronger export markets, investment and domestic demand.

Box 3. The Slovak Republic’s main economic challenges

Support robust growth: Despite a fast recovery from the crisis, the Slovak Republic’s economic growth is
projected to remain below pre-crisis levels. The Slovak Republic needs to strengthen its domestic production base and
expand its sources of growth.

Maintain fiscal consolidation: The general government deficit reached 2.6% of GDP in 2013 and is expected to
remain below 3% of GDP in the coming years. Nevertheless, it is subject to long-term risks, especially as the costs
related to ageing are expected to rise.

Boost employment, particularly long-term and youth employment: The Slovak labour market was hit hard by
the crisis: aggregate unemployment, youth unemployment and particularly low-skilled and long-term unemployment
are among the highest in the OECD. Improving workers’ skills levels and labour market outcomes will require broad-
based education and up-skilling, labour market and tax reforms.

Support new drivers of growth: The Slovak Republic’s economy has relied to a large extent on foreign
investment in low-value added, wage-cost sensitive and export-oriented activities. The objective for the Slovak
Republic will be to diversify and upgrade its supply capacity which will ultimately require investments in skills and
innovation.

Support inclusive growth: Although inequality remains below OECD average levels, preventing inequalities
from rising will be an important challenge in the Slovak Republic. This is in part due to the relatively high and rising
unemployment figures, particularly long-term, low-skilled and youth unemployment, which could lead to an increase in
inequalities. Also the regional inequality in the Slovak Republic, which is amongst the highest of OECD countries
(OECD, 2014c), poses many challenges.

However, the Slovak Republic is faced with a number of economic challenges which will need to be
addressed in order to ensure durable economic growth which benefits everyone in the long run. The Slovak
Republic faces an ageing population, a persistently high unemployment rate, a skills deficit and, as the
economy heavily relies on the inflow of foreign direct investment, an increasing vulnerability to the
intensifying global competition for mobile capital. In addition, the fiscal room gained in the run-up to the
euro accession quickly narrowed during the crisis, and public debt has increased considerably since 2008;
the Slovak Republic exited from the Excessive Deficit Procedure after several years of fiscal consolidation
in 2013. Box 3 gives an overview of the Slovak Republic’s main economic challenges.




1.2 Evolution of the tax burden and debt level
The Slovak Republic’s tax burden has sharply declined and is now well below the OECD average

The Slovak Republic’s overall tax burden is well below the OECD average. In 2013, tax revenues in
the Slovak Republic equalled 29.6% of GDP, 4.5 percentage points below the unweighted OECD average
of 34.1% and several percentage points below the other Visegrad Group (V4) countries (Hungary, Poland,
and Czech Republic) (Figure 1). Box 4 nevertheless explains that cross-country comparisons of tax-to-
GDP ratios should be interpreted with caution.

Figure 1. Tax-to-GDP ratios, OECD countries 2013
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Source: OECD Revenue Statistics (2014).

Notes: * Indicates that 2012 figures are used because 2013 figures are not available. ** Calculated by applying the unweighted
average percentage change for 2013 in the 29 countries providing data for that year to the overall average tax to GDP ratio in 2012.

Box 4. Factors influencing the international comparison of the Slovak tax-to-GDP ratio

The following factors contribute to a comparatively lower tax-to-GDP ratio in the Slovak Republic.

The taxation of social benefits. In some countries (e.g., Scandinavian countries), social benefits are generally
taxable, and thus the pre-tax amounts paid to citizens are higher than in other countries where benefits are not taxable
and citizens receive the same after-tax amounts. As a result, countries with taxable social benefits will have higher tax-
to-GDP ratios (and also higher expenditure-to-GDP ratios) than those with tax-free social benefits, even if the after-tax
benefit amounts are equal. The Slovak Republic is one of the OECD countries where direct taxation of benefit income
is the lowest (OECD, 2012a). This pushes down the Slovak Republic’s tax-to-GDP ratio relative to most other
countries.

Non-tax compulsory payments (NTCPs). As a number of other OECD countries, the Slovak Republic levies non-
tax compulsory payments. These payments either increase the employer’s labour costs or reduce the employee’s net
take-home pay in the same way as taxes but do not qualify as taxes or social security contributions. Therefore, NTCPs
do not affect a country’s tax-to-GDP ratio (Brys, 2011).

The exemption of dividends. The Slovak Republic does not tax dividends under the PIT as of 2004. Hence
revenues from state-owned enterprises come only in the form of non-tax revenues.




Tax-to-GDP data over time shows that the Slovak Republic’s overall tax burden experienced a
continuous decline between 1995 and 2012. Figure 2 shows a general downward trend in tax-to-GDP ratios
among V4 countries since the mid-1990s but this decline was more pronounced in the Slovak Republic,
where the tax-to-GDP ratio fell from 39.6% in 1995 to 28.1% in 2012. Several factors help explain the
decline in the Slovak Republic’s tax-to-GDP ratio:

A decline in statutory tax rates. There were substantial reductions in the top PIT rate, the standard
VAT rate and the CIT rate, in particular as part of the 2004 tax reform. However, the short-term
impact of the 2004 tax reform on government revenues was quite modest (Krajéir and Odor,
2005). Base broadening measures partly offset the revenue effects of tax rate reductions.

Changes in the relative composition of GDP, possibly partly driven by tax reforms. The share of
compensation of employees', which is a proxy for the PIT and SSC base, in GDP decreased from
39.2% in 1995 to 37.2% in 2012 while the share of gross operating surplus, which is a proxy for
the CIT base, in GDP increased from 51.2% to 54.3% over the same period. Since the combined
tax rate of PIT and SSC is higher than the CIT rate, this development contributed to a decrease in
the tax-to-GDP ratio.

The erosion of real revenues from excise duties and property taxes because these taxes and/ or
their tax bases were not sufficiently indexed for inflation and because revenues did not increase
with real economic growth.

The accession to the EU in 2004 which abolished import duties and charges which amounted on
average to 2.4% of GDP in 1995-2000 and 1.3% of GDP just before joining the EU.

The pension reform implemented in 2005 which allowed individuals to redirect 9% of their gross
wages from the public pay-as-you-go (PAYG) system towards private pension funds (second
pension pillar). This decreased the rate of employer SSCs by 9 percentage points. Overall, the
introduction of the second pillar lowered government revenues on average by 1.2% of GDP in the
period 2006-2011. However, as of September 2012, the pension sharing scheme was modified
again: the compulsory contribution rate to the second pension pillar was reduced to 4% and the
employers’ SSC rate increased from 26.2% to 31.2%.

Widening VAT, PIT and CIT gaps as a result of increased tax evasion and tax planning
behaviours by households and businesses and the difficulties faced by the tax administration to
tackle these issues.

Compensation of employees is defined as the total remuneration, in cash or in kind, payable by an enterprise to
an employee in return for work done by the latter during the accounting period.

8



Figure 2. Tax-to-GDP ratios, the Slovak Republic and other V4 countries, 1995-2013
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Source: OECD Revenue Statistics (2014).

However, after a period of continuous decline, data for 2013 shows an increase of about 1.5
percentage points in the Slovak Republic’s tax-to-GDP ratio. As explained in more detail further, the main
factors that have driven this recent increase in tax revenues have been higher VAT revenues as a result of a
more efficient administration of the tax system, fiscal consolidation measures, and the fact that part of the
pension contributions which previously had to be paid to a private pension fund are now paid to the
government.

The Slovak Republic’s fiscal position deteriorated with the crisis and is subject to longer-term pressures

Prior to the financial and economic crisis, the decrease in tax revenues was accompanied by a
significant reduction in public expenditures. Therefore, the budget deficit did not rise during that period. In
fact, between 2000 and 2008, public finances improved markedly with the budget deficit dropping from
levels as high as 12.1% of GDP in 2000 to 1.9% in 2007 (Figure 3, left-hand panel). Reflecting positive
developments in the budget balance, gross debt as a share of GDP also declined noticeably, reaching
28.2% of GDP in 2008 (Figure 3, right-hand panel).

As in most OECD countries, however, the crisis and its aftermath generated significant fiscal
consolidation needs and the debt level has increased sharply since then. The deficit increased to 8% of
GDP in 2009 but narrowed again gradually to 2.6% of GDP in 2013 thanks to substantial consolidation
efforts. Public debt reached 54.6% of GDP in 2013.

Based on preliminary Eurostat deficit and debt data (April 2014).
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Figure 3. Public expenditures, tax revenues, budget balance and gross debt (% of GDP), the Slovak Republic,
1995-2013
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In the longer run, the Slovak Republic’s rapidly ageing population could make fiscal consolidation
more challenging. As the European Commission (2012, 2013b) noted, the Slovak Republic faces long-term
risks, particularly related to the budgetary costs of ageing. The EC Report estimated the impact of ageing
on debt and concluded that, under a “no policy change” assumption, debt would increase from 55.9% in
2014 to 61.9% of GDP in 2020 and reach 91.6% in 2030. Although the Report does not take into account
the recent pension reforms which should improve the country’s long-term debt sustainability (Box 5), it is
clear that cutting expenditures and/or increasing tax revenues will be necessary in order to avoid debt
increases in the medium to long run.

Box 5. Main changes to the pension system in 2012 and 2013

Changes to the pension system in 2012 are expected to reduce pension expenditures by almost 3.0% of GDP in
2060 and improve the Slovak Republic’s fiscal stance. The main elements of the 2012 and 2013 pension reforms

included:

Increasing the sustainability of the PAYG pillar:

e  Linking the retirement age to the life expectancy.

e  Changes to the indexation mechanism of existing pensions — a switch to inflation-based indexation starting
from 2018. Between 2014 and 2017, the weight of inflation in the total pension index will increase by 10
percent each year while the weight of nominal wage growth will decrease by 10 percentage points each

year.

®  Increase in the maximum assessment base for pension contributions from 4 to 5 times the average wage.

Changes to the fully-funded pillar:

e  Contributions to the second pillar have been reduced from 9% to 4% of the assessment base. From 2017
onwards, this contribution rate will gradually grow by 0.25 percentage points per year until a rate of 6% is

reached.

e  The entry into the second pension pillar is voluntary for new labour market entrants.
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e  The minimum participation period in the second pillar has been reduced.

Changes in the social security scheme of the police and armed forces (as of 2013):
®  Increase in the minimum contribution period and in the maximum replacement rate
e Increase in the minimum service years to be entitled to temporary pension benefits

e  The contribution rate to the pension system of armed forces has been increased from 21% to 24% for the
employer and from 9% to 11% for the employee

e  Unification of the indexation mechanism with the universal pension system (effective as of 2018)

13 The tax mix
The Slovak Republic collects most of its tax revenues from SSCs and VAT

As shown in Figure 4, the Slovak Republic’s tax-to-GDP ratio and tax mix diverge from OECD
patterns. In particular, the Slovak Republic relies substantially more on SSCs than other OECD countries.
In 2013, revenues from SSCs amounted to 13.3% of GDP against an average of 9.0% in the OECD (these
figures do not include non-tax compulsory payments in the Slovak Republic which amounted to 0.6% of
GDP). Revenues from PIT, on the other hand, were considerably below the OECD average, accounting for
only 2.5% of GDP. Taxes on goods and services as a share of GDP were somewhat below the OECD
average but constitute the Slovak Republic’s second largest source of tax revenues. CIT revenues
accounted for about 2.6% of GDP, which is close to the OECD average of 2.9%.

The Slovak Republic’s tax structure is similar to tax mixes in V4 countries, however. Tax mixes in
other V4 countries are also characterised by a high reliance on SSCs and VAT and more limited revenues
from PIT as a share of total tax receipts in comparison to the OECD average (Figure 4). Some differences
nevertheless exist between the Slovak Republic and other V4 countries. For instance, CIT revenues
account for a greater share of total tax revenues in the Slovak Republic than in Poland or Hungary.
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Figure 4. Tax-to-GDP ratio by category and tax mix as a percentage of total tax revenues, the Slovak Republic
and selected countries, 2013
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As Figure 5 illustrates, compared to 2005, the tax-to-GDP ratio has fallen for each major category of
tax. Consumption taxes, SSCs, and the CIT recorded the sharpest declines. The right-hand panel in Figure
5 shows the changes over time in the revenues from each category of tax as a percentage of total tax
revenues.

Figure 5. Tax-to-GDP ratio by category and tax mix as a percentage of total tax revenues, the Slovak Republic,
1995-2013
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The Slovak Republic’s tax mix is relatively distortive. According to the OECD Tax Policy Reform
and Economic Growth study (OECD, 2010), taxes can be grouped based on their potentially distortive
effects on growth. The study shows that less distortive taxes include consumption taxes, recurrent property
taxes, and real estate and inheritance taxes, while corporate income taxes, personal income taxes, social
security contributions, and taxes on financial and capital transactions tend to be more distortive. In the
Slovak Republic, revenues from less distortive taxes account for below 40% of total tax revenues but this
share is similar to the one observed in other V4 countries.
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The Slovak Republic does not collect any revenues from recurrent taxes on net wealth, inheritance
and gift taxes or taxes on financial and capital transactions. Transaction taxes — unlike recurrent real
property taxes (see below) — are considered as detrimental to growth and should generally be avoided. A
real estate transfer tax, for example, increases the costs of relocation and likely decreases labour mobility.
However, taxes such as inheritance taxes do not negatively affect growth.

Revenues from property taxes are particularly low

Figure 5 shows that revenues from property taxes are particularly low. The Slovak Republic collects
revenues from recurrent taxes on immovable property only. In 2013, property tax revenues amounted to
0.45% of GDP, which was similar to the level in the Czech Republic (about 0.47%), but less than in
Hungary (1.2%) and in Poland (1.3% in 2012) and substantially less than in the OECD on average (about
1.8% in 2011).

There is a strong case for strengthening the role of taxes on immovable property. Key arguments
include the immobility of the tax base and the common under-taxation of property, which often leads to
over-investment in immovable property and under-investment in other forms of savings. With regard to the
specific form of property taxes, recurrent taxes are less distortive than transaction taxes (OECD, 2010).
According to Norregaard (2013), it would be feasible in many developed countries to increase revenues
from property taxes, and in particular recurrent taxes on immovable property, to about 2% of GDP or
more.

To raise more revenues from recurrent taxes on immovable property and make the system more
equitable, the Slovak Republic should also move forward with plans to levy the tax on a tax base which
reflects the market value of the property as opposed to the number of square metres. This would require a
better land registry. The Slovak Republic could also consider options to address the political obstacles that
come with raising taxes on immovable property. For instance, tax increases could be introduced gradually.
A minimum amount of the property value could also be exempted or provisions could be adopted to
support individuals who face difficulties in paying the tax.

Implicit tax rates have generally been declining

The comparison of taxes as a share of GDP might only give limited information on the effective tax
burden imposed on different economic functions (consumption, labour, capital). For instance, a high share
of labour taxes in GDP may be due to different factors. It may reflect high PIT and SCCs but it may also be
the consequence of a relatively large share of labour income in GDP. This section therefore complements
the tax-to-GDP decomposition with information on implicit tax rates (ITRs). ITRs express aggregate tax
revenues as a share of the (maximum possible) tax base. The ITR on consumption is calculated as a ratio of
revenues from consumption taxes to final domestic household expenditure; the ITR on labour is calculated
as a ratio of labour income tax revenues to total compensation of employees; and the ITR on capital is the
ratio of corporate income tax revenues, revenues from the taxes levied on self-employed income, and
revenues from taxes on capital gains (in addition to the revenues from some other taxes) to net operating
surplus of corporations, net mixed income of self-employed, and certain elements of property income.

As in other countries, the taxation of labour is significantly higher than the taxation on consumption
and capital although it has declined over the 1995-2011 period (Figure 6). Indeed, the ITR on labour
dropped from 38% to 32% while it fell by about 2 percentage points in other EU countries. The ITR on
consumption decreased from 26% to about 19% while it stayed roughly constant in other EU countries.
Finally the ITR on capital dropped from 35% to 15% while it remained relatively stable in other countries.
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Chapter 2

INDIVIDUAL TAX DESIGN IN THE SLOVAK REPUBLIC

Chapter 2 provides a tax-by-tax assessment of the Slovak tax system. It examines value-added tax
(VAT), environmentally related taxes, corporate income tax (CIT) and labour taxes. The main focus of the
VAT section is on the distributional impacts of the VAT system and the low levels of VAT compliance.
The environmentally related tax section discusses how the tax system could be made “greener”. The CIT
section concentrates on the recent changes in the tax rate, tax incentives and non-compliance. The final
section of the chapter addresses labour taxation and its main features including the relatively low revenues
from personal income tax (PIT), the high level of social security contributions (SSCs), the favourable tax
treatment of families, changes in progressivity and the government response to tax-induced distortions
between different labour arrangements. The tax treatment of different forms of capital income and their
impact on individuals’ savings behaviours is also examined.

2.1 Value added tax
The Slovak Republic has a standard VAT rate close to the OECD average levied on a broad base

From 2004 to 2010, the standard VAT rate in the Slovak Republic was set at 19%. It was raised to
20% as of 2011. It is currently slightly above the OECD average rate of 19.1% but below the averages of
European OECD countries (21.4%) and other Visegrad Group (V4) countries (23.7%) (Figure 7, right-
hand panel). The scope for raising the standard VAT rate in the future may be limited given the Slovak
Republic’s high compliance gap (see below).

Figure 7. VAT rates (in %) in the Slovak Republic and the OECD
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The Slovak Republic had a reduced VAT rate of 14% which was abolished in 2004. A reduced rate of
10% was re-introduced in 2007 (Figure 7, left-hand panel). Nevertheless, the use of the reduced VAT rate
is relatively limited, applying only to some merit goods (e.g., books and sheet music) and some necessities
(e.g., medical supplies). In fact, the Slovak Republic is among the few OECD countries with a very limited
number of products subject to the reduced VAT rate. The use of exemptions is generally in line with other
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EU countries and most other OECD countries. The comparison of VAT systems in V4 countries shows that
the Slovak Republic has the broadest VAT base while Poland has the narrowest base (Table 1).

Table 1. VAT rates in V4 countries, 2014

Tax rates (%)
standard reduced

Supplies subject to reduced rate(s)

e Pharmaceutical and certain other medical products
Books
Sheet music

Foodstuffs and non-alcoholic beverages

Supply of water

Transport of passengers

Books newspapers

Pharmaceutical products

Admission to shows, theatres, circuses etc.
Provision, construction, renovation and alteration
of housing

Supply of services by writers and composers

Pharmaceutical products
Medical equipment and aids
Books and newspapers
District heating

Instrumental music

Milk, dairy products, cereals, flour
Hotel accommodation
e Entrance to open air festivals

¢ Foodstuffs and non-alcoholic beverages
Books and newspapers

Supply of water

Pharmaceutical products and medical equipment
Transport of passengers

Admission to shows, theatres, circuses etc.
Reception of radio and television

Provision, construction, renovation and alteration
of housing

Hotel accommodation

e Supply of services by writers and composers

e Admission to sporting events, use of sporting
facilities

Slovak Republic 20 10

Czech Republic 21 15

€]
e o o o o

Hungary 27

18

Poland 23

Source: Taxes in Europe Database. Note: The list of supplies subject to reduced rate is non-exhaustive.

The VAT system and limited use of reduced rates does not significantly affect the distribution of income

An important concern regarding VAT systems is related to their distributional effects. This section
analyses this question based on results from consumption tax micro-simulation models developed by the
OECD (OECD and Korea Institute of Public Finance, 2014). The left-hand panel of Figure 8 shows
average VAT payments as a share of disposable income across 20 OECD countries as well as in the Slovak
Republic. The graph suggests that VAT payments are regressive, on average, with the VAT burden as a
share of disposable income decreasing with income. However, these results are driven by savings
behaviour. Savings rates tend to increase with income, meaning that higher income households will tend to
have proportionately less of their income subject to VAT in the current year and therefore pay less VAT as
a proportion of income in the current year than poorer households. In effect, such an approach ignores the
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fact that when these savings are consumed in the future, they will incur VAT. The right-hand panel of
Figure 8 shows VAT payments as a share of pre-tax expenditure across income deciles. This approach
removes the influence of borrowing and saving from the analysis, thereby providing a better picture of the
lifetime impact of the VAT. In this case, the graph shows a slight progressive pattern, challenging the
common perception that VAT is regressive. The slight progressivity is explained by the fact that higher
income households tend to spend a greater share of their total expenditure on standard rated goods and
services rather than on reduced rated or exempted goods and services. In both cases, patterns in the Slovak
Republic are similar to average trends in the OECD.

Figure 8. Effective VAT rate across income deciles as % of disposable income and pre-tax expenditure in a
selection of OECD countries® and the Slovak Republic
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Source: OECD consumption tax micro-simulation model

The effectiveness of reduced VAT rates in redistributing income towards poor households can also be
examined. Results from the OECD micro-simulation exercise show that the combined effect of all reduced
VAT rates in the Slovak Republic is relatively proportional. As a whole, reduced VAT rates provide a
greater benefit in aggregate terms to richer households than poorer households, but a similar benefit to all
households in relative terms. The reduced rate for pharmaceuticals is progressive as it provides a greater
proportional benefit to poorer households than richer households but the reduced rate on books is
regressive as it provides both a greater aggregate and proportional benefit to richer households. However,
in both cases, goods and services subject to reduced VAT rates represent a very small share of total
expenditure.

Micro-simulation can finally be used to estimate the impacts of a hypothetical tax reform such as the
introduction of a reduced VAT rate on food and non-alcoholic beverages. As shown in Figure 9, the
introduction of such a reduced rate in the Slovak Republic would generate a slightly more pronounced
decrease in VAT-to-income and VAT-to-expenditure ratios for lower income households. In other words,
the effective VAT rate paid by poorer households would drop more than the effective rate paid by richer
households.

The model used includes data for (with year of data in parenthesis): New Zealand (2013); Chile and Korea
(2012); Belgium, the Czech Republic, Estonia, Greece, Hungary, Italy, Luxembourg, Poland, the Slovak
Republic, Slovenia, Spain; Turkey and the United Kingdom (2010); Austria (2009); Germany (2008); Ireland
and the Netherlands (2004).
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Figure 9. VAT across deciles, the Slovak Republic, 2010
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In absolute terms, however, the analysis shows that individuals in the lowest decile would benefit on
average by EUR 128 annually, while individuals in the highest decile would benefit, on average, by
EUR 203 (Figure 10). Thus, while a reduced rate on food would have a small progressive impact, it is a
poorly targeted reform as richer households would gain significantly more in absolute terms. More
generally, this suggests that reduced VAT rates are not the most effective way to compensate poorer
households and that progressivity should be enhanced through other reforms. Hence, in the future, the
Slovak Republic should maintain its limited use of exemptions and reduced VAT rates.

Figure 10. Annual benefit from a hypothetical tax reform in the Slovak Republic across income deciles
(EUR)
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Source: OECD consumption tax micro-simulation model

The Slovak Republic has a high VAT compliance gap

Even if there are methodological issues with VAT gap analysis (Box 6), the Slovak Republic’s VAT
gap, which measures the difference between the expected VAT receipts if all the VAT due is collected and
the VAT actually collected, is high compared to other EU countries. According to a study by Barbone et al.
(2014), it reached 39% of potential VAT revenues or 3.9% of GDP in 2012 which were respectively the
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second and the third largest VAT gaps in the EU. Furthermore, the VAT gap has been progressively
widening, increasing by about 12 percentage points over the period of 2000-2012 (Figure 11, right-hand
panel). Indeed, bringing the efficiency of VAT revenue collection up to the OECD average could raise
significant additional tax revenues in the Slovak Republic.

Figure 11. VAT gap (in % of GDP) in EU countries in 2012 and in the Slovak Republic, 2000-2014
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Box 6. VAT gap estimation

The VAT gap is estimated as the difference between the theoretical VAT liability and the actual collections of
VAT. The calculations of the theoretical VAT liability done by Reckon (2009) and CASE and CPB (2012) used a top-
down approach. The top-down approach uses national accounts figures as a starting point and calculates two
elements of the theoretical VAT liability: the VAT paid by final consumers and the VAT paid by producers. Final
consumers pay VAT on purchases of taxable goods and services, while producers pay VAT on inputs when producing
non-taxable or exempt goods and services. The quality of such estimates thus depends on the completeness of
statistical data, including estimates of the size of the undeclared economy conducted by statistical offices.

There are other minor methodological issues, e.g. it is important to ensure that the impact of the VAT registration
threshold is properly factored into the analysis, as the threshold lowers VAT revenues. Reckon (2009) does make
such an adjustment, but it appears to be quite modest. Novysedlak and Palkovi¢ova (2012) do not take this impact
into account.

Another approach would be a “bottom-up” or micro-level estimate of the VAT revenue loss. It would involve
selecting firms (VAT payers) for audits. Selection bias would be a key issue to address, as only firms that are
registered for VAT purposes could be selected. Firms unlawfully claiming refunds are already part of the system, but
companies underreporting their sales might not. Nevertheless, as highlighted by a presentation by Switzerland at a
workshop held by the OECD’s CFA Working Parties No. 2 (on tax policy and statistics) and No. 9 (on VAT) on the
economics of VAT in May 2012, a “bottom-up” estimation of the VAT gap, while likely providing a lower bound, can
provide more detailed insights by decomposing the revenue loss into different components (e.g., underreported
turnover, errors in claims for refunds, use for private purpose, etc.).

Calculation based on data from tax returns and adjusted for the one-off effect of VAT from PPP projects. No
miscellaneous adjustments have been made compared to the EU VAT gap calculations. l.e. in contrast to the
EU VAT gap calculations, the results presented in this report have not been adjusted for the impact of the
registration threshold, among other adjustments made in the EU VAT gap calculations.
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About 80% of the Slovak Republic’s VAT gap is concentrated in wholesale, retail sales and
transportation, construction, manufacturing, agriculture and professional services. These results
(Figure 12) are based on current work carried out by the IFP, building on the IMF’s “Revenue
Administration — Gap Analysis Programme” (RA-GAP) methodology®. A better understanding of the
sectoral breakdown of the VAT gap helps target more effectively controls by the tax administration and
anti-fraud policies. The IFP and the Slovak tax administration could seek to increase the reliability and
usefulness of these sectoral results by combining a top-down analysis (using macro indicators) with a
bottom-up approach (using tax return data) to estimate tax evasion.

Figure 12. VAT gap by sectors (EUR millions), 2008-2010 average6
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VAT revenue losses result from the high VAT registration threshold, inflated refund claims and fraud

A first explanation for the Slovak Republic’s large VAT compliance gap is the high registration
threshold for small businesses (see also footnote 4). At EUR 49,790, this threshold is high compared to
other V4 countries whose thresholds range from EUR 19,432 (Hungary) to EUR 36,359 (Czech Republic)
(Figure 13). The appeal of a high threshold stems from the fact that a relatively small proportion of firms
typically account for a very large proportion of potential VAT revenue. A high threshold thus saves scarce
administrative resources and reduces compliance costs for taxpayers. However, a high threshold has
revenue cost implications (although businesses below the threshold do not receive a refund for the VAT
they paid on their inputs) and may create tax avoidance and evasion opportunities. Therefore, the Slovak
Republic should seek to reduce VAT compliance costs for SMEs so that the VAT threshold could be
lowered, which would ultimately increase tax revenues and limit possibilities for tax avoidance.

The RA-GAP methodology is a top-down approach for estimating potential VAT, based on national accounts
supply-use tables, which allows the estimation of the VAT gap on a sectoral level.

Supply-use tables are published with a three-year lag. For the Slovak Republic, supply-use tables are available
for 2008-2010.
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Figure 13. VAT registration thresholds in European OECD countries (EUR), 2014
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The Slovak VAT system is also characterised by a very large amount of refunds. While refunds aim to
guarantee the neutrality of the VAT system, they may create incentives for excessive refund claims. An
OECD study (forthcoming) shows that VAT refunds in the Slovak Republic amount to almost 60% of
VAT revenues, which is one of the highest ratios among the countries covered in the study (Figure 14, left-
hand panel). the Slovak Republic’s high level of refunds may simply be a consequence of its large export
sector as exporters (who pay VAT on their purchases but have zero-rated export sales) are entitled to
refunds. However, it may also suggest the existence of refund fraud. Recent trends have nevertheless
shown a decrease in VAT refunds as a share of VAT collection (Figure 14, right-hand panel). From a
policy perspective, these figures highlight the need for a more in-depth analysis of the drivers of the Slovak
Republic’s large VAT refunds and for robust compliance checks to detect fraudulent refund claims.
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Figure 14. VAT refunds in 2013 in the OECD (left-hand panel) and in the Slovak Republic over time (right-
hand panel) (as a % of gross VAT revenues7)
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Source: Provisional figures, OECD 2015 (forthcoming) and Financial Administration of the Slovak Republic. Note: The black line in
the right-hand panel reflects the twelve month moving average.

Additional explanations for VAT revenue losses may include underreported sales, large unpaid VAT
liabilities and cross-border VAT fraud, in particular carousel fraud. Typical carousel fraud schemes involve
fraudsters importing goods VAT -free and charging VAT to their buyers. The sellers then disappear without
paying the tax while the buyers deduct the VAT they paid from their overall taxable income, generating a
loss in revenues.

To tackle the VAT gap, the Slovak government approved in May 2012 a comprehensive strategy
which contains a large number of measures aimed at combating VAT fraud (for more details, see section
3.1). Section 3.1 argues that the recently adopted VAT measures may have contributed to narrowing the
Slovak Republic’s VAT gap.

2.2 Environmentally related taxes
The Slovak Republic raises limited revenues from environmentally-related taxes

Revenues from environmentally related taxes in the Slovak Republic amounted to 1.8% of GDP in
2012 (Figure 15). This corresponds to 6.2% of total tax revenues. Environmentally related tax revenues
were below the unweighted average of all OECD countries, which reached 2.3% of GDP or 6.5% of total
tax revenues. The Slovak Republic’s neighbouring OECD countries — Czech Republic, Hungary, Poland
and Austria — all raise more revenues from environmentally related taxes as a percentage of GDP. Figure
15 also shows that revenues decreased more from their level in 2000 for the Slovak Republic (2.3% of
GDP in 2000) than for the unweighted average of all OECD countries (2.5% of GDP in 2000). One reason
for this decline in revenues is that ad quantum excise duties are not indexed for inflation in the Slovak
Republic. Indexing ad quantum excise duties for inflation would help to prevent environmentally related
tax revenues from declining in real terms over time.

! It corresponds to the sum of the gross tax liability and VAT collected on imports.
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Figure 15. Environmentally related tax revenues (% of GDP), 2000 and 2012
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Effective tax rates on different types of energy uses vary

More than 85% of all environmentally related tax revenues in the Slovak Republic in 2013 originated
from taxing energy use (OECD, 2014b). The remainder stems from taxing motor vehicles and other
environmentally related goods. The following discussion will therefore focus on taxes on energy use
notwithstanding that there may be other policy areas where environmentally related taxes could play a role.

Figure 16 shows effective tax rates on energy for transport, heating and process, and electricity use in
OECD countries. Transport fuel and electricity use are effectively taxed below the unweighted OECD
average in the Slovak Republic while the effective tax rate for heating and process energy use is slightly
above the unweighted OECD average.
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Figure 16. Effective tax rates on energy by categories of uses
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The taxation of energy for heating and process use is highly heterogeneous

Heating and process energy use accounts for 54% of total energy use in the Slovak Republic (OECD,
2013b). By contrast, transport and electricity represent respectively 16% and 29% of total energy use. In
comparison, the unweighted average of heating and process energy use in all OECD countries is only 34%
of total energy use. In terms of CO,-emissions heating and process energy use is even more significant in
the Slovak Republic. It accounts for 71% of the Slovak Republic’s CO,-emissions (OECD, 2013b).

While the effective tax rate for heating and process energy use is slightly above the OECD average,
the taxation of energy for heating and process use is highly heterogeneous. Currently only natural gas for
non-heating process use by industrial and commercial sectors is taxed at a non-negligible level of EUR 2.6
per Gigajoule (GJ) (EC, 2014b). Natural gas for heating use is only taxed at a reduced rate of EUR 0.37 per
GJ. Coal is only taxed at EUR 0.31 per GJ and additionally exempted from taxation for heating use by
households. Blast furnace gases and oil products other than fuel oil for heating and process use are not
taxed at all (OECD, 2013b). Given the large share of heating and process energy use in total energy use
and in total CO,-emissions, a more harmonised taxation of heating and process energy use could raise
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substantial revenues. Such a reform would also eliminate the seemingly arbitrary discrimination between
different fuels used for heating and processing as well as provide incentives to increase energy efficiency
and reduce emissions from burning fossil fuels.

Raising taxes on fuels used by industrial sectors might raise concerns that it would reduce the
competiveness of the industrial sector in the Slovak Republic. Recent empirical research on the
competitiveness effects of environmentally related taxation and emissions trading finds, however, that such
concerns are not necessarily justified (Martin et al., 2014 and preliminary OECD work). The empirical
evidence of the competitiveness impacts of introducing or increasing carbon and electricity taxes identifies
only very small impacts on competitiveness; carbon taxes however do significantly decrease energy
intensity. Empirical evaluations of the EU Emission Trading System (ETS) have found that the EU ETS
has lowered emissions but did not affect employment and output negatively.

Higher taxes on heating fuels for households may also raise concerns that poorer households would
bear a particularly large tax burden. Preliminary OECD analysis suggests that the taxation of heating fuels
in the Slovak Republic is mildly regressive but also that the financial burden for households from the
taxation of heating fuels is currently very low. Instead of increasing taxes on heating fuels drastically, the
Slovak government may therefore announce such a reform and introduce it gradually. Similarly to the
analysis on VAT reduced rates, the use of reduced taxes on household heating fuels is a poor way to
redistribute income as richer households typically gain more in absolute terms from such a lower tax than
poorer households. A first-best approach would therefore be to compensate poorer households for the
heating fuel tax increase through the benefit system.

In addition to the taxation of energy for heating and process use through domestic excise taxes per
unit of energy, some sectors included in the EU ETS are also subject to carbon pricing. In order to ensure
comparable levels of taxation and provide more incentives to mitigate carbon emissions, the Slovak
Republic may consider introducing a carbon tax covering those sectors that are not included in the EU
ETS.

The tax system does not encourage a clean production and efficient use of electricity

Electricity produced from domestic lignite has been supported since 2005 through a feed-in tariff
(OECD, 2013f) and the price of electricity includes a levy that finances this feed-in tariff. This support
goes against efforts to reduce greenhouse gas emissions by subsidising the most carbon-intensive source of
energy production and it increases the price for electricity.

Electricity use by business is currently taxed at the very low rate of EUR 1.32 per Megawatt hour
(MWh) and households are exempted from the electricity tax (EC, 2014b). Neighbouring countries such as
Poland and Austria tax electricity at a substantially higher level; EUR 4.73 and EUR 15 per MWh,
respectively. Increasing the tax on electricity consumption to such levels and eliminating the tax exemption
for households would increase revenues and provide incentives to increase energy efficiency. To make this
reform happen, poorer households could be compensated through the benefit system.

Diesel fuel benefits from a favourable tax treatment

Transport energy in the Slovak Republic is dominated by oil products, and in particular gasoline (33%
of road energy) and diesel (58%). Gasoline for transport use is currently taxed at EUR 0.515 per litre
(OECD, 2014b). This is much higher than in Poland and Hungary, and slightly higher compared to the
Czech Republic and Austria. Calculations based on OECD (2014b) show that while the excise duty on
gasoline is only EUR 0.03 per litre higher than in Austria, the total price for gasoline exceeds the price in
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Austria by EUR 0.08 per litre. This reveals that the pre-tax price for gasoline is high in the Slovak
Republic.

In 2010, the Slovak Republic introduced a kilometre based toll for highways and selected national
roads for vehicles weighting more than 3.5 metric tonnes. Vehicles weighting below 3.5 metric tonnes are
required to purchase a vignette for the use of highways. At the same time, the tax on diesel for transport
use was lowered substantially from EUR 0.481 per litre to EUR 0.386 per litre.

Diesel for transport use is taxed at a lower rate than gasoline, whether tax rates are measured per litre
as mentioned above, per unit of energy or per carbon content. On an energy basis, diesel is taxed 35% less
than gasoline, which exceeds the 32% diesel preference that can be found on average in the OECD
(Harding, 2014a). This preferential tax treatment of diesel has contributed to an increase in the proportion
of diesel cars in in the total car stock from 9.6% in 1995 to 17.2% in 2009 (EC, 2013c).

From an environmental perspective, the lower tax rate on diesel fuel is not warranted, given the
relative environmental costs associated with the use of each fuel. Diesel has higher emissions of carbon
and of harmful air pollutants (notably particulate matter) per litre of fuel used. The fuel efficiency
advantage of diesel vehicles over their gasoline counterparts does not justify this differential in taxation on

a per litre basis. The difference in tax rates may also have significant revenue implications (Harding,
20144a).

Company car benefits are only partially captured by the tax system

As in other OECD countries, the taxable income from the personal use of company cars is currently
only partially captured by the Slovak tax system (Figure 17). To estimate the resulting tax expenditure,
Harding (2014b) compared the tax treatment of company cars in 26 OECD countries, including the Slovak
Republic, against a benchmark tax treatment that aimed to capture the full value of company car benefits.
Under the midpoint estimate of the benchmark, the tax treatment of company cars in the Slovak Republic
captured only 31% of the benchmark treatment, resulting in an estimated tax expenditure of EUR 111
million in 2012.

Figure 17. Percentage of company car benefits captured by the tax system
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This tax expenditure results from two factors. Firstly, Slovak workers who benefit from a company
car do not have to buy a car themselves and the value of this gain is only partially captured by the tax
system. Secondly, the taxation of company cars in the Slovak Republic does not vary based on the distance
driven with the company car, resulting in no marginal cost of driving for an employee with a company car
(in situations where the employer pays for fuel and the employee uses the car also for personal travel).
Both factors, and particularly the lack of a component that varies with distance driven, increase
environmental costs as the tax system creates incentives to purchase larger vehicles and to drive further.
The environmental costs of this tax treatment are likely to exceed the tax revenue foregone, which
strengthens the call for company car tax reform.

2.3 Corporate income tax

Resident companies in the Slovak Republic are subject to CIT levied on their worldwide income,
while non-residents are subject to CIT only on income sourced in the Slovak Republic. Resident
companies are those which have their headquarters or place of effective management in the Slovak
Republic. The Slovak CIT has a broad tax base which includes capital gains. the Slovak Republic does not
apply withholding taxes to cross-border dividends made to parent companies resident in a non—EU country.

As is the case in most OECD countries, Slovak companies face a (modest) tax-induced incentive to
finance investment with debt rather than equity because interest payments are deductible from the CIT base
but the return on equity is taxed at the CIT rate. This may make companies more prone to insolvency and
discriminates against small companies and start-ups, which have a more limited access to debt financing
and, as a result, depend more on equity to finance their projects (OECD, 2007). It should be noted,
however, that the Slovak Republic introduced thin-capitalisation rules for related parties in 2015. The rules
limit tax deductible interest from loans provided by local and foreign related parties to 25% of EBITDA
(earnings before interest, taxes, depreciation and amortisation).

There are no controlled foreign corporation (CFC) rules in the Slovak tax system. The tax rules for
carrying losses forward were tightened in 2014. Under the new rules, tax losses may only be carried
forward for up to four years and only up to one quarter of accumulated losses can be deducted each year.
Before 2014, losses could be carried forward for seven years without any restrictions on the amount of
losses that could be deducted annually. Profits and losses of companies belonging to the same group cannot
be consolidated.

The statutory corporate income tax rate was raised in 2013

The statutory CIT rate has a strong impact on corporate effective tax rates which influence incentives
to invest. An increase in a country’s CIT rate can reduce its attractiveness for foreign investment —
although the statutory CIT rate is only one of the factors that drive foreign investment decisions — and in
turn have a negative effect on employment, particularly on low-skilled employment which multinational
companies can more easily replace by relocating to more competitive locations. Moreover, an increase in
the statutory CIT rate creates additional incentives for tax planning and profit shifting strategies (e.g.
through transfer pricing or inter-group loans) and might further distort competition between compliant and
non-compliant businesses as it only increases the tax burden of compliant companies.

From 2004 to 2012, the Slovak Republic had a CIT rate of 19% which was comparable to CIT rates in
the other V4 countries but which was among the lowest in the OECD (Figure 18, left-hand panel). The CIT
rate was raised to 23% in 2013 and lowered again to 22% in 2014. The Slovak Republic now finds itself in
line with the average CIT rate of small OECD economies but three percentage points above those in peer
countries (Figure 18, right-hand panel).
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FDI data shows that the Slovak Republic was able to attract more FDI as a percentage of GDP than
many other OECD countries after 2000. During many years, it also attracted more foreign investment than
its peer V4 countries. Although the CIT rate is only one of the factors that motivate multinational firms’
investment decisions, large FDI inflows coincided with the decline in the Slovak Republic’s statutory CIT
rate from 40% in 1999 to 29% in 2000 and to 19% in 2004.

Figure 18. General CIT rate (%), the Slovak Republic 1995-2014, OECD countries, 2014

Slovak Republic OECD average
------- EU28 average — - — - V4 average™
50 45
40
A . 30
30 =\ OECD average: 25.3%
X_\ 2
i VI PO
\- . . T 7
20 = ] 2
15
10 10
5
0 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1
B O M 0O OO O «— AN MO S IO O© I~ O — AN o < 0 *
S DODDHDDODDOO O OO OO = = o C ARSI NDAL LS XA L LR S RTS8
> AR QY OB\ @ & S PR ST HT P S A @
2222288 KIIKIKIKIKKIKXIKILRR _@é‘ AT 3‘2&:\'@ @*’sﬁ“@@f@\g&ﬁg{g;ﬁfi@ %Q\@«:Q_&w@“@
S ¢ & © &

T

Source: OECD Tax Database (2014) and European Commission. * Figure for Hungary does not include the additional local CIT tax
on gross operating profit, ** Includes V4 countries other than the Slovak Republic

However, the Slovak Republic experienced a sharper decline in FDI than OECD and V4 countries
after 2008 (Figure 19). In order to reverse this trend in FDI inflows, the Slovak Republic may want to take
a combination of measures, including measures that allow the Slovak Republic to climb on the Global
Value Chain (OECD, 2014c). As discussed in more detail below, reforms could be financed through CIT
base broadening measures as well as improvements in CIT compliance through a more effective CIT
administration. The question of whether these measures would raise sufficient revenue to finance, for
instance, a significant reduction in the statutory CIT rate requires further analysis. As the statutory CIT rate
is not necessarily the most important driver of FDI (De Mooij and Ederveen, 2003) — in fact, recent
analysis suggests that the level of labour costs has a stronger impact on FDI inflows than CITs (Hunady
and Orviska, 2014) — the Slovak Republic may want to put more emphasis on lowering the tax burden on
(especially low-skilled) labour income.
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Figure 19. FDI inflows (% of GDP), 1995-2013
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Source: OECD FDI Statistics. * Only includes countries for which data for the whole period 1995-2013 is available. ** Includes V4
countries other than the Slovak Republic, i.e. the Czech Republic, Poland and Hungary.

The Slovak Republic’s generous tax depreciation allowances have recently been reformed

Prior to 2015, the Slovak Republic implemented relatively generous tax depreciation allowances, in
particular for investments in buildings (Figure 20). Property, plants and equipment were divided into four
groups according to the assets’ expected useful lives. Calculations by the IFP show that these generous tax
depreciation allowances resulted from the relatively short period of depreciation for long-life assets, in
particular industrial buildings (Table 2), and the option to use accelerated depreciation which allows
businesses to effectively depreciate capital more rapidly than with the conventional declining balance
method (for more details, see Annex 1). In general, accelerated depreciation allowances lower the marginal
effective tax rate (METR) but have a smaller impact on the average effective tax rate (AETR) which
depends more strongly on the statutory CIT rate. As foreign investors aim at earning an economic rent on
their investment, their decisions are more affected by the level of the AETR than the METR.

Figure 20. Present value of depreciation allowances (as % of cost), 2012
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Table 2. Comparison of minimum depreciation periods with neighbouring countries (in years), 2014

Industrial buildings Ad.minis.trativ'e gnd Passenger cars
residential buildings
Slovak Republic 20.0 20.0 4.0**
Czech Republic 20.0 50.0 5.0
Hungary 50.0 50.0 5.0
Poland 40.0 66.0* 4.0-10.0
Austria 33.3 50.0 8.0

* Only residential buildings, ** Leased cars can be can be written-off over a 3 year period

Source: PWC, http://taxsummaries.pwc.com/uk/taxsummaries/wwts.nsf/frmTerritory?ReadForm

As of January 2015, the number of depreciation groups was extended from four to six. For certain
types of assets the tax depreciation period was extended, while for others it was reduced. For assets of a
technological nature, such as generators or transformers, the depreciation period was reduced from 12 to 8
years. On the contrary, the depreciation period for administrative buildings was extended from 20 to 40
years which better aligns tax depreciation allowances with the economic depreciation over the real life of
assets. The new rules also restrict the use of accelerated depreciation. Finally, the preferential method for
the calculation of the depreciation of assets acquired under a finance lease was abolished.

The CIT rate increase has raised marginal and especially average effective tax rates

A number of studies indicate that the Slovak Republic compared favourably to neighbouring countries
and the OECD average on METRs and AETRs when the CIT rate was of 19% (Table 3). While
methodologies differ across the studies cited in Table 2.3, the AETR and METR in the Slovak Republic in
2012 were roughly in line with those in the Czech Republic and somewhat below those in Poland and
Hungary. In comparison, the increase in the general CIT rate to 22% should bring the AETR for the Slovak
Republic moderately above those for the Czech Republic and Poland, and roughly in line with the rate in
Hungary.

Table 3. Effective tax rates on investment based on 19% CIT rate for the Slovak Republic, 2012

AETR METR

Bilicka and Bilicka and Chen and Mintz

Devereux ZEW Devereux
Slovak Republic 15.9 16.8 7.4 12.8
Czech Republic 16.1 16.7 8.3 12.7
Hungary 18.6 19.3 10.7 16.6
Poland 16.7 17.5 12.5 14.5
OECD average (unweighted) 225 n/a* 13.6 195

* Not available for all OECD countries.

More types of firms, including SMEs, should be eligible for investment incentives

The evidence on the effectiveness of investment incentives, including those delivered through the tax
system, is mixed. De Mooij and Ederveen (2003) find a median semi-elasticity of FDI to the tax rate of -
3.3, implying that a 1 percentage point increase in the tax rate reduces FDI by 3.3 per cent. They find
substantial variations, however, depending for instance on the definition of FDI (e.g. mergers and
acquisitions have a lower elasticity than fixed capital investment) or on the tax measure (e.g. higher
sensitivity of FDI to effective than to statutory rates).
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The Slovak Republic offers incentives for investments in industry, technological centres, shared
service centres and tourism. Incentives include both direct subsidies and tax incentives. Direct subsidies
take several forms: subsidies for the acquisition of both tangible and intangible assets, financial support for
creating jobs and the transfer or swap of immovable assets at a discount. A company is eligible for tax
relief only if it has received previous approval for a direct subsidy, meaning that tax relief is a
supplementary tool to a direct subsidy.

The Slovak Republic’s investment incentives are mainly targeted at large investments as there are
minimum investment requirements. To be eligible for incentives, investment projects must also generate
new jobs and new production. These incentives may therefore create disadvantages for small and medium-
sized firms which might not be able to meet these requirements. The minimum amount of required
investment and the required share of new technological equipment are reduced in regions where
unemployment is particularly high in the cases of investments in industrial production and tourism.

Box 7. Calculation of investment and R&D tax reliefs
Investment tax relief

A company may claim a tax relief up to the amount of tax corresponding to a prorated part of the tax base (PTB).
Tax relief = PTB X tax rate

The prorated part of the tax base is calculated by multiplying the tax base by a coefficient (c).

PTB = tax base X ¢

The coefficient ¢ is calculated as a ratio of eligible costs (EC) for which the investment subsidy was granted (up
to the amount of the acquisition cost of long-term tangible and intangible assets of the investment purchased after the
approval of the investment incentive in the relevant tax period) to the sum of the value of the company’s equity (EQ)
reported in the financial statements for the relevant tax period and eligible costs.

EC

“TEC+EQ

R&D tax relief

A company may claim a tax relief up to the amount of its own cost expensed in the project (OC) with a threshold
of tax corresponding to a prorated part of the tax base (PTB).

Tax relief = min(PTB X tax rate,0C)

The prorated part of the tax base is calculated by multiplying the tax base by a coefficient (c).
PTB = tax base X c
The coefficient is calculated as a ratio of own costs invested in the project in the relevant year to the sum of own
costs mentioned above and portion of approved incentive in the form of a subsidy (S) falling in the given tax year.

oc
oc+S

CcC =
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According to statistics from the Ministry of Economy, the amount of tax incentives in both absolute
and relative terms declined significantly over time, although the amount increased again since 2012 (Table
4). The major drop in 2008 was caused by the expiry of a ten-year tax holiday that was offered in 1998. As
expected, the relatively high investment threshold resulted in a small number of companies benefiting from
the incentives; on average, only 45 companies (i.e. not more than 0.05% of all companies) benefited from
investment and R&D tax relief over the 2004-2013 period. These companies were able to significantly
reduce their tax liability thanks to the CIT relief; tax liabilities dropped by 70% to 85% over the 2004-2013
period. Some companies effectively reduced their CIT liability to zero.

Table 4. Investment and R&D tax relief, 2004-2013

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Tax incentives (EUR mil) 204.2 93.7 140.0 | 139.3 54.7 295 30.6 25.8 39.3 42.3

neentives &
&;‘;g‘cem"’es(/“’f 0.44% | 0.19% | 0.25% | 0.22% | 0.08% | 0.05% | 0.05% | 0.04% | 0.05% | 0.06%

Tax incentives (% of CIT

17.4% | 7.0% 8.8% 7.6% 2.6% 1.9% 1.9% 1.5% 2.4% 2.1%
revenues)

Number of companies

with approved incentives 42 44 37 38 43 31 49 49 63 58

Companies with approved
incentives (% of all Slovak | 0.05% | 0.05% | 0.04% | 0.03% | 0.03% | 0.02% | 0.03% | 0.03% | 0.03% | 0.03%
companies)*

Average reduction of tax
liability (% of tax liability 84.0% | 85.3% | 75.2% | 78.7% | 84.9% | 72.3% | 76.1% | 69.3% | 74.2% NA
gross of incentives)

Source: IFP, CIT returns 2005-2013 * Non-profit and tax-exempt legal entities are not included. 2013 figures are preliminary.

In addition to creating distortions across companies and altering competition, investment incentives
generate fiscal and administrative costs. The Slovak Republic’s 2014 Tax Expenditure Report indicates
that the revenue foregone as a result of corporate tax incentives amounted to about EUR 40 million in
20138 which corresponds to about 2.1% of CIT revenues.

Investment incentives also raise governance and public efficiency issues. Obtaining an incentive in
the Slovak Republic requires not only that the eligibility requirements set out in the legislation are met, but
also that approval is obtained from the Ministry of Economy, the Ministry of Transport, the Ministry of
Labour and Social Affairs or the Ministry of Education and ultimately from the Cabinet of the government
itself. This long approval process may help limit the amount spent on subsidies and ensure that broader
economic considerations are taken into account. However, these objectives could probably be achieved
through a simpler process, which would reduce compliance costs for businesses.

The R&D tax relief provisions should be evaluated and possibly reformed

The Slovak Republic’s business R&D expenditure as a percentage of GDP is well below the OECD
average and below R&D expenditure in Hungary and the Czech Republic (Figure 21, left-hand panel).
Business investment in R&D also declined over the 2001-2011 period. The right-hand panel of Figure 21
shows that public support for R&D, which is typically justified by the market failures that tend to reduce
private incentives to invest in R&D (e.g. knowledge spill-overs), is also low by international standards.

8 This figure slightly differs from the revenue foregone reported in Table 5 as the most recent Tax expenditure

report uses the 2015 CIT legislation as a benchmark to calculate the cost of the 2013 tax incentives.
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Figure 21. Business R&D expenditures and public support for R&D in OECD countries
(as a % of GDP), 2011
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Governments can stimulate R&D either through direct subsidies or CIT relief. R&D tax relief
prevents the government from “picking winners” and distributes R&D support more widely across
businesses. However, tax incentives raise compliance costs for businesses and enforcement costs for
government. It can be assumed that tax relief creates more scope for tax avoidance when tax
administrations are weak. Moreover, the OECD (2011) notes that firms have an incentive to use R&D tax
incentives to fund projects with an expected positive (after-tax) private rate of return, but that these
projects do not necessarily yield the highest social return. Direct R&D grants might be better suited to
bridge the gap between the private and social returns to innovation and target the projects with the highest
social returns. Andrews and Criscuolo (2013) point at the complementarity between grants and R&D tax
relief for an efficient innovation policy.

The Slovak system, offers both forms of R&D support. Subsidies are granted by the Ministry of
Education whereas income tax relief is granted by the Ministry of Finance. The R&D tax relief introduced
in 2010 is a function of the firm’s eligible costs and the direct subsidy received and can be claimed over a
period of up to three years (Box 7). It was originally designed for large R&D projects but the rule imposing
a minimum expenditure to qualify for the R&D tax incentive was abolished in 2013. The right-hand panel
of Figure 21 nevertheless shows that direct government funding remains by far the dominant form of
public support for R&D and that tax incentives are negligible.

In 2015, a new R&D tax relief scheme was introduced. The new relief is a tax deduction (i.e.
allowance) for R&D expenditure with the possibility of a carry forward of up to four years for companies
with insufficient profits or in a loss position. The deduction is calculated as the sum of three components:
25% of eligible R&D expenditures, 25% of increase in the R&D expenditures compared to the previous
year and 25 % of labour costs of newly-hired graduates involved in R&D. These R&D tax allowances
come on top of the standard deduction of the R&D costs and wages from the CIT base. The combination of
a volume-based and an incremental component at a rate of 25% means that R&D expenditure increases are
effectively deducted at 50% and the rest of the R&D expenditures at 25%, providing reasonable benefits
for companies with stable R&D expenditures and higher incentives for companies increasing their
spending on R&D.
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While the new R&D tax incentive is more easily accessible and better designed than the old one, the
Slovak Republic is now left with two R&D tax schemes. Even if they are mutually exclusive, i.e.
companies cannot benefit from both 2010 and 2015 schemes at the same time, having two different
systems raises compliance costs for businesses and especially administrative costs for the government.
Government may therefore consider abolishing or gradually phasing out the old R&D tax regime.

The new R&D tax relief system might generate more opportunities for tax evasion than the old system
because there is more room for companies to mischaracterise their ordinary expenditures as R&D
expenditures. The incremental component of the new R&D tax incentive might also lead to new strategies
by companies seeking to maximise R&D tax relief (e.g. through zigzag expenditure patterns).These risks
are exacerbated by the low level of tax compliance in the Slovak Republic, and further increase the need to
strengthen the Slovak tax administration.

Despite being generous, the 2015 R&D tax relief scheme will not necessarily stimulate innovative
activities in small and new firms. Firms, in particular young technological start-ups and SMEs, may not
generate sufficient profits in the first years following their creation and hence not be able to benefit from
the R&D tax incentive, even though the R&D tax allowance can be carried forward of up to four years.
The Slovak Republic may therefore consider directly refunding the tax credit for young innovative firms
that do not make profits (OECD, 2014c). Small and young businesses may also face high compliance
requirements or, in some cases, not even be aware of the new R&D tax relief. The design of the new R&D
tax incentive may therefore have to be improved if its economic impact turns out to be limited. An
awareness-raising campaign targeted in particular at SMEs may also be useful to increase the take-up rate
of the R&D tax relief. Other directions for reform favourable to SMEs are to make the 