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Abstract

This paper analyses bank intermediation in emerging market economies (EMEs)
at the height of the 2008-09 global financial crisis. The analysis is based on cen-
tral bank responses to a BIS questionnaire prepared in July 2009, and thus pro-
vides a unique snapshot that can be used for studies of commercial banking activ-
ity in EMEs before and after the crisis. EME banks by and large adjusted to the
crisis in ways that stabilised their financial positions. On the funding side, they
reduced reliance on wholesale markets and sought to attract retail deposits. On
the lending side, banks slowed new lending, shifted towards less risky loans and
increased their holdings of government bonds. In an effort to boost liquidity, banks
shortened the maturity of their assets, relied less on the interbank market and in-
creased the scope of their transactions with central banks. Foreign and domesti-
cally-owned banks adjusted to the crisis in similar ways.

Keywords: emerging market economies, global financial crisis, bank intermedia-
tion, bank business models, domestic- and foreign-owned banks

1 INTRODUCTION

Emerging market economies were significantly affected by the 2008-09 global
financial crisis. Nevertheless, compared with their experience in previous crises,
EME:s generally displayed resilience. The peak period of stress in EME financial
markets was also comparatively limited, with severe pressures in the aftermath of
the Lehman Brothers bankruptcy in mid-September 2008, and improved stability
and signs of recovery starting in the third quarter of 2009.

Around this time — more precisely in July 2009 — the Bank for International Set-
tlements (BIS) sent a comprehensive questionnaire to over 20 major EME central
banks, asking them about the key aspects of domestic bank intermediation during
the crisis: changes in bank business models (funding, lending, liquidity opera-
tions) and how foreign-owned banks’ responses compared with those of home-
owned banks.' The analysis in this paper is based entirely on the responses to this
questionnaire and subsequent discussions among Deputy Governors from EME
central banks in January 2010. The paper thus provides a unique snapshot of EME
commercial banking activity at the peak of the global financial crisis. As central
banks provided their own preferred data series, no attempt was made to extend the
analysis to the period after 2009. Rather, the purpose here is to provide a simple
analytical insight into this rare crisis experience, which can then be used by re-
searchers studying banking in EMEs before and after the global financial crisis.?

! The discussion refers to 21 EMEs from Asia (China, Hong Kong SAR, India, Korea, Malaysia, the Philippines,
Singapore, Thailand); Latin America (Argentina, Brazil, Chile, Colombia, Mexico, Peru); emerging Europe
(the Czech Republic, Hungary, Poland, Turkey); the Middle East (Israel, Saudi Arabia); and South Africa.

2 Country-specific experiences are discussed in Al-Hamidy (2010), Babicky (2010), Banai et al. (2010), Bank
of Israel (2010), Guinigundo (2010), Ibrahim (2010), Kozinski (2010), and South African Reserve Bank
(2010).



The main finding is that, despite the great variety of financial intermediation and
bank ownership structures in EMEs, by and large, banks adjusted to the crisis as
in a textbook scenario. On the funding side, they reduced their reliance on whole-
sale markets and increased their efforts to attract retail deposits. On the lending
side, they reduced the growth of new loans to firms and households, shifted to-
wards less risky types of loans and increased their holdings of government bonds.
On the liquidity side, banks shortened the maturity of their assets, relied less on
the interbank market and started doing more business with central banks.

Foreign and domestic banks broadly adjusted to the crisis in the same way. Ini-
tially, there were some differences in the speed of adjustment, but by end-2009
both domestic and foreign banks moved in the same direction and adjusted their
funding, lending and liquidity operations to a similar extent. The funding model
seems to have mattered more for adjustment than bank ownership.

This paper is divided into four sections. Section 2 reviews the structure of finan-
cial intermediation in EMEs. Section 3 analyses the structure of bank funding
before and during the 2008-09 crisis. Section 4 looks at changes in bank lending
patterns. Section 5 evaluates domestic and foreign-owned bank responses at the
peak of the crisis and discusses the incentives for establishing subsidiaries versus
branches after the crisis. Section 6 concludes.

2 STRUCTURE OF FINANCIAL INTERMEDIATION IN EMEs

To understand how banks in different EMEs reacted at the peak of the crisis, it is
useful to start by analysing the structure of domestic financial intermediation. The
relative importance of banks differs greatly both within and among emerging mar-
ket regions. This section looks at the relative size of banks, non-bank financial
institutions (NBFIs), equity markets and bond markets in EMEs; the ownership
structure of domestic banking systems; and the legal form of incorporation of
foreign banks’ affiliates (i.e., subsidiaries vs. branches). Each of these elements is
potentially relevant for explaining the observed trends in financial intermediation
at the peak of the crisis.

For instance, banks were generally more affected than NBFIs by the crisis so,
other things being equal, one would expect countries with larger non-bank finan-
cial sectors to have experienced fewer disruptions in domestic financial interme-
diation. Similarly, one would expect countries with more developed domestic
bond markets to have experienced less financial market upheaval than those rely-
ing mostly on international bond markets.

Regarding the ownership structure, one view is that problems in international
banks’ domestic markets (i.e., US, UK, German, French, etc. markets) inevitably
led those banks to withdraw from EMEs. A classic example is the large-scale
withdrawal of Japanese banks from emerging Asia during the 1997-98 crisis.
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When Japanese banks experienced problems in their domestic market as a result
of declines in equity and real estate prices, they had to shrink their balance sheets
to maintain their capital adequacy requirements. The resulting pullback provided
a major impetus to the crisis that was unfolding in emerging Asia at the time.

A competing view is that international banks consider some emerging markets of
strategic importance for their overall business strategy. Therefore, it is in their
vital interest to support operations in these markets during the crisis (de Haas and
Lelyveld, 2004; EBRD, 2009). The case in point is banks from smaller western
European countries (e.g., Austria, Belgium) that established a dense network of
subsidiaries in central and eastern Europe (CEE). These subsidiaries generated the
lion’s share of profits at the group level in the second half of the 2000s, and were
therefore vitally important for the financial performance of parent banks.

Yet another view is that in crisis periods lending by state-owned banks tends to be
less procyclical than lending by foreign and private domestic banks. For instance,
during the crises in emerging Asia and Latin America in the 1990s, state-owned
banks expanded credit faster (or cut credit to a smaller extent) than domestic and
foreign-owned private banks (Hawkins and Mihaljek, 2001). A similar experience
was reported in some EMEs during the current crisis.

Finally, the legal form of incorporation of foreign banks’ affiliates may matter dur-
ing a crisis. Foreign bank affiliates are often of small importance from the parent
banks’ perspective, but systemically important for the host country. One issue that
arises in this context is how the host country authorities might deal with the loss
of liquidity and disruptions in the domestic payment system if the parent institu-
tion decides to cut back support for such an affiliate. Other things being equal, one
would expect the authorities in countries where foreign banks are present as sub-
sidiaries to be better equipped to preserve liquidity and stability, because subsidi-
aries are standalone entities with their own capital and are supervised by both host
country supervisor and, on a consolidated basis, by the parent’s supervisory au-
thority.

2.1 BANKS VERSUS OTHER FINANCIAL INTERMEDIARIES

Banks in EMEs were much larger than NBFIs on the eve of the crisis and ac-
counted, on average, for 70-80% of total financial sector assets in 2007 (graph 1).}
However, there were large differences across countries. In Latin America, for in-
stance, the share of banks in the combined assets of banks and NBFIs ranged from
around 50% (Chile and Colombia) to 98% (Argentina), while in other EMEs it
ranged from 65% (Israel, Korea, Malaysia) to 95% or higher (Hong Kong SAR,
the Philippines, South Africa).

3 Unless otherwise noted, regional figures in the text, graphs and tables refer to simple averages of countries in
aregion. These are: China, Hong Kong SAR, India, Korea, Malaysia, the Philippines, Singapore and Thailand
(emerging Asia); Argentina, Brazil, Chile, Colombia, Mexico and Peru (Latin America); the Czech Republic,
Hungary, Poland and Turkey (CEE); and Israel, Saudi Arabia and South Africa (other EMEs).



The relative shares of banks and NBFIs remained stable through 2009. However,
there were some exceptions: banks in India and Peru increased their share of total
assets by 7 percentage points (pp) between 2006 and 2009; and in Hungary and
Poland by 3-4 pp. Banks retreated compared to NBFIs on a larger scale only in
Israel (by 5 pp), Colombia (3 pp) and Mexico (2 pp).

GraPH 1
Banks vs. NBF1Is, as a percentage of total financial sector assets, 2007
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Source: Central bank questionnaires.

Differences in the structure of financial intermediation were even larger when
stock and bond markets are considered. At end-2007, when EMEs were still unaf-
fected by the crisis, stock market capitalisation was close to or higher than the
local GDP in more than half of EMEs in our sample of 21 countries (table 1).
Stock markets were also larger than the local banking system — in some cases
two—three times so — in Chile, Colombia, Hong Kong SAR, India, Peru, Saudi
Arabia, Singapore and South Africa. Many countries, including Brazil, the Czech
Republic, Hungary and emerging Asian economies, also had fairly large local
bond markets, ranging in size from 50% to over 100% of local GDP. Overall,
countries in emerging Asia stood out in terms of the size and diversity of their fi-
nancial systems, followed by Israel, Chile, South Africa, Brazil, central European
countries and Saudi Arabia (table 1).

These data suggest that many EMEs were not quite “emerging” in terms of the
size and diversity of their financial sectors. Although the crisis had a huge impact
on stock markets in many EMEs — equity prices fell by 20-40% between end-2007
and end-2009 — other segments of EMEs’ financial sectors were unaffected or else
expanded.

The data in table 1 also show that the financial sectors of the majority of EMEs
could not be characterised as bank-centred: NBFIs, equity and bond markets
matched or exceeded the size of the local banking sector in many countries. A
comprehensive assessment of the impact of the crisis on financial intermediation
in EMEs would therefore need to go beyond the narrow banking sector, on which
the rest of this paper will focus.
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Structure of financial intermediation, 2007, as a percentage of GDP

Banking NBFIs’ Stock market Domestic bonds Total

system assets  capitalisation outstanding
assets
T%:i 22 Emerging Asia
% ; :i Singapore 656 108 308 58 1,131
£ i é Hong Kong SAR 641 38 800 25 1,504
g -% China 210 - - 50 260
% Malaysia 206 110 26 85 427
L Korea 160 94 98 103 455
Thailand 131 47 79 57 313
oo India 83 62 157 42 345
% ;;3 Latin America
;I § Chile 102 98 131 26 357
o Brazil 101 23 95 71 290
27 Mexico 44 19 39 34 135
% Argentina 36 1 22 29 88
2 Peru 33 32 97 21
Z Central and eastern Europe
; Hungary 108 24 80 56 267
E Czech Republic 106 37 27 60 230
i Poland 71 36 92 38 236
% Turkey 69 10 40 34 153
5 Other EMEs
:;i Israel 148 112 110 34 404
z South Africa 127 6 150 43 327
2 Saudi Arabia 75 - 135 - 210

Source: Central bank questionnaires.

2.2 OWNERSHIP STRUCTURE OF BANKS

EME:s differed considerably in terms of the ownership structure of their banks.
Banking systems in Asia had, on average, a fairly balanced ownership structure
(graph 2). Compared to other emerging market regions, Asia also stood out in
terms of the relative importance of state-owned banks and other banking institu-
tions (cooperative banks, credit unions, etc.). However, this was mainly due to the
large size of the state and cooperative sectors in China and India. In Latin Ame-
rica, foreign and private domestic banks each accounted for about 40% of banking
system assets, and state-owned banks for the remaining 20%. In CEE, foreign-
owned banks dominated, accounting for over 60% of total banking system assets
on average, and often much more in individual countries. In other EMEs — Israel,
Saudi Arabia and South Africa — private domestic banks were dominant, account-



ing for 80% of total assets, with the remainder split between foreign and state-
owned banks.

GRAPH 2
Ownership structure of emerging market banks, 2009, as a percentage of total
banking system assets
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| |
I I
| 40 |
50 4o 62  ___________  _____ !
T 29 |
| 79 |
I I
s+ B i
! 39 !
I
! 34 21 !
0 F--mm P P T 4
Asia Latin America CEE Other EMEs

Private domestic banks = Foreign-owned banks
= State-owned banks ® Other (credit unions, cooperatives, etc.)

Source: Central bank questionnaires.

Again, regional averages masked considerable country differences. With the ex-
ception of the Czech Republic and Saudi Arabia, where foreign and private domes-
tic banks accounted for, respectively, 96% and 98% of total banking system assets,
different forms of ownership were well represented in almost all EMEs. For in-
stance, private domestic banks accounted for more than 50% of total assets in
Brazil, Colombia, Israel, Malaysia, Peru, the Philippines, South Africa, Thailand
and Turkey, and foreign-owned banks accounted for more than 50% of total assets
in Hong Kong SAR, Hungary, Mexico, Peru, Poland and Singapore (appendix
graph Al). State-owned banks had a strong presence (more than 30% of total as-
sets) in Argentina, Brazil, China, India and Korea. The ownership structure of
banks in EMEs remained fairly stable through 2009. This contrasts with develop-
ments in earlier financial crises affecting EMEs, when major changes were taking
place in the structure of the banking industry (see Mihaljek, 2006; Turner, 2008).

Regarding the legal form of foreign banks’ presence in EMEs, subsidiaries were
dominant in Latin America and CEE, while branches accounted for about two
thirds of foreign banks’ assets in Asia and other EMEs (graph 3). In Colombia,
Malaysia, Mexico and Peru, foreign banks operate only as subsidiaries, while in
China, India, Saudi Arabia and South Africa they operate only as branches. Unlike
the overall ownership structure, the legal form of foreign banks’ operations has
changed in several EMEs: from 2006 to 2009, the relative share of branches in-
creased by 15 pp in Korea, 8 pp in Hungary, 4 pp in Israel and 3 pp in Poland. But
in Chile and South Africa, the subsidiaries’ shares increased by over 6 pp.
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GRAPH 3
Foreign bank subsidiaries and branches, 2009, as a percentage of total assets of
foreign banks’ affiliates
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Source: Central bank questionnaires.

3 BANK FUNDING

In the run-up to the 2008-09 crisis, the funding of banks in EMEs was character-
ised by two main trends: first, domestic deposits were generally growing more
slowly than bank lending, resulting in rising loan to deposit ratios; and second,
banks in EMEs were increasingly relying on foreign sources in order to fund the
rapid expansion of credit. These trends were particularly pronounced in CEE,
parts of Latin America, South Africa and Korea.

With the onset of the crisis in October 2008, both domestic and foreign sources of
bank funding in EMEs largely evaporated. Growth rates of domestic funding
plunged from 15-25% year-on-year in 2007-08, to 0-7% in 2009 (graph 4, left-
hand panel). The retrenchment in foreign funding was even more dramatic, espe-
cially in Latin America and CEE (right-hand panel). The banking systems in virtu-
ally all EMEs recorded negative growth of foreign funding for the full year
20009.

Among domestic sources of funding — borrowing from other domestic financial
institutions and bonds and money market instruments issued by banks in domestic
markets — both deposit growth and market-based funding slowed sharply in 2009
(graph 5). This is not surprising in view of the severity of the real and financial
shocks that hit the EME:s in the first half of 2009: the collapse in exports depressed
the growth of customer deposits (left-hand panel), while disruptions in local inter-
bank and securities markets led to the sharp fall in domestic market funding (right-
hand panel). During the second half of 2009, as global and local financial markets
gradually recovered, banks in several Asian countries, including China, India, the
Philippines and Thailand, started again to issue securities in domestic markets,
mostly short-term money market instruments.
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GRrAPH 5
Domestic funding, year-on-year growth rates, in per cent

DIEMVHIN OMAVIENA

Deposits Domestic market funding

Source: Central bank questionnaires.
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In relative terms, the shock to deposits was generally stronger than that to domes-
tic funding. As indicated in graph 6, the share of deposits in domestic liabilities
decreased in all emerging market regions with the exception of Asia, while the
share of domestic money and bond market funding was slightly higher in three out
of four regions in 2009 than in 2006.

The situation with foreign funding was similar. Short-term liabilities plunged
everywhere in 2009, recording average growth rates from -10% to -40% year-on-
year (graph 7, left-hand panel). Long-term liabilities dropped precipitously in
CEE, where banks had for years relied on longer-term funding provided by inter-
national banks, and in Latin America, especially Brazil and Chile (right-hand
panel). Long-term liabilities increased modestly only in emerging Asia. These
developments reflected disruptions in global money markets on the one hand, and
a temporary halt in cross-border credit flows to EMEs on the other.
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GRAPH 6
Composition of domestic funding, as a percentage of domestic liabilities
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GRAPH 7
Foreign funding, year-on-year growth rates, in per cent (both left- and right-hand
sides)

Short-term liabilities Long-term liabilities

Asia ----0Other EMEs ——CEE ----Latin America (rhs)

Source: Central bank questionnaires.

Disturbances in the international money and bond markets seem to have had a
bigger impact on the composition of foreign funding than disruptions in cross-
border bank flows. As indicated in graph 8, with the exception of Colombia, Mex-
ico and Peru, the share of cross-border bank funding in total foreign liabilities was
still higher in 2009 than in 2006, while the share of international money market
instruments and bonds issued by EME banks was generally lower (Peru was a
notable exception in bond issuance). The funding of EME banks by other foreign
financial institutions — as well as from other foreign sources — was lower as a per-
centage of foreign liabilities in almost all the countries in 2009 compared with
2006.
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Composition of foreign funding, as a percentage of foreign liabilities
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Source: Central bank questionnaires.

Central banks clearly identified problems in domestic and foreign funding in their
contributions to the BIS meeting of Deputy Governors of emerging market econo-
mies. For instance, Brazilian banks often turn to international banks for credit
lines for exporters. Their access to export credit lines was significantly restrained
for some time during the crisis, prompting the central bank to provide a trade
credit facility to banks until the access to foreign sources of credit gradually re-
sumed.

In Mexico, some smaller- and medium-sized banks launched aggressive cam-
paigns to increase funding from retail depositors by offering very attractive inter-
est rates, while others expanded their branch networks. Some Mexican banks also
increased the proportion of liabilities held as liquid assets, while others called
back some assets and reduced their lending commitments as a temporary measure
to get through the crisis. Competition for deposits also strengthened in Hong Kong
SAR, Korea and Hungary. In Poland, banks replaced maturing domestic interbank
exposures with borrowing from foreign banks (mainly parent companies), and
made efforts to raise more stable domestic sources such as deposits from non-fi-
nancial clients (mainly households). This was, however, accompanied by a “de-
posit price war” that negatively affected banks’ financing costs and increased
pressure on their interest margins.

SISRID 60-800T AHL ONINA SHINONODH LANAVIN ONIDYFNE NI NOLLVIAFWYALNI INVE DILSHNOA

Despite evidence of funding pressures in a large number of EMEs, many central
banks felt that the financial crisis had no major impact on the funding strategies of
banks operating in their domestic market. The main reason for this was that many
emerging market banks did not rely extensively on either domestic or foreign
market funding — they generally had a sufficient pool of local deposits to fund
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loans to their clients. As shown in graph 9, roughly two thirds of EMEs in our
sample had loan-to-deposit ratios below 100% in 2009, despite a widespread in-
crease in these ratios since 2006. Another reason was that local interbank markets
by and large continued to function normally through the crisis — although, admit-
tedly, these markets were not as important a source of liquidity as in advanced
economies.

GRAPH 9
Loan to deposit ratios’, in per cent
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Sources: Central bank questionnaires; BIS calculations.

Another source of funding — the securitisation of bank loans — was also affected
by the crisis. In most EMEs, securitisation was not widespread, but plans for its
development were well-advanced in some countries prior to the crisis. In India,
securitisation was mostly based on retail loans and was not too complex. With the
crisis, securitisation decreased in volume, but was expected to resume in the fu-
ture. In China, there were several pilot programmes for the securitisation of bank
loans. However, with loan-to-deposit ratios of around 60%, the motivation for
securitisation was relatively low. The central bank nevertheless promoted the de-
velopment of a legal infrastructure and regulatory framework for securitisation
because of concerns that banks might start moving riskier loans off their balance
sheets by selling them to trust companies; these had already been in trouble sev-
eral times in the previous decade because of investments that were too risky. In
Saudi Arabia, the authorities were approached by the banking industry on the is-
sue of securitisation prior to the crisis. However, with bank loans already growing
at annual rates of more than 25%, the Saudi Arabian Monetary Authority decided
that it was not in the interest of financial stability to provide a further boost to
credit growth by developing a framework for securitisation. By contrast, the au-
thorities in South Africa gave a push to securitisation by lowering the loan-to-
value ratio for mortgage loans during the crisis.



4 BANK LENDING

Before the crisis spread from advanced to emerging market economies in October
2008, private sector credit had expanded rapidly in most EMEs. The expansion
was particularly pronounced in CEE, Brazil, Chile, Korea and South Africa. Cre-
dit stagnated or decreased as a percentage of GDP only in a few Asian and Latin
American economies (graph 10).

The great credit expansion resulted from a combination of cyclical, structural and
policy factors that were in place from 2002 onwards. Low real interest rates and
the strong growth of the global economy were the key cyclical factors. Rapid fi-
nancial sector development and growing economic and financial integration of
EMESs with advanced economies were the major structural forces. More disci-
plined macroeconomic policies and greater emphasis on financial stability in
EMEs were also contributing elements. Together, these factors provided incen-
tives for portfolio diversification by global investors and led to a surge in capital
flows to EMEs, which funded much of the credit expansion (Mihaljek, 2009). In
addition, the balance sheets of commercial banks in some EMEs with fixed ex-
change rates expanded as a result of prolonged foreign exchange intervention by
central banks resisting currency appreciation.

GrarH 10
Domestic bank credit to the private sector, end-2002 to August 2008, cumulative
change in end-period stocks, as a percentage of GDP

KR IN CN MY PH TH BR CO CL MX PE AR HU CZ ZA PL TR

Source: IMF, 2014.

Following the onset of the crisis in the main financial centres in August 2007, the
growth of total bank assets and loans began to slow down in most EMEs (graph
11). As the crisis spread in October 2008, credit growth decelerated sharply. Apart
from some Asian and Latin American countries, most EMEs recorded negative
credit growth rates in 2009. It is striking, for instance, how similar the average rate
of decline was in CEE and Latin America (right-hand panel).
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GrarH 11
Total assets and loans of banks in EMEs, year-on-year growth rates, in per cent

Total assets Total loans

Source: Central bank questionnaires.

Corporate credit growth decelerated sharply in all emerging market regions in
2009 (graph 12, centre panel). The slowdown in household lending was pro-
nounced in CEE and Latin America, and more moderate in Asia and other EMEs
(left-hand panel). Lending to the public sector increased in CEE, and in particular
in Latin America, while in Asia and other EMEs, public sector lending decreased
(right-hand panel).

GRAPH 12
Domestic credit growth, year-on-year growth rates, in per cent

Loans to households Loans to corporations Public sector loans

Asia ---Latin America —CEE -=--Other EMEs

Source: Central bank questionnaires.

In terms of the currency composition of loans, foreign currency loans decreased
much faster than domestic currency loans in 2009 (graph 13). While the rates of
decrease across regions were quite similar in 2009, it is interesting to note that
foreign currency lending in CEE increased during 2008, despite the ongoing crisis



in many western European countries, where most banks operating in CEE have
headquarters. As a result, foreign currency loans accounted for about 35% of total
outstanding domestic bank credit in CEE in 2009, compared with 15-18% in other
emerging market regions. This was a major source of vulnerability during the
crisis, especially since a quarter of foreign currency loans were taken by house-
holds, which in most cases do not have foreign currency income and cannot hedge
exchange rate risk due to the lack of hedging instruments. One should note, how-
ever, that foreign currency lending was more a question of banking product devel-
opment than a problem of currency substitution induced by macroeconomic insta-
bility, although some macroeconomic developments did play a role in the spread
of foreign currency lending, including fiscal deficits in Hungary, which kept do-
mestic interest rates high.

GRraPH 13
Domestic and foreign currency loans, year-on-year growth rates, in per cent

Domestic currency Foreign currency

Asia ----Latin America ——CEE ----0Other EMEs

Source: Central bank questionnaires.

There were also some significant changes in the composition of bank assets other
than loans. Holdings of long-term securities fell sharply in CEE and Latin Amer-
ica, and increased in Asia and other EMEs in 2009 (appendix graph A2, left-hand
panel). In CEE, the reduction in long-term bond holdings was limited to domestic
corporate and government bonds, while foreign bond holdings increased sharply
(appendix graph A3). Banks in Asia and other EMEs also increased their foreign
bond holdings in 2009. In addition, banks in most EMEs increased their holdings
of short-term securities (appendix graph A2, right-hand panel).

Central bank contributions to the meeting of EME Deputy Governors provided
further detail on these developments. In Hungary, India, Korea, Singapore, South
Africa, Thailand and Turkey, credit growth slowed sharply as credit demand fell
and banks tightened their credit standards and price and non-price credit terms. In
Argentina and the Philippines, the composition of domestic credit shifted from the
household sector before the crisis towards the corporate sector in 2009. In South
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Africa, in contrast, corporate lending decreased more than loans to housecholds
due to a sharp contraction in output. China was an important exception: the growth
rate of total loans doubled in 2009 to 30% year-on-year by end-October.

Banks in several countries (including Brazil, the Czech Republic and South Afr-
ica) shortened the maturity of lending and often voluntarily increased their hold-
ings of statutory liquid assets. This was also the case with commercial banks in
India and Turkey, which significantly increased their holdings of government se-
curities. In Korea, banks expanded their short-term placements in money market
funds.

In Poland, there was a significant disruption of the domestic interbank deposit
market. In response, banks limited the growth of credit to the economy (espe-
cially the non-financial corporate sector), raised the share of highly marketable
treasury securities in their assets, and increased holdings of central bank bills and
deposits at the central bank.

5 DOMESTIC VERSUS FOREIGN-OWNED BANKS

Reflecting the diversity of ownership forms and market positions of banks in
EMEs, the responses of domestic and foreign-owned banks to the crisis have been
quite varied and cannot be easily categorised.

A number of central banks in countries with both low and high shares of foreign
bank ownership (e.g., Brazil, Hong Kong SAR, Korea, Malaysia, Saudi Arabia,
Singapore and Thailand) reported that there were no major differences in the reac-
tions of domestic and foreign-owned banks during the crisis. For instance, South
Africa’s largest foreign-owned bank (which is the second largest bank in the coun-
try) responded to the crisis like the domestic banks. In Thailand, both foreign and
local banks became more cautious in lending to risky businesses (especially small-
and medium-sized enterprises, which was also the case in Korea); and reduced
their off-balance sheet transactions, especially in foreign currency derivatives.
The main difference was that foreign-owned banks reduced household loans and
increased secured lending slightly, while the Thai banks increased household
loans and kept secured lending unchanged.

Similarly, in Hong Kong SAR, both local and overseas banks cut back loans to the
corporate and household sectors sharply after the onset of the crisis. One differ-
ence was that locally incorporated banks were more aggressive in securing stable
funding in the retail market by offering more attractive time deposit rates. In Sin-
gapore, some foreign banks cut back lending to non-core customers and complex
trading activities as part of restructuring measures undertaken by parent banks
worldwide. Overall, however, these cutbacks were not significant. In Saudi Ara-
bia, liquidity from head offices decreased temporarily for some foreign bank
branches, which restricted their usual role in interbank funding and lending to



various sectors in the economy. Nevertheless, one foreign bank branch was able to 3 97
issue an Islamic bond (sukuk) to fund its Saudi assets during the crisis.

Among the countries with a moderate share of foreign-owned banks (i.e., 15-30%
of total banking sector assets), foreign-owned banks generally reduced domestic
credit faster than private domestic banks, for instance in Argentina, Turkey, and
among smaller foreign banks in South Africa. Similarly, foreign-owned banks in
Colombia were quite procyclical in consumer lending. In Argentina and Turkey,
the decline in credit by the private banks — both foreign and domestic — was partly
offset by increased lending by the state-owned banks.
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The funding responses of private domestic banks and foreign-owned banks also
differed in some countries. In Turkey, for instance, foreign-owned banks reduced
interbank borrowing much more than private domestic banks (this was also the
case in the Philippines), and issued subordinated debt to offset the decline in
cross-border loans. Foreign-owned banks also significantly increased the amount
of funds raised from repo transactions, while the private domestic banks reduced
their funding through repos.

DIEMTVHIN OMAVIENA

It is interesting to note that reactions to the crisis differed even among some for-
eign-owned banks. In South Africa, smaller foreign-owned banks whose parents
were more exposed to the global financial turmoil were cut off from head office
funding and had to reduce their exposures to the corporate sector. If the news
about their foreign owners was bad, they tried to emphasise how they were de-
linked and independent; if the news was good, they stressed the willingness of
their parents to stand by them.

Among the countries where foreign-owned banks play a key role in domestic fi-
nancial intermediation, the question of domestic versus foreign-owned banks was
less relevant than the question whether foreign banks helped to maintain financial
stability through the crisis. On this issue, experiences varied. In Mexico, some
subsidiaries — especially those whose parents were in trouble — initially reduced
credit faster than other banks, although later on, domestic banks also cut back
their lending. Many foreign-owned banks in Mexico ended up lending to parent
banks.* Some parent banks also transferred loans to large Mexican firms from the
books of the head office to the books of the subsidiaries in order to reduce the head
office leverage. Foreign bank subsidiaries also reduced their risk positions and
trading activity in the foreign exchange and sovereign debt markets.

SISRID 60-800T AHL ONIRNA SHINONODH LANAVIN ONIDYHNE NI NOLLVIAFWYALNI NV DILSHNOA

In contrast to the situation in Mexico, in Hungary parent banks fulfilled their sup-
port function during the crisis, showing no signs of withdrawing funds from their
subsidiaries. In addition to stabilising the position of subsidiaries, parent banks

* This was also the case in some central European countries — in particular the Czech Republic and Slovakia
— in the last quarter of 2008 and the first quarter of 2009 (see Mihaljek, 2010).
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provided them with foreign currency funding and increased the role of intragroup
foreign currency swaps. On the other hand, domestically owned banks received
government loans to strengthen their liquidity position during the crisis, and the
central bank provided foreign currency liquidity under its swap facility. Both local
and foreign-owned banks reduced their profit targets for 2009, started competing
for deposits, and cut back loans to risky industries such as construction.

The experience of Poland was somewhere between these extremes. Foreign-
owned banks generally reduced corporate credit and expanded household credit
faster than Polish-owned banks. They kept on providing foreign currency loans
(though at a much diminished rate), while Polish-owned banks largely stopped
providing such loans, replacing them with local currency loans. Foreign-owned
banks also closed their liquidity funding gap faster than domestically owned
banks. In particular, at the height of the crisis in Q4 2008, foreign-owned banks
withdrew earlier than domestic banks from the interbank market, preferring to
deal with the central bank rather than with other commercial banks. This lack of
confidence was “imported” from the outside: parent banks apparently instructed
their Polish subsidiaries to withdraw from the local interbank market. But, on the
whole, parent banks did not abandon their subsidiaries in Poland or elsewhere in
CEE during the crisis. They broadly maintained their cross-border credit lines and
lending in domestic currency, thus acting as a stabilising force during the crisis
and demonstrating that these markets were of strategic importance to them (see
Mihaljek, 2010).

A related issue is whether parent banks will convert some of their emerging mar-
ket subsidiaries into branches after the crisis. Over the past decade, centralisation
of the decision-making process in global financial institutions has led to a system
in which subsidiaries operate more or less like branches. In the European Union,
this development has been facilitated by the adoption of the single EU banking
passport.

Branch banking was often attractive to host country authorities in the past because
it seemed to provide greater incentives to foreign banks to transfer know-how and
technology to EMEs. With the crisis, however, the focus of host country authori-
ties has shifted towards financial stability issues. This has made subsidiaries more
attractive for some host countries because of the possibility of ring-fencing their
assets and of regulating them more tightly than branches. In response, some for-
eign banks considered at the time the possibility of turning their subsidiaries into
branches if the local regulation of subsidiaries’ activities increased significantly
after the crisis.

However, there has also been a movement away from foreign bank branches in
some countries. In China, the authorities expressed an interest in expanding the
role of foreign-owned banks — which were at the time present only as branches —



to subsidiaries in the future. One reason for this was the high concentration of
some activities in foreign bank branches: with just 2% of total banking system
assets, foreign bank branches accounted for 50% of derivatives and 18% of for-
eign currency trading before the crisis. Another was the desire to encourage for-
eign-owned banks to lend and fund their activities in China in the future. Malaysia
had some positive experience with this approach — by requiring foreign banks to
operate as subsidiaries, the authorities ensured that banks had a level playing field
and entered the crisis with sufficient capital. By contrast, the authorities in India
were reluctant to grant foreign banks the full national treatment given to domestic
banks, out of concern that foreign banks could come to dominate some market
segments.

In summary, in many EMEs where foreign-owned banks do not play a key role in
domestic financial intermediation, the differences in the reactions of local and
foreign-owned banks at the peak of the crisis were small and discernible mainly in
the details of their funding and lending operations. In particular, there were no
noticeable changes in the composition of the loan portfolios of the two groups of
banks at the peak of the crisis. In EMEs where foreign banks played a somewhat
bigger role they generally adjusted their balance sheets faster and more deeply
than domestic banks. Finally, in EMEs where foreign-owned banks were the dom-
inant financial intermediaries, reactions to the crisis depended on the exposure of
parent institutions, the financial health of subsidiaries, and the strategic impor-
tance of subsidiaries for parent banks. In the end, financial stability was preserved
both in those EMEs where parent banks fulfilled their support function and in
those where they withdrew funds from subsidiaries. However, the latter often re-
quired some extraordinary efforts on the part of central banks to stabilise the local
financial markets.

6 CONCLUSION

This paper analysed a unique data set on the behaviour of EME banks at the peak
of the crisis in 2008-09. The data were provided by 21 emerging market central
banks to the BIS in late 2009, and as such represent a useful benchmark for studies
of EME banking activity before and after the global financial crisis.

At the height of the crisis, EME banks clearly sought to stabilise their financial
position: on the funding side, they borrowed less in wholesale markets and started
attracting retail deposits; on the lending side, they reduced new loans to firms and
households, shifted towards less risky loans, and increased their holdings of gov-
ernment bonds. In an effort to boost liquidity, banks shortened the maturity of
their assets, relied less on the interbank market and increased the scope of their
transactions with central banks. The differences in the reactions of local and for-
eign-owned banks at the peak of the crisis were generally small and depended on
the relative size of foreign-owned banks and exposure of parent institutions.
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Subsequent developments have shown that the sharp decline in credit growth bot-
tomed out in most major EMEs during 2010. Owing to resilient economies and
strong domestic demand, the rebound in banking activity in emerging Asia and
Latin America was quite pronounced through mid-2012. In emerging Europe, the
rebound was more subdued in this period (with the exception of Turkey), reflect-
ing spillovers from the sovereign debt crisis in the euro area. Since mid-2012,
credit growth has slowed in emerging Asia and Latin America, as central banks
took measures to address the signs of overheating. Within a relatively short period
of four to five years, banking activity in EMEs has thus experienced a full cycle
— from the peak in 2007-08, to the trough in the first half of 2009, to another peak
in mid-2012 — demonstrating considerable resilience and stability along the way.
In particular, no major EME bank has failed or posed a systemic risk in this pe-
riod.



APPENDIX

GraprH Al
Ownership structure of banking systems in EMEs, 2009, as a percentage of total
banking system assets
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Source: Central bank questionnaires.
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GRAPH A2
Holdings of securities by banks in emerging markets, year-on-year growth rates,
in per cent (both left- and right-hand sides)

Long-term securities Short-term securities

---- Latin America -=-- Other EMEs

Source: Central bank questionnaires.

GRAPH A3
Holdings of long-term securities by banks in emerging markets, year-on-year
growth rates, in per cent (both left- and right-hand sides)

Domestic corporate bonds Government bonds Foreign bonds

Asia —CEE --- Latin America --- Other EMEs

Source: Central bank questionnaires.
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Abstract

In order to shape tax reform it is necessary objectively to assess the current state-
of-the-art of and of the outlook for the tax system. After having reviewed all previ-
ous reforms in the light of the consumption-based (interest-adjusted) concept of
direct taxation, which was almost systematically implemented in Croatia in 1994,
we present the results of a broad expert opinion survey about the Croatian tax
system. The most interesting results suggest the maintenance/(re)introduction of
different tax incentives and reduced VAT rates, rejection of a flat tax as well as
decrease of tax brackets, an increase in alcohol and tobacco duties, the introduc-
tion of a financial activities tax, a further shift from income to consumption, a
decrease of the tax share in GDP and a belief in the behavioral responsiveness of
tax decreases/exemptions, as well as a firm commitment to the principle of equity.
The last three economic views/values are important predictors of other tax atti-
tudes.

Keywords: opinion survey, tax reform, tax system, tax policy, Croatia

1 INTRODUCTION

In the summer of 2013 a Survey about State and Perspectives of the Croatian Tax
System (Simovi¢ et al., 2013) was conducted. The survey was based on a similar
US survey from the beginning of 2013, organized by the National Tax Association
(NTA) and ran among its members. This survey is referred and compared to previ-
ous similar US surveys from 1994 and 1934 (Lim et al., 2013).

The purpose of our research, like that of the US survey, was to find out what tax
experts think about the overall current situation and problems in the Croatian tax
system and what they expect from tax policy in the future. Since similar research
has never been done in Croatia, the analysis is especially directed towards income
versus consumption as the tax base, which has influenced all Croatian tax reforms.
Besides that, there are some other motivations behind such an investigation. Croatia
has witnessed two relatively turbulent decades and some very influential tax re-
forms. Above all, the research was begun in order to establish the attitudes of tax
experts almost 20 years after the fundamental tax reform in 1994, when consump-
tion-based taxation (interest-adjusted personal and corporate income tax) was in-
troduced. Furthermore, apart from Greece, Croatia is the only EU country that is
still in (5 year) recession with no positive expectations even in 2014. The decline
in economic activity is causing additional political instability, changes to the sys-
tem of taxation as well as changes in attitudes to the tax system and policy.

As in the US survey, our survey encompasses three sectors of experts: govern-
ment, private and academic. The results are assessed using the percentage of neg-
ative/positive answers of 61% as degree of consensus and analyzing that degree of
consensus in more detail. We also wanted to analyze the possible influence of
specific values and economic views on tax system/policy attitudes using binomial
probit regression.



After the introduction, the second part of the paper gives a short overview of 407
Croatian tax reforms, with a special emphasis on changes related to the main
taxation concepts of direct taxation (income versus consumption). In the third
part, the tax survey is analyzed giving an overview of the attitudes and outlining
the prevailing consensus among Croatian tax experts. The fourth part entails bino-
mial probit regressions in order to determine how specific values and economic
views (concerning behavioral responsiveness as well as incidence) influence ex-
perts’ policy opinions.
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2 TAX REFORMS IN CROATIA

In 2014, Croatia will mark 20 years from the first big tax reform, which set up
foundations of the current tax system to a great extent. The tax system from 1994
was in the spotlight of the numerous debates in the Croatian as well as interna-
tional tax literature.! At that time, Croatia was the only country consistently imple-
menting consumption-based taxation — interest-adjusted personal and corporate
income tax® (PIT and CIT). According to that, special contribution to the debate
was influenced by the Allowance for Corporate Equity (ACE) tax (called “protec-
tive interest” in Croatia). In addition to corporate income tax, Croatia introduced
“synthetic” personal income tax that in some elements still departed from the inter-
est-adjusted income tax (the treatment of income from real estate) but included
“protective interest” for business income (self-employed) also. In 1994 new excise
taxes were also introduced, and the number of retail sales tax rates was gradually
reduced in order to prepare for the introduction of value added tax (VAT). Although
the first VAT law was enacted in 1995, it only entered into force in 1998.

SINGAVLS YNV D1ZV1d VNATIH ‘.)I/\OWIS HIOAYH

However, Croatia relatively quickly abandoned interest-adjusted personal and
corporate income tax in its second great tax reform from 2001, which followed
after parliamentary elections and a change in the party in power. The biggest
changes happened in the field of corporate and personal income tax, where ACE
was abandoned and numerous incentives introduced. Personal income tax started
to encompass some capital incomes, but the main part of them was still exempt.
Apart from introduction of the General Tax Act, there were no substantial changes

AFAINS NOINIJO LIHdXH (VIIVOUD NI SWI04dd XVL 40 SHAILOAISIdd

! For the literature overview of the debates and arguments about the consumption versus income concept of
taxing personal and corporate income in Croatia see Simovié¢ (2012: 10-11), for the general literature over-
view about the advantages and disadvantages of consumption-based taxation, especially ACE tax, see Blazi¢
(2006: 67-68). For contributions to the debate, and especially concerning the Croatian ACE model 1994-
2000, see Schmidt et al. (1996), Rose and Wiswesser (1998), Keen and King (2002), Klemm (2007) and
Blazi¢ (2008).

2 The term “corporate income tax” used in this paper for the reasons of international comparability, would not
be completely appropriate for Croatia. The tax payers of this tax are corporations, but also parts of the non-
corporate sector (partnerships with “trader status” and even sole traders). In this way the typical distortion of
the classical income tax concept — between the corporate and the non-corporate sector — was avoided, as the
consumption tax concept requires, and this remains even now. On the other hand, it could be argued that it is
simply replaced by the distortion between business units (enterprises) that pay corporate income tax and busi-
ness units that pay personal income tax (self-employed in “crafts and trades” that are relatively small or do
not want to opt to pay a corporate income tax). In order to mitigate the problem, the Croatian legislation has
from the very beginning given the self-employed the option of paying corporate income tax instead of perso-
nal income tax — the self-employed can opt to pay corporate income tax or have to pay it if the business is big
enough in terms of number of employees, assets, income or turnover (see also Blazi¢, 2008).
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in other tax forms. It could be said that this tax reform shapes in a substantial way
the present characteristics of the Croatian tax system as modus operandi of the tax
system and policy, which are changed with every change of the ruling party.® So,
the “mini” tax reform at the beginning of 2005 abolished the taxation of dividends
again (which was reintroduced in 2012), but did not bring back ACE as the basic
element of consumption-based taxation at the entire business (corporate and per-
sonal — self-employed) level. The current Croatian tax system is a hybrid system,
where both the elements of income-based and consumption-based taxation con-
cept are present and where the domination of the particular concept depends mostly
on the current ruling party.

TABLE 1
Overview of tax reforms and changes in the tax system relevant for the income/
consumption concept

Period and system

Basic changes

1994-2000
Consumption-based
system (interest-
adjusted PIT and
CIT)

1994
- Non-taxation of capital income (exception: property income)
— ACE (at CIT and PIT for business income)

DINGNVLS VNV L,‘)IZV'IH VNATIH “DIAONWIS AfOAYH

2001-2004

Mostly income-based
system (with some of
consumption-based

elements: savings and

interest-adjusted PIT
and CIT)

2001

— Introduction of capital income taxation (dividends and part of interest)

— Abolishment of ACE and introduction of numerous incentives (tax
holidays)

Elements of consumption concept: interest-adjusted income tax

— Non taxation of most interest (bank saving and deposit accounts,
securities) and capital gains from financial assets

— Some dual income tax elements retained (linear taxation of most
capital/property income by the way of final withholding tax)

Elements of consumption concept: saving-adjusted income tax and

cash-flow tax

— Not only compulsory, but also voluntary pensions as well as life
insurance contributions deductible (and later taxable)

— Immediate write-off and enhanced accelerated depreciation

2005-2013

Hybrid system —
elements of income-
based and
consumption-based
taxation (interest-
adjusted and saving-
adjusted)

2005 “Mini” tax reform

— Abolition of dividend taxation

— Abolition of immediate write-off and enhanced accelerated
depreciation (the accelerated depreciation in the form of doubled
depreciation rates from before 2007 remains)

— Modifications of CIT incentives

2010

— Abolition of deductibility for voluntary pension insurance and life
insurance premiums (from saving-adjusted to interest-adjusted model)

2012

— Reintroduction of dividend taxation (towards the income concept, but
not systematically)

— Non-taxation of reinvested profit

Source: Authors.

3 In contrast to the tax reform from 1994, that of 2001 did not cause nearly as much debate. Although it was
shown that this reform brought about a significant decrease in the tax burden, it remained questionable whe-
ther the results of the changes were the original intention of tax policy creators (Svaljek, 2005).



An overview of tax reforms in Croatia with special emphasis on the changes in 409
direction to either the consumption or the income concept is presented in table 1.

3 2013 EXPERT OPINION SURVEY ABOUT TAX POLICY IN CROATIA

3.1 SURVEY METHODOLOGY

Opinion/attitude surveys, either rather general* or more specific’ have been ap-
plied in taxation research. The Croatian survey is mostly based on the latest US
NTA expert opinion survey (Lim et al., 2013; DeGroat, 2013), which has a long
history behind it (Walker, 1935; Slemrod, 1994; Brannon, 1995). However, a lot
of modifications had to be made, with the majority of new questions introduced as
well as a lot of questions omitted/changed. The 92 questions (i.e., statements)
combine general issues and questions concerning the basic types of taxes, with
specific questions about the most topical tax policy elements in Croatia. The basic
yes/no/other question methodology has also been changed and Likert items (5
levels) are used instead. After the pilot (a couple of academic colleagues of the
authors and tax practitioners) some questions were omitted/clarified.
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The survey was performed between May and July 2013. The call was sent by
e-mail at the beginning of May to 1,000 addresses and sent to other addresses in
the middle of July. Most of the answers were gathered by web page, with a small
part by post (in hard copy). Out of the population of 1,000 experts targeted, 304
responded.

SINGAVLS YNV D1ZV1d VNATIH ‘.)I/\OWIS HIOAYH

In accordance with the relevant mentioned surveys (Walker, 1935; Slemrod, 1994;
Lim et al., 2013) the tax experts that could be divided into the following three
groups: academe, the government sector and the private sector® were the popula-
tion targeted. Academics include professors and researchers at departments (facul-
ties) of economics at universities and research institutes that devote at least part of
their scientific and teaching work to the tax system and policy. The government
sector consists of the Tax Administration (employees of sectors inside Central Of-
fice, heads of regional and local offices) and local and regional government units
(heads of the finance departments of those units). The private sector means mostly
tax advisors, but also some lecturers of private business polytechnics as well as
employees in tax accounting, advising and publishing companies.

AIAINS NOINIJO LIHdXH (VIIVOUD NI SWI04dd XVL 40 SHAILDAISIdd

4 For instance for US: Behrens (1973), Fisher (1985), IRS (1993), McCabe and Stream (2006), Campbell
(2009), Lim et al. (2013), for Israel: Dornstein (1987), for Austria: Kirchler (1999), for Australia: Murphy
(2004), for Sweden: Hammar et al. (2008).

5 For instance for cigarette taxes Green and Gerken (1989), for local tax rates Ashworth and Heyndels (1997),
for flat tax and sales taxes McGowan (2000), for estate tax and flat tax Fleischman and Hutchison (2001), for
the income tax Eicher et al. (2001), Hasseldine and Hite (2003), for environmental taxes Thalmann (2003),
Kallbekken and Saelen (2011), for tax deductibility of mortgages Van der Heijden et al. (2007), for the tax
compliance and morale Torgler and Schneider (2005, 2007), Alm et al. (2006), Eicher and Stuhldreher (2007),
Randlane (2012), for the estate tax Birney et al. (2006), Fatemi et al. (2008), for CO, tax Lofgren and Nord-
blom (2010), for minimum corporate tax rates Osterloh and Heinemann (2013).

¢ Table A1 in appendix entails detailed information about respondents’ structure.



410

AHAUNS NOINIIO L¥HdXH (VILVOUD NI SWIOAHd XVL 40 SHALLOHdSYAd

ANV AJOHHL TVIDONVNIA

DINGNVLS VNV L,‘)IZV’IH VNATIH “DIAONIS AIOAYH

As in similar surveys, the 92 survey questions could be thematically divided into
a handful of groups: property taxes, personal income tax, corporate income tax,
VAT, excise taxes, social contributions, general tax issues and values. In addition,
some general questions were set to establish the demographic and professional
characteristics of the respondents.

3.2 DEGREE OF CONSENSUS

In order to enable comparison with the relevant NTA survey, at least 61% positive
or negative answers (excluding neutral responses) are taken as the threshold for
consensus (Lim et al., 2013). Since the Croatian survey was made with 5-level
Likert items, the answers under “yes” entail answers “totally/strongly agree” and
“mostly agree”, while the answers under “no” entail answers “mostly disagree”
and “totally/strongly disagree”. Table 2 presents the number of answers with the
consensus degree of at least 61%’. Table A2 in appendix includes detailed data for
the degree of consensus for all 92 survey statements/questions.

TABLE 2
Degree of consensus (number of questions, excluding the neutral response)

Degree of consensus Total Academic Government Private
Total 61-74% 29 35 33 36
Total 75-100% 35 36 38 32
Total 61-100% 64 71 71 68
Total 61-100% (in %) 69.9 77.2 77.2 73.9

Source: Authors based on survey responses.

As many as 84 questions (out of 100) had a degree of consensus above 61% in the
US NTA survey, while such a degree of consensus in Croatian survey was elicited
by only 64 statements or 69.9%. If the consensus threshold were raised to 75%
equal answers, the number would decline to only 38% (35 out of 92). Due to the
frequent tax reforms and tax law changes in Croatia, such a low degree of consen-
sus was to be expected. It is interesting that a slightly broader consensus was
reached inside the academic and government sector in contrast to the private one.
Unfortunately, there are a significant number of statements without any general
(total) consensus, which is not the case at the level of particular groups of re-
spondents (sectors). When the experts are divided into sectors, there is much more
homogeneity inside each sector, so a higher percentage of consensus was to be
expected. We hope that the further development of the Croatian society will result
in a higher level of legal certainty and tax stability, which could also lead to a
higher degree of consensus between tax experts. Such a trend is observed in the
US with a higher level of consensus in 2013 in comparison with 1994,

7 This arbitrary but seemingly reasonable threshold for consensus is taken for the relevant comparison with
the US survey also (Lim et al., 2013). More certain degree would be 75% for sure, so this is also taken into
account.



However, there are some contrary statements, even when a consensus was reached. 4 1 1
So it is hard to reach an agreement concerning specific issues without further

analysis. Still, there is a significant difference in the degree of consensus even

among the questions in which a consensus is achieved.

3.3 SPECIAL TAX ISSUES
As mentioned previously, the 92 statements are divided into several groups con-
cerning special tax issues (see table A2).
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Concerning property taxation, only half of the statements reached the percentage for
a consensus to have been reached (61%). The main question related to the introduc-
tion of real estate tax reached no consensus (“only” 59% of answers in favor). The
greatest opposition is found in the academic community, while private and govern-
ment sectors reached a consensus in favor of that tax. Consensus was also reached
about real estate tax being a local tax, for the maintenance of the local surcharge as
well as the real estate transfer tax and for property being a necessary additional indica-
tor of ability to pay. Furthermore, the respondents have different ideas about the tax
burden of the real estate tax for business and citizens. Overall consensus was reached
concerning the statement that citizens should not pay higher rates in than businesses,
but not concerning the statement that business should pay higher rates than citizens.
Naturally, academia and the government sector supported the latter statement (62%
and 65% in favor), in contrast to the private sector (68% against).

DINGNVLS VNV “DIZVT8 VNATAH DIAOWIS rOAUH

Concerning the relatively different systems of property taxes and inheritance and
gift taxes in Croatia and the US, it is hard to make any meaningful comparisons.
Still, respondents in both countries share the traditional view that real estate tax
should be a local tax. On the other hand, unlike Croatian, US experts generally do
not think that a real estate tax should distinguish between citizens and business.

AIAINS NOINIJO LIHdXH (VIIVOUD NI SWI04dd XVL 40 SHAILDAISIdd

Most personal income tax statements, especially those about progressivity, reached
a consensus. Most of the respondents agree that the lowest (but not also the high-
est) marginal rate should be additionally reduced, that a flat tax should not be intro-
duced, that there is no need to reduce the number of tax brackets any further and
that tax allowances (deductions) for voluntary pension and life insurance, health
insurance/costs and owner-occupied housing should be reintroduced. It could be
concluded that respondents strongly share the common vertical equity principle,
but this could not be broadened to include capital income taxation in general. Al-
though a consensus was reached concerning dividends and financial capital gains
taxation, there was no such consensus about interest on saving and securities.

Concerning the different tax treatments of incomes from labor and from capital,
the private sector was alone in not achieving a consensus against the lower taxa-
tion of capital incomes. Concerning additional arguments in favor of lower divi-
dend taxation, there are significant differences between the academic and the pri-
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vate sector on the one hand (accepting it) and the government sector on the other
hand. There is a general agreement that capital incomes should not be taxed at
lower rates, but there is no consensus about equal treatment of all sources of in-
come or preferential dividend taxation — moreover, there are strong differences
between particular sectors.

Due to the long tradition of a consumption-based (interest-adjusted) system of
direct taxation in Croatia in general and especially interest-adjusted personal in-
come tax, the basic elements of which remained in force even after 2001, a higher
preference of experts for this concept could have been expected. The only such
preference is seen in the area of interest on savings (and securities) and, as already
said, could be partially attributed to the individual taxpayer’s circumstances (in
contrast to dividends and financial capital gains taxation®). Some “modified ele-
ment” of consumption-based taxation — a hybrid system between the income and
the consumption concept — a lower taxation of capital incomes (instead of their
being exempted) — the case of dual income tax, which is coming strongly into
Croatian tax system, has, again, reached no support.’ It seems that experts strongly
advocate classical comprehensive income taxation. One could then expect to get a
(positive) consensus about the taxation of all sources of income in the same way
(regarding Q27 as the control question), but this consensus is achieved only in the
government sector. However, this may not be the case, since the question is (could
be) related to currently taxable (mostly labor) incomes in Croatia and the very
topical problem of “other” (additional, part-time) work being taxed at lower rates
(by a way of final withholding tax) in contrast to wages/salaries. The recent idea
of the Croatian Ministry of Finance to tax all labor incomes in a same way in order
to get additional budgetary revenues was (for the time being) rejected.

As in the previous case, it is hard to make comparisons with the US survey, espe-
cially concerning capital income taxation, where the US system is strongly devel-
oped, also due to the development of the financial system. A similar conclusion
could be drawn regarding the numerous tax allowances/deductions that exist in
the US personal income tax system. However, some characteristics in common
could be found — affinity to stronger personal income tax progressivity as well as
disagreements about taxation of capital income in the US, especially at the capital
gains level. There is also a general conclusion about the preference for stronger
comprehensive taxation, but some views regarding capital income, property and
inheritance and gifts mean that such a view is not undivided.

8 Not surprisingly, there is a strong and highly significant correlation between advocating dividend and cap-
ital gains taxation (r,= 0.878; p < 0.01) and much lower between former and interest taxation (r,= 0.365;
p<0.01) and later and interest taxation (r,=0.431; p<0.01). Moreover, these Spearman correlations are cal-
culated for original Lykert type answers (1-5).The same applies to footnote 9.

° There is, of course, negative correlation between advocating capital incomes taxation (Q24, 25 and 26) and
their lower taxation than labor incomes (Q28). The correlation coefficients are highly significant (p < 0.01),
but low (r,=-0.295, r =- 0.340, r = -0.262). The same is true for the correlation between advocating dividend
taxation and their lower taxation (r,=-0.304).



Experts do not consider that the minimum monthly assessment base for social con- 4 1 3
tributions should be abolished. On the other hand, there is no consensus for the abo-
lition of a maximum base (a ceiling). Furthermore, there is a strong disagreement
here between the private sector (against abolition) and the government sector (in
favor of abolition). Most of the respondents consider the first pillar contributions
(intergenerational solidarity) too high, suggesting they should be lowered. Although
there is no general consensus, the private sector and academia circles support an
increase in the second pillar (individual capitalized saving accounts) contributions.
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There is consensus for almost all statements in the field of corporate income tax.
Most of the respondents consider that it should boost economic activity, so differ-
ent incentives should be retained or (re)introduced (different tax holidays and in- —
vestment allowances). Especially pronounced is the high degree of support (91%)
for R&D and educational incentives. A high degree of consensus is achieved for
reintroduction of ACE, favoring consumption-based taxation at the corporate le-
vel (in contrast to the personal level). The experience of Belgium proves that such
system is still (for the time being'®) compatible with EU requirements. Yet one of
the reasons given for its withdrawal in Croatia was its uniqueness in the EU (which
was only partially true, due to some already existing elements of ACE in Austria
and Italy at that time). Interestingly and relatively unexpectedly, no consensus has
been reached for the lowering of the CIT rate. It is especially interesting that the
private sector is the only opponent, reaching a consensus against rate lowering.
They are probably aware of the relatively low effective rate due to numerous in-
centives. No comparison of the US and the Croatian survey is possible, since the
questions completely differ.

SINGINVLS VNV DIZV1d VNATIH “DIAOWIS fOAYH
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Experts are mostly against aiming at having only one (standard) VAT rate and also
against abolition of the reduced rates. So, a consensus was reached concerning the
maintenance of reduced rates for basic foodstuffs as well as their extension to all
food products. Such an attitude could be explained by the already mentioned rela-
tively high preference of experts for vertical equity. A huge majority (97%, and
100% for the private sector) claim that the standard VAT rate should not be in-
creased further, which is completely expected, since the Croatian VAT rate of 25%
is the second highest (after Hungary with 27%) in the EU.

There is high degree of consensus for most statements in the field of excise taxes.
Most think that different excise taxes on energy and electricity should “not be
raised”/“be lowered”. In contrast, most think that excise taxes on tobacco and to-
bacco products should be increased and that taxation of luxury products should be
reintroduced. Here, some resemblance with the US survey, where similar opinions
prevail, could be established. Most experts support excise taxes on cars, aircrafts
and vessels, while no consensus was reached for excise taxes for coffee and car
insurance premiums. Interesting, a consensus was reached for introducing excise

1 Recent CCCTB development trends should be taken into account, including even the possibility of future
shift of this tax base from optional to compulsory.
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taxes on “junk food”, where the Croatian differ from the US experts, who do not
support such special taxes.

3.4 GENERAL TAX ISSUES, EXPERTS’ VALUES AND ECONOMIC MODEL

The last twenty survey statements relate to general attitudes about the tax system and
policy as well as some economic models. These questions are pretty comparable to
the US survey. In contrast to the US survey, no overall consensus has been reached for
three of the statements, although even here some partial consensus exists.

For many questions the degree of consensus is high (over 75%). Most of the re-
spondents solve the traditional “equity-efficiency trade-off” in favor of equity.
This attitude is expected, taking into consideration the previous survey parts about
particular taxes. It could be explained by the historical inheritance and the general
justice awareness that prevails in Croatia, but maybe also by some recent tax
policy tendencies due to the economic crisis. A high degree of consensus is present
for the statement that penalties for tax evasion should be increased and adminis-
trative and compliance costs as well as para-fiscal levies decreased. The results for
these statements are mostly in accordance with the US experts’ opinion.

Most experts think that the share of government in GDP (measured by public
revenues and expenditures) should be decreased. In accordance with that there is
a consensus about related statements that the entire tax burden should be lowered
and the tax structure changed. There is no consensus about the currently advo-
cated introduction of a financial transaction tax, as it is the case in the US survey.
On the other hand, there is a consensus about a financial activities tax. One of the
reasons for the different attitudes to those financial sector taxes could be the con-
cern of the experts about the incidence of the former tax.

There is also consensus concerning some views about economic effects. Most
think that lower marginal income tax rates increase work effort and reduce leisure
(81%) and that such a change would increase the tax base so that the revenue lost
could be compensated for (65%). Most think also that non taxation of interest
encourages saving (78%) and respectively non taxation of financial capital gains
encourages investment and promotes economic growth (65%)'!. The bulk of these
reasonings are close to those in the US survey.

While the US experts consider consumption taxes regressive, Croatian experts
(except academics) have reached no consensus about regressivity. Maybe this is
due to the lack of knowledge of other groups about that term. However, experts
from both countries have reached the consensus that CIT is shifted mostly to con-
sumers and employees.

" However, one should keep in mind that the neutral answer (3) was eliminated from the survey results. Where
it comes to such economic modelling statements (as well as value statements) such skepticism/indecisive-
ness could be reasonable, expressing no lack of knowledge of the respondents, but their awareness of com-
plexity. The inclusion of neutral answers in these statements would make the results a little bit less optimis-
tic (Blazi¢, Simovi¢ and Stambuk, 2014).



The efficiency of regional tax investment incentives in Croatia (the city of Vuko-
var and areas of special national concern) is one of the questions where no gen-
eral consensus was achieved. A consensus about them not being efficient was
reached only in the academic community (68%), while the percentage of negative
answers in the private (58%) and government sector (51%) was not high enough.
It could be concluded that this attitude supports recently (after the survey) con-
ducted reform of stated investment incentives (their narrowing).

4 DETERMINANTS OF EXPERTS’ POLICY OPINIONS IN CROATIA

This part of the paper analyses factors that influence tax experts’ attitudes in
Croatia using a serial binomial probit regression. As in the case of the degree for
consensus being reached, only positive and negative answers (without the neutral
one) are observed. As in other relevant research (Lim et al., 2013), the analysis is
aimed in two directions. The first part analyses tax expert’s attitudes related to
some value judgments (values) in the area of taxation, where two questions (Q75
— The entire tax burden (the level of taxes relative to GDP) should be reduced and
Q91 — The equity principle should have precedence over the efficiency principle
in creating tax policy) are used as predictors (independent variables). The second
part of the analysis encompasses particular economic views related to the behav-
ioral responsiveness and tax incidence, whose predictors (independent variables)
are tested over five questions (Q84 — Non taxation of interest encourages saving,
Q85 — Non taxation of financial capital gains encourages investment and pro-
motes economic growth, Q86 — Different government tax reductions (reliefs, in-
centives) promote economic growth, Q79 — The tax burden should be shifted from
personal and corporate income to consumption and Q80 — The tax burden should
be shifted from personal and corporate income to property). In both cases, the
regression includes also demographic characteristics (employment-sector, age
and education level) as independent variables. They are not particularly analyzed
but detailed probit regression results, as well for demographic characteristics, are
presented in table A3 and A4 in appendix.

Seventeen different models are observed, where seventeen questions/statements
that best reflect topical disputes in Croatian tax systems and could be used to as-
sess future tax trends were chosen as dependent variables.

4.1 VALUES

This part of the analysis wants to establish the influence of tax equity values and gen-
eral values concerning the government’s role in the economy on professional attitudes
about tax system and policy. In order to establish that influence, Q75 (The entire tax
burden (the level of taxes relative to GDP) should be reduced) and Q91 (The equity
principle should take precedence over the efficiency principle in creating tax policy),
which somehow express different views concerning tax policy, were chosen as inde-
pendent variables (predictors). The respondents that support the reduction in the entire
tax burden (expressed as the level of taxes relative to GDP) — those that gave that gave
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the positive answer to Q75 (The entire tax burden (the level of taxes relative to GDP)
should be reduced) could be regarded as having more (neo)liberal economic views,
i.e. advocating a smaller role of government in the economy. On the other hand, those
that claim the equity is more important than the efficiency principle (compared to
those that have answered negatively) support a greater role for equity, i.e. higher state
intervention regarding redistributive issues. Concerning consumption-based taxation,
the former group could be expected to be more in favor of and the latter group to be
more against it. Table 3 presents the results of binomial probit regression for variables
Q75 (The entire tax burden (the level of taxes relative to GDP) should be reduced) and
QO1 (The equity principle should take precedence over the efficiency principle in
creating tax policy) reflecting values in the field of taxation.

Presented results imply relatively consistent attitudes of Croatian tax experts. For
the most observed models, the experts with neoliberal economic views have mo-
stly different preferences than the experts that advocate greater equity in taxation.
Furthermore, Q91 (The equity principle should take precedence over the efficiency
principle in creating tax policy) is also a more significant predictor than the Q75
(The entire tax burden (the level of taxes relative to GDP) should be reduced) —
which could imply that the equity principle is the dominant value in shaping tax
attitudes for most of the experts.'?

More neoliberal tax experts, i.e. those that answered to Q75 (The entire tax burden
(the level of taxes relative to GDP) should be reduced) positively are more inclined
to reduce the CIT rate, especially for SMEs. They are also inclined to reduce para-
fiscal levies and consider that the government should be financed less from taxes
and more from user charges. This could be explained by their inclination to the
benefit principle (“quid pro quo”) as an alternative (in effect older) understanding
of equity (equality) instead of the ability to pay principle. That is why they are also
not inclined to the taxation of interest income (as well as other capital incomes'?)
following consumption-based (interest-adjusted) taxation concept.

Tax experts expressing a preference for a greater role for vertical equity (those that
reacted positively to Q91) are, expectedly, more inclined to the introduction of a
real estate tax (as additional indicator of ability to pay) as well as to the taxation
of capital incomes such as dividends and capital gains.'* Not unexpectedly they
are also in favor of a financial transaction tax and especially a financial activities
tax (as additional ability to pay tax on the “undertaxed” banking sector). Needless

121t is harder to make the comparison with the US survey in this context since the set of observed models, i.e.
dependent variables is somehow different. The predictors are not identical also, but they could be put in the
similar comparable context. In the US survey the question “Is the redistribution of income within the United
States a legitimate role for government” turned out to be more important predictor (with the negative influ-
ence on attitudes of lower capital income and dividend taxation) than the question about higher equality of
income distribution in the US (Lim et al., 2013: 790-791).

13 However, there is no statistical significance established for other capital incomes.

4 There is a positive influence on interest taxation also, but without statistical significance.



to say that they are against the flat tax, which, due to its indirect progressivity,
jeopardizes the traditional equity-founded appreciation of the ability to pay prin-

ciple.

TABLE 3
Binomial probit regression results for values

Question/statement Q75* QI1* i
Q01 Croatia should introduce the proposed real estate 0.014 0.820%** 14.658
tax. (0.324) (0.337) (0.041)
Q03 Taxation should include other forms of property 0223 0.179 4136
too (movable property, financial property, etc.), : : ;
i.e. synthetic taxation of property (net wealth tax). (0.343) (0.320) (0.764)
Q16 Instead of more PIT rates only one rate should be "
introduced (a flat tax) along with maintenance of ( 0032401(; (-(?36:52) ( 08276893)
personal exemptions. ’ ' ’
. . -0.577 0.740** 18.562
Q24 Inside PIT dividends should be taxed. (0.454) (0.353) (0.010)
N ok
Q25 Inside PIT financial capital gains should be taxed. ( 003%)62‘; ( (;) 3834 23) (109060366)
Q26 Inside PIT interest on saving and securities should -0.782%%* 0.485 7.758
be taxed. (0.362) (0.345) (0.354)
Q27 All sources of income inside PIT should be taxed 0519 0.048 3443
in the same way (at statutory rates, without ) - .
allowing the lower withholding tax to be final). (0:421) (0.358) (0.841)
0.841%* 0.067 10.177
Q30 CIT (general) rate should be reduced. (0.350) (0.328) (0.179)
0.810%** 0.047 14.573
Q31 CIT burden for SMEs should be reduced. (0.359) (0.394) (0.042)
Q32 Reinvested profits should be exempt from 0.129 -0.141 5.012
taxation. (0.428) (0.412) (0.659)
Q39 Tax incentives for investment should be 0.279 0.741 5.067
maintained. (0.430) (0.466) (0.408)
Q40 Protective interest (allowance for corporate equity, -0.306 0.580 9.150
ACE) should be reintroduced. (0.408) (0.372) (0.242)
Q42 Only one/standard VAT rate should be aimed at 0.031 -0.475 5.973
(reduced rates should be narrowed/eliminated). (0.324) (0.314) (0.543)
. . . -0.167 0.752%* 15.518
Q73 A financial transaction tax should be introduced. (0.342) (0.360) (0.030)
. o . -0.486 1.378%*%* 65.922
Q74 A financial activities tax should be introduced. (0.482) (0.386) (<0.001)
Q76 General government should be financed less from 0.955% % 0327 12.132
taxes and more from different non-tax revenues ) ; )
(with an emphasis on different user charges). (0.328) (0.364) (0.096)
sk
Q81 Para-fiscal levies should be reduced. ( (;) 54973) ( 005228;; (;90?)96(;

Notes: Robust standard errors are in parenthesis. The p-values of the y’ are in brackets. Other

regressors include indicators of sector of employment, age and education.

*p < 0.1: % p < 0.05; ***p < 0.01.

a) Q75 — Entire tax burden (the level of taxes relative the GDP) should be reduced.

b) Q91 — The equity principle should be prior to efficiency principle in creating tax policy.

¢) Wald y tests the hypothesis that at least one of the regression coefficients is not equal to zero.

Source: Authors’ calculation.
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4.2 ECONOMIC VIEWS

In order to establish the prevalence of specific economic views in taxation, state-
ments/questions that relate to taxpayers’ behavior and tax incidence are used as
independent variables (predictors). For the taxpayers’ behavioral response ques-
tions/statements QP84 (Non taxation of interest encourages saving), QP85 (Non
taxation of financial capital gains encourages investment and promotes economic
growth) and QP86 (Different government tax reductions (reliefs, incentives) pro-
mote economic growth) are used and for the tax incidence additional two ques-
tions/statements (Q79 — The tax burden should be shifted from personal and cor-
porate income to consumption and Q80 — The tax burden should be shifted from
personal and corporate income to property) are used. Table 4 presents the results
of a binomial probit regression for the stated variables.

Results relating to tax incidence show a relatively consistent attitude among tax
experts. On the other hand, there are some inconsistencies concerning behavioral
responses, which have already been referred to in the part of the analysis concern-
ing the degree of consensus achieved.

Among behavioral response questions/statements, Q86 (Different government tax
reductions (reliefs, incentives) promote economic growth) turned out to be the best
predictor. The experts that answered that question positively (compared to those
that answered negatively) are more inclined to exempt the reinvested profits from
taxation, to maintain different tax incentives and to reduce para-fiscal levies. They
are also not inclined to abolish reduced VAT rates. This approach in favor of tax
incentives and reliefs could be regarded as “classical interventionist” approach,
where economic efficiency is not understood in a sense of neutrality, but more
from a (cost)-effectiveness approach. Although the critics could say this has been
consigned to history and is definitely incompatible with modern consumption-
based proposals, as well as with modern tax reform proposals in general from the
eighties on, it is still popular especially in the tax practice of developing countries
and (post)transition economies. The recent (re)introduction of numerous incen-
tives in the developed countries at the beginning of the economic and financial
crisis, shows that they are indeed still compatible with a modern tax system. Fur-
thermore, the respondents that reacted positively to Q86 are in favor of real estate
tax as well as net wealth tax, which could be easier explained by a traditional
“interventionist” approach than the newest reform tendencies in favor of these
taxes.

Since it is more narrow, Q85 (Non taxation of financial capital gains encourages
investment and promotes economic growth) turned out to be a less important pre-
dictor. The experts that answered this question positively (compared to those that
answered negatively) are, logically, not in favor of capital gains taxation only, but
also of dividend taxation as well as a financial activities tax. Since the non-taxa-
tion of capital gains (as well as all capital incomes) is one of the crucial character-



istics of consumption-based (interest-adjusted) taxation it is completely logical 4 1 9
that the same reasoning should be broadened to include dividend taxation (and
also interest taxation, where the relationship is negative also, but not statistically
significantly so). Furthermore, those interested in reducing the tax burden and tax
distortions in financial markets are, logically again, not in favor of a financial
transaction tax.
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It is interesting that the same experts do not think that CIT incentives should be
maintained. Although it could seem peculiar to the general public, it is completely
in accordance with consumption-based approach or the more general modern “base
broadening” approach, where non-taxation of capital incomes and rate lowering of
taxable incomes are advocated as better and more neutral incentive measures.

(¥102) 6£4-S0¥ (1) 8€

Q84 (Non taxation of interest encourages saving) showed all the controversiality
of interest taxation attitudes as well as of the survey in general. Although there is
a negative influence presented concerning the need for interest taxation (Q26), it
is not statistically significant. Q84 turned out to be significant predictor only for
flat tax introduction. The link between non-taxation of interest as one of the basic
characteristic of consumption-based (interest-adjusted) taxation and Hall-Rab-
ushka flat tax — one of the typical examples of interest-adjusted personal income
tax accompanied with only one rate needn’t to be additionally explained. Regard-
less of statistical insignificance of other relationships, it is interesting that some of
them are of a different direction in comparison with Q85 (Non taxation of finan-
cial capital gains encourages investment and promotes economic growth), which
implies a lot of disagreements but also inconsistences among tax experts.
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Regardless of the stated inconsistencies, statements/questions Q85 (Non taxation
of financial capital gains encourages investment and promotes economic growth)
and Q86 (Different government tax reductions (reliefs, incentives) promote eco-
nomic growth) turned out to be significant predictors, which work in the expected
direction in most of the tested models, i.e. imply similar attitudes of the tax ex-
perts about different tax incentive mechanisms. Similar tendencies could be estab-
lished in relation with the relevant US survey, where similar attitudes prevail and
the question about influence of taxation on private saving turned out to be the
weakest predictor (Lim et al., 2013: 791-793).
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Economic incidence results show relatively consistent attitudes of tax experts.'
Q79 (The tax burden should be shifted from personal and corporate income to
consumption) turned out to be the most important predictor. The experts that re-
sponded to that question positively (compared to those that answered negatively)
are, expectedly, not in favor of capital income taxation in general (dividends, in-
terest and capital gains) and are in favor of flat tax introduction, only one (stand-
ard) VAT rate as well as a reduction of the tax burden for SMEs. These experts
follow contemporary tax policy recommendations and consumption-based (inter-
est-adjusted) tax concept in general. Those experts are very precise in their atti-
tudes and the answers are in accordance with expectations at most tested models.
Again, it is not surprising that the experts that favor a general non-taxation of
capital incomes, flat tax and only one VAT rate are against retaining specific tax
incentives. So, they prefer general horizontal and “neutral” effects and not “distor-
tive” tax incentives. Not surprisingly, these incentives were introduced after
Croatia abandoned consumption-based taxation at personal and corporate levels
(table 1).

Q80 (Tax burden should be shifted from personal and corporate income to prop-
erty) also turned out to be important predictor. The experts that answered this
question positively (compared to those that answered negatively) are, logically, in
favor of real estate tax as well as net wealth tax. But they are also more inclined
to income-based taxation (in contrast to consumption-based of the former group)
—they are in favor of capital income taxation (interest, dividends and capital gains)
as well as of taxing all income sources in the same way (classical comprehensive
S-H-S income). Not surprisingly that they are also in favor of a proposed financial
transaction tax.

Although both predictors (Q79 — The tax burden should be shifted from personal
and corporate income to consumption and Q80 — The tax burden should be shifted
from personal and corporate income to property) point to the experts’ attitudes
relatively precisely, neither of them turned out to be significant (and positive) for
Q40 (reintroduction of ACE tax). This is about an instrument that was crucial for
the consumption-based interest-adjusted corporate income taxation in Croatia im-
plemented in 1994-2000. On the other hand, both predictors are significant for the
(non)-taxation of capital incomes (Q24, Q25 and Q26) — the instruments that were
crucial for the consumption-based interest-adjusted personal income tax not only
in the same period, but also even further. The fact that ACE, unlike non-taxation
of capital incomes non-taxation, has not been in effect since 2001, i.e. that it is
almost forgotten, could be the main reason behind the lack of consistent (and
positive) reactions to that instrument as well as a lot of neutral answers for this
question (more than one quarter).

15 In contrast to behavioral questions/statements, the comparison with US survey results is not possible here
since the Croatian research entails other predictor questions that are more applicable to the Croatian tax sys-
tem characteristics.



5 CONCLUSION 42 3
Maybe disappointingly, but not unexpectedly, there is no high and broad consensus

of Croatian tax experts although the technique which was applied (elimination of

neutral answers, yes or no answers only) implies as high a consensus as possible.

However, the relatively high degree of consensus concerning some specific ques-
tions enables us to draw some general conclusions about experts’ attitudes. In the
field of (personal and corporate) income taxation they include maintenance of
corporate tax incentives, reintroduction of personal income tax reliefs (deduc-
tions), and rejection of a flat tax as well as a decrease in number of tax brackets.
Concerning consumption taxation, the most interesting results are in favor of the
maintenance and even broadening of reduced VAT rates as well as an increase in
alcohol and tobacco duties. Although experts support financial sector taxation in
general, consensus was reached not about a financial transaction tax, but about a
financial activities tax. Concerning general tax issues a further shift from income
to consumption as well as decrease of the share of taxation in GDP, as expected,
is advocated. Experts showed remarkable belief in behavioral responsiveness of
tax decreases/exemptions, but, on the other hand, solved the traditional equity-
efficiency trade-off in favor of equity.
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In a sectoral comparison, the government sector expresses higher social sensibil-
ity (equity principle) and a stronger inclination to the classical income-based —
ability to pay principle (which is reflected also in the property as additional ability
to pay indicator). However government officers are not in favor of personal in-
come tax deductions, maybe due to their high administrative costs, which burden
the tax administration directly. The academic sector could be said to be more “ra-
tional” being not so much against a consumption-based (interest-adjusted) taxa-
tion as other sectors, but still not in favor of it (with the exception of the ACE tax
that received substantial support).
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Some values and economic views are found to be important and consistent predic-
tors of tax opinions. This is especially true of the equity principle, the behavioral
effects of tax reductions and attitudes related to tax incidence. The results are
consistent with the consumption-based versus income-based concepts.
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APPENDIX
TaBLE Al
Demographics and sample information
Structure of respondents Valid percent
Age
18-29 17.2
30-44 46.7
45-54 19.4
55+ 16.7
Education
High school degree 4.6
Associate degree/ BA 11.2
Graduate/Master 452
MSc 7.3
PhD 31.7
Sector
Private sector 9.6
Government sector 435
Academic community 46.9
Sector: Private sector
Tax advisor 50.0
Editor and/or business advisor 16.7
Others 20.8
High business school (lecturer) 12.7
Sector: Government sector
Local and regional units 48.7
Tax Administration 41.6
Ministry of Finance (outside Tax Administration) 1.8
Others 44
Sector: Academic community
Economics 86.2
Law 12.2
Political sciences 1.6
Sector: Academic community — Economics
Public finance 23.1
Monetary finance and financial markets 18.3
Corporate finance and accounting 26.0
Macroeconomics 24.0
Management/entrepreneurship 8.7

Source: Authors — survey.



TABLE A2 4 2 5

Responses’ distribution (in %) for all respondents and main groups according to
employment (without neutral answer)

Total Academic  Government Private

No. Statement/question
No Yes No Yes No Yes No Yes

Property taxes, inheritance and
gift taxes
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Croatia should introduce the
proposed real estate tax.

(¥102) 6£4-S0 (1) 8€

Real estate tax should be a local
tax.

Taxation should include other —
forms of property too (movable

3 property, financial property, etc.), 44 56 50 50 39 61 50 50
i.e. should be a synthetic taxation
of property (net wealth tax).

Regardless of any possible real
estate tax introduction, communal
charge should still remain local
revenue.

48 52 42 58 50 50 71 29

Regardless of any possible real
estate tax introduction, tax on
holiday houses should remain local
revenue too.

43 57 34 66 46 54 68 32

Regardless of any possible real
estate tax introduction, surtax on
income tax should still remain
local revenue too.
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33 67 30 70 33 67 48 52

Real estate tax should be assessed
7  at the same rate for business and 71 29 75 25 71 29 68 32
residents.

AFAINS NOINIJO LIHdXH (VIIVOUD NI SWI04dd XVL 40 SHAILDAISIdd

Business should be taxed at a
higher rate than residents.

Residents should be taxed at a
higher rate than business.

Inheritances and gifts should be

10 taxed.

56 44 54 46 61 39 43 57

Inheritance and gift taxation
should be progressive — according
to the property inherited/gifted and
11 the proximity of the relationship 51 49 52 48 49 51 46 54
(in contrast to the current 5% with
the exemption for the closest
family members).

12 ;l:liaeldestate transfers should be 16 84 20 80 14 36 3 92

Property is a necessary additional
13 indicator of ability to pay besides 17 83 14 86 17 83 2377
income.

Personal income tax
The highest PIT rate should be

14 reduced further (recently reduced 52 48 49 51 57 43 48 52
from 45% to 40%).




426

(#102) 6£4-S0t (¥) 8€

ADILOVAd

ANV AYOHHL TVIONVNIA

AHAYNS NOINIIO L¥HdXH (VILVOUD NI SWIOAHY XVL 40 SHALLOHdSYAd

Statement/question

Total

Academic

Government

Private

No

Yes

No

Yes

No

Yes

No

Yes

15

The lowest PIT rate should be
reduced further (recently reduced
from 15% to 12%).

34

66

36

64

29

71

46

54

16

Instead of more PIT rates only one
rate should be introduced (a flat
tax) along with maintaining
personal exemption.

69

31

63

37

72

28

79

21

17

The number of tax brackets should
be increased (currently three).

47

53

41

59

49

51

70

30

18

The number of tax brackets should
be decreased (currently three).

81

19

71

23

83

86

19

Tax deductions/allowances for
health costs should be
reintroduced.

27

73

23

71

27

73

46

54

20

Tax deductions/allowances for
owner-occupied housing should
be reintroduced.

30

70

23

77

35

65

48

52

21

Tax deductions/allowances for life
insurance should be reintroduced.

40

60

34

66

47

53

39

61

22

Tax deductions/allowances for
voluntary pension insurance
should be reintroduced.

35

65

29

71

42

58

32

68
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23

Tax deductions/allowances for
additional and private health
insurance should be reintroduced.

65

30

70

38

62

36

64

24

Inside PIT, dividends should be
taxed.

73

35

65

14

86

38

63

25

Inside PIT, financial capital gains
should be taxed.

77

34

66

13

87

29

71

26

Inside PIT interest on saving and
securities should be taxed.

46

60

40

46

54

55

45

27

All sources of income inside PIT
should be taxed in the same way
(at statutory rates, without
allowing the lower withholding
tax to be the final tax due).

43

57

42

58

36

64

55

45

28

Capital incomes should be taxed
at lower rates than labor incomes.

70

30

39

80

20

57

43

29

Dividends should be taxed at lower
rates than other incomes (due to
the economic double taxation of
dividends).

43

57

72

61

39

38

62

Corporate income tax

30

CIT (general) rate should be
reduced.

46

54

59

48

52

64

36

31

CIT burden for SMEs should be
reduced.

21

79

79

17

83

36

64

32

Reinvested profits should be
exempt from taxation.

12

88

93

12

88

25

75

33

Tax incentives for areas of special
national concern should be
maintained.

32

68

29

71

35

65

15

85
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Total
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Private

No

Yes

No

Yes

No

Yes

No

Yes

34

Tax incentives for mountain areas
should be maintained.

32

68

34

66

31

69

15

85

35

Tax incentives for free trade zones
should be maintained.

31

69

27

73

32

68

28

72

36

Tax incentives for the city of
Vukovar should be maintained.

77

77

21

79

16

84

37

Tax incentives (state aid) for R&D
should be maintained

91

92

92

17

83

38

Tax incentives (state aid) for the
education of employees should be
maintained.

91

94

10

90

14

86

39

Tax incentives for investment
should be maintained.

11

89

91

12

88

13

88

40

Protective interest (allowance for
corporate equity, ACE) should be
reintroduced.

25

75

27

73

24

76

26

74

41

Accelerated depreciation (double
depreciation rates) should be
maintained.

26

74

20

80

28

72

39

61

VAT

42

Only one/standard VAT rate should
be aimed at (reduced rates should
be narrowed/eliminated).

64

36

65

35

63

37

62

38

43

In the transitional period (after
accessing EU) Croatia should have
tried to maintain zero rate of VAT
for some goods and services that
have a social purpose.

25

75

28

72

18

82

36

64

44

Tourist and restaurant services
should be taxed at lower VAT rate.

51

49

48

52

57

43

39

61

45

Some basic foodstuff (bread, milk,
baby food, edible oils and fats)
should be taxed at a reduced VAT
rate.

13

87

17

83

92

20

80

46

A special scheme for VAT for
farmers should be introduced.

25

75

20

80

27

73

26

74

47

Standard/general VAT rate should
be increased.

97

97

98

100

48

An increase of the standard/general
VAT rate is better than the
introduction of “crises tax”.

62

38

67

33

63

37

37

63

49

Instead of reduced VAT rates for
some “basic” foodstuffs the
reduced VAT rate for all foodstuffs
(and water) should be introduced.

36

64

39

61

35

65

41

59

50

The reduced VAT rate for
newspapers and periodicals should
not be applied for “the yellow
press”.

27

73

26

74

25

75

36

64

51

The reduced VAT rate should be
higher for scientific journals than
for the daily press.

60

40

58

42

58

42

78

22
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Statement/question

Total

Academic

Government

Private

No

Yes

No

Yes

No

Yes

No

Yes

52

VAT revenues should be partially
directed to local government.

40

60

43

57

35

65

55

45

Excise duties

53

A special tax on “junk food”
should be introduced.

34

66

29

71

34

66

47

53

54

Excise taxes on mineral oil and
petroleum products should be
decreased.

27

73

33

67

21

79

32

68

55

Excise duties on natural gas should
be increased.

91

91

91

89

56

Excise duties on electricity should
be increased.

94

90

98

95

57

Excise duties on alcohol should
be increased.

18

82

18

82

18

82

18

82

58

Excise duties on wine should be
introduced.

60

40

58

42

59

41

71

29

59

Excise duties on tobacco and
tobacco products should be
increased.

15

85

11

89

15

85

24

76

60

Croatia has enough excise duties.

93

94

91

95

61

Excise duties should be levied on
luxury products.

20

80

19

81

16

84

42

58

62

Excise duties should be levied on
cars and other vehicles.

36

64

32

68

37

63

45

55
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63

Excise duties should be levied on
aircrafts and vessels.

22

78

24

76

15

85

40

60

64

Excise duties should be levied on
liability and comprehensive road
vehicle insurance premiums.

59

41

55

45

60

40

81

19

65

Excise duties should be levied on
coffee.

55

45

50

50

58

42

55

45

66

Excise duties should be levied on
non-alcoholic beverages.

68

32

65

35

74

26

65

35

Social contributions

67

The ceiling for pension insurance
contributions should be abolished.

43

57

44

56

37

63

70

30

68

Minimum assessment base for
pension insurance contributions
should be abolished.

72

28

70

30

72

28

76

24

69

Rates for compulsory pension
insurance contributions for
intergenerational solidarity (1%
pillar) should be decreased.

39

61

39

61

41

59

33

67

70

Rates for compulsory pension
insurance contributions for
individual capitalized savings
accounts (2™ pillar) should be
increased.

40

60

34

66

48

52

33

67

71

Health insurance contributions
should be decreased.

41

59

40

60

44

56

30

70
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Total

Academic

Government

Private

No

Yes

No

Yes

No

Yes

No

Yes

72

Small business personal income
taxpayers are in a favorable
position compared to employment
income taxpayers concerning
compulsory social security
contributions’ payment.

47

53

43

57

51

49

43

57

General tax issues, experts’
values and economic model

73

A financial transaction tax should
be introduced.

44

56

50

50

36

64

53

47

74

A financial activities tax should
be introduced.

23

71

33

67

94

53

47

75

The entire tax burden (the level of
taxes relative to GDP) should be
reduced.

15

85

17

83

15

85

95

76

General government should be
financed less from taxes and more
from different non-tax revenues
(with an emphasis on different user
charges).

35

65

33

67

38

62

37

63

77

The entire level of public revenues
(and public expenditures) relative
to GDP should be lowered.

82

23

71

84

91

78

The tax structure should be
changed.

92

11

89

93

100

79

The tax burden should be shifted
from personal and corporate
income to consumption.

33

67

31

69

34

66

35

65

80

The tax burden should be shifted
from personal and corporate
income to property.

48

52

47

53

45

55

71

29

81

Para-fiscal levies should be
reduced.

95

93

97

96

82

Lower marginal income tax rates
reduce leisure and increase work
effort.

19

81

18

82

18

82

21

79

83

Lower marginal income tax rates
increase work effort and taxable
income generally so much as to
raise revenue.

35

65

34

66

37

63

31

69

84

Non taxation of interest
encourages saving.

22

78

22

78

24

76

86

85

Non taxation of financial capital
gains encourages investment and
promotes economic growth.

35

65

34

66

37

63

24

76

86

Different government tax
reductions (reliefs, incentives)
promote economic growth.

79

81

24

76

17

83

87

VAT is regressive.

60

67

42

58

59

41

88

CIT is mostly shifted onto
consumers and employees.

21
40
26

74

71

28

72

33

67
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43 O Total Academic  Government Private

No. Statement/question
No Yes No Yes No Yes No Yes

Regional tax incentives (city of
Vukovar, areas of special national
concern) are efficient concerning
investment attraction.

89 59 41 68 32 51 49 58 42

Administrative and compliance
costs of taxation should a play
significant role in creating tax
policy (these costs should be
reduced by making the tax system
significantly simpler).
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90

The equity principle should have
91  priority over the efficiency 13 87 15 85 6 94 40 60
principle in creating tax policy.

90 Peqaltles for tax evasion should 13 87 11 89 12 88 29 7
be increased.

Note: Answers above 61% are bolded.

Source: Authors — survey.
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Abstract

Using two different data sets, both derived from the personal income tax files, this
paper analyses income inequality and the effects of the personal income tax on
after-tax income of employees in Slovenia. It has been shown by using the Kak-
wani index of progressivity that increases in tax progressivity came in leaps and
bounds upon the introduction of new PIT legislation. After the early years of tran-
sition (1991-1993), characterized by a large increase in income inequality, the
distribution of income has experienced rather small changes, this can be attrib-
uted to the introduction of the minimum wage and introduction of a tripartite in-
stitution (The Economic and Social Council), responsible for wage negotiations.
Inequality of employee’s income has even been decreasing since 2005, some of
this decrease is due to changes in the tax base, as PIT legislation introduced
schedular taxation of capital income in 2005 and differentiated tax allowances in
2008. The share of income accruing to the top 1% of earners has not been incre-
asing, but has been fluctuating, though on a decreasing trend in the last 10 years.

Keywords: income inequality, income distribution, earnings, Slovenia

1 INTRODUCTION

The interest in income inequality is not waning. However, the focus of particular
interest has been shifting, as researchers have in recent years devoted much atten-
tion to the analysis of the very top of the income distribution, and also by exten-
sion of the data series into the distant past. Our analysis does not include “the
distant past”, but only the period from 1991 onwards. This was the year Slovenia
gained independence and introduced its — admittedly short lived — currency, the
Slovenian tolar. In 2007, Slovenia joined the eurozone, adopting the euro. The
economic and financial crisis hit Slovenia hard, with a large drop in GDP; the
growth rates (as published by the Statistical Office and available at www.stat.si)
were -7.8% in 2009, 1.2% in 2010, 0.6% in 2011 and 2.6% in 2012. In this sense,
the 1991-2012 period was quite eventful. We note that any attempt to extend the
analysis further back in time, to cover the pre-1991 period (when Slovenia was a
constituent republic of the Yugoslavian federation), would entail insurmountable
methodological difficulties. Namely, the socialist system did not recognize the
concept of gross income, and there was no personal income tax in the modern
sense of the word'. Thus, prior to 1991, only summary data on net wages are avail-
able.

Our analysis will deal with income inequality in the labour active population,
more precisely, of employees. We generally do not use the term “earnings”, though
more than 95 percent of this income constitutes earnings; a quite small share of
income also consists of income from capital. Self-employed persons, persons ac-
tive in agriculture and other active persons, who do not have employee status, will
not be included. Our analysis will take the individual as a statistical unit; we will

! Only certain types of income were taxed, i.e. income from contractual work.



not deal with household income. In spite of this “partiality”, such an analysis also
provides an indication of what was happening at the household level, as wages
and salaries account for more than 60 per cent of disposable household income.
Changes in the distribution of these incomes also provide a good indication of the
trend in the distribution of household incomes. As for the “partiality” of our anal-
ysis, we can quote Blinder (1993:308), who wrote, referring to the USA data, that
“if you want to understand the rise in income inequality in the 1980s, the place to
start is with the rise in wage inequality”. To which we might add Atkinson’s com-
ment (1998:19): “I agree, but one should not stop here”. To which we might fur-
ther add that Atkinson at times “did stop here” and analyzed the distribution of
individual earnings in twenty country members of the OECD (Atkinson, 2008).

We have already mentioned the strong research emphasis on the very top of the
income distribution. Recent research by Atkinson, Piketty and Saez (2011), Pike-
tty and Saez (2013), Alvaredo et al. (2013) has not only presented a comparative
and historical perspective of changes at the top of the income distribution in a
number of developed countries, but has also provided quite plausible explanations
as to why the share of income accruing to the top 1% has increased so dramati-
cally in most English-speaking countries. These authors have shown that the tax
system is one of the “culprits”, as large decreases in the top marginal tax rates
have strongly stimulated managers and executives to bargain for higher remunera-
tion, i.e. the rewards for bargaining efforts have significantly increased. They have
shown that this increasing share is simply rent extraction, i.e. it was not caused by
increases in the productivity of this group. In fact, this recent research, as well as
the best-selling book by Piketty (2013), provides a strong theoretical and empiri-
cal “indictment” of the economic and financial elite in these countries, particu-
larly in the USA. Viewed in this international context, and considering the above-
mentioned research that will doubtlessly have a strong impact on the research
agenda for years to come, it is important to analyse and provide plausible explana-
tions for the income inequality dynamics in other countries. These analyses have
to be similarly based on high quality data, enabling a thorough analysis of the top
of the income distribution. In a sense, the above-cited research provides a broader
context for our national research. We also note that our research represents a con-
tinuous endeavour, with some results being presented in Stanovnik and Verbi¢
(2005, 2013).

The structure of our analysis is as follows. Section 2 will present both data sources
used in our analysis. Section 3 will provide a comparison of average wages from
these data sources and from the official source — the Statistical Office of the Re-
public of Slovenia. In section 4, we will present the structure of gross income of
employees: personal income tax (PIT), social security contributions and net in-
come, net income being obtained by subtracting PIT and social security contribu-
tions from gross income. The distribution of gross income across income quintiles
is presented, as well as the distribution of PIT. We show that the changes in the
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share of PIT paid, by income quintiles, can clearly be traced to changes in the PIT
legislation. This legislation has — through the years — strongly emphasized the
lowering of the tax burden for the low-income population. Section 5 is devoted to
the analysis of income inequality and the role of the tax system in mitigating the
effects of the rise in inequality of the distribution of gross income. Section 6
presents a brief analysis of the dynamics of PIT progressivity, using the Kakwani
index as a measure. Section 7 offers some concluding remarks.

2 DATA SOURCES

Our analysis is based on two data sources. Neither of these is available to the gene-
ral public; they have been acquired (specifically for this research) from the Statis-
tical Office of the Republic of Slovenia (SORS) and the Tax Administration of the
Republic of Slovenia (TARS).

Data source A

This data source was obtained from SORS. Using the statistical registry of the
labour active population (Statisticni register delovno aktivnega prebivalstva —
SRDAP) and tax file returns from TARS, a population of employees was extracted
for each year, satisfying both of the following criteria: (a) employed full-time
(meaning that the data in the registry indicate that the person is working at least 36
hours per week), and (b) employed at the same employer throughout the year. The
data are delivered in tabular form with 14 income groups. There is differentiation
according to the sector of employment (private, public) and gender (male, fe-
male), so that there are in effect four tables for each year. The tables include all
(itemized) sources of income subject to tax, as well as withheld PIT and employee
social security contributions. The tables cover the period from 1993 to 2012.

Data source B

This data source was obtained from TARS. These are actually large random samples
extracted from the PIT files, i.e. covering all persons liable for PIT. Each of these
annual samples includes about 60,000 taxable persons, representing some 5 per cent
of all persons liable for PIT. For the 2005-2012 period, TARS provided an even
larger random sample, covering some 10 per cent of persons liable for PIT. Data for
each person include the following: age of birth, sex, gross income (for each income
source subject to tax), employee social security contributions, withheld PIT and fi-
nal PIT liability. This data source covers the period from 1991 to 2012.

Both data sources have their “strong” and “weak” selling points. In view of Atkin-
son’s A/B/C classification? (Atkinson, 2007; 2008), both sources could be classi-
fied in the A group, signifying high quality data. Data source A offers possibilities
for comparisons between the public and private sector — something that data

2“An A classification denotes data that are most appropriate, B denotes acceptable, if not ideal, data that may
be applied faute de mieux, and C denotes data that should not be used” (Atkinson, 2008, p.19). A more detailed
description of the classification criteria is presented in the source cited above.



source B does not provide. However, data source A starts with 1993, and thus does
not cover the most dramatic early period of transition from a socialist to a market
economy. In addition, this data source contains only data on withheld PIT and not
data on final PIT liability. In view of the described selection rules, data source A
contains a fairly homogeneous population of employees.

As data source B represents a random sample of all persons liable for PIT, em-
ployees have to be extracted. Furthermore, there is no information on sector of
employment (public, private). Additionally, there is no information on the period
within the year, during which the income has been earned; source A solves this
problem by including only employees who have worked during the whole year.
Thus a person could have earned income only during two months and still be in-
cluded in the PIT file’. Needless to say, his annual income (earned during two
months) is low as well as his average monthly income. However, the advantage of
this data source is that it starts with 1991 and contains data on the final PIT liabi-
lity. Furthermore, employees whose annual earnings are less than the personal
allowance are not required to file a PIT return and are included neither in data
source A nor in data source B*. As data source B is a sample, the estimated values
of various indicators are subject to sampling errors; due to the large samples the
estimated standard errors of estimates are rather small.

3 A COMPARISON OF THE AVERAGE WAGE, BASED ON THE DATA
SOURCES AND OFFICIAL STATISTICS

In this section, we will provide a comparison of the values of the average wage,

based on data source A and data source B. In computing the average monthly

wage, data source A does not include employees who have: (a) worked part-time,

(b) not worked the whole year, and (c) changed their employer in a given year.

What about data source B? We first extracted employees according to the single
criterion that wages and/or wage compensations received by the person in a given
year must be positive. In previous research (Stanovnik and Verbic¢, 2005) we ex-
tracted employees according to two cumulative criteria: (a) value of wages and/or
wage compensations is positive, (b) value of vacation allowance is positive. We
have set the second criterion because the vacation allowance is a statutory element
of the labour compensation package, with minimum amounts of these vacation
allowances being the result of negotiations between the social partners and spelled
out in collective agreements®. If the worker is employed part-time, he is entitled to

3 Of course, this person will be included in the PIT file only if gross annual incomes exceed the amount of the
general personal allowance. This allowance is in the form of a deduction.

4 The personal allowance has been increasing, with particularly large leaps in 2008 and 2010. Thus, in 2010
a person receiving a minimum wage (throughout the year) would still be liable for PIT, but his PIT liability
would amount to only some 110 EUR.

* There are also strong inducements to disburse only minimum amounts of these vacation allowances. Namely,
from 1994 onward amounts of vacation allowance greater than the stipulated minimum amount were subject
to corporate income tax. From 1998 onward, values that surpassed the stipulated minimum amount were also
subject to social contributions.
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receive an appropriate part of the annual vacation allowance®. Similarly, if a wo-
rker is employed by an employer, e.g. for three months in a year, he is entitled to
3/12 of the minimum amount.

TaBLE 1
The average monthly wage according to different data sources (in EUR), 1991-2012

Year Statistical Yearbook Data source A Data source B
1991 495 453
1992 486 431
1993 570 586 516
1994 621 621 545
1995 731 711 634
1996 762 729 658
1997 800 751 682
1998 849 817 727
1999 895 860 770
2000 935 901 808
2001 988 950 851
2002 1,041 1,005 905
2003 1,083 1,063 949
2004 1,120 1,094 986
2005 1,157 1,150 1,052
2006 1,213 1,213 1,116
2007 1,285 1,286 1,184
2008 1,391 1,400 1,286
2009 1,439 1,478 1,319
2010 1,495 1,513 1,368
2011 1,525 1,559 1,378
2012 1,525 1,559 1,396

Source: Statistical Yearbook of the Republic of Slovenia (SORS, 1992-2013); own computations
from data sources A and B.

Regardless of these legal obligations, it appears that numerous employers are in
breach of the law and do not disburse vacation allowances to their workers; our
estimates indicate that some 10 per cent of all workers do not receive these allow-
ances. Excluding this group of workers from our analysis does not seem warra-
nted, in spite of the fact that their wages are quite low and that — in all likelihood
— they are being employed part-time and/or for only several months during the

¢ Some categories of part-time workers are entitled to a full vacation allowance. These are workers who are
partially disabled and receive part of their wage compensation from the Institute for pension and disability
insurance (Zavod za pokojninsko in invalidsko zavarovanje — ZPIZ).



year. The inclusion of these workers in the computation of the average wage also 4 4’7
results in lower estimates of the average wages.

A comparison of wages includes the values of the official average gross monthly
wage, published in the Statistical Yearbook of the Republic of Slovenia, with the
computed average gross monthly wage from data sources A and B. It must be
noted that the official average gross wage is actually being computed on a subset
of all employees. Thus, in 1991 employees in private enterprises and employed by
the self-employed were not taken into account. The subset was enlarged in 1992,
when employees in larger private enterprises (with at least three employees) were
included. Since 2005, all employees in private enterprises have been included in
the official calculation of the average wage, so that the only excluded group is of
employees working for the self-employed’. As a rule, these workers have low re-
ported wages, due to the possibilities for payments to be made in cash. Because
this group of workers was excluded from the computation of the official average
wage, it is not surprising that the official average wage is somewhat higher than
the average wage computed from data source A, as seen from table 1.
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FiGure 1
The average gross wage (in 2012 prices) in EUR, 1991-2012
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Source: Statistical Yearbook of the Republic of Slovenia (SORS, 1992-2013),; own computations
from data sources A and B.

The lowest estimated values of the average wage are according to data source B.
Here, the average monthly wage is computed by dividing the annual value of
wages (as specified in the PIT tax form) by 12. Since we do not know how many
months the person has actually been working, or whether he has been working

" In computing the official average wage, all workers in the above stated subset are included. This means
the inclusion of workers working part-time or full-time, workers on a permanent or temporary labour con-
tract. A person who worked only two months would have his average wage computed on the basis of these
two months.
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full-time or part-time, we simply assume that the person has been working full-
time during the year.

In spite of these differences in the data sets, we can observe from figure 1 a quite
consistent trend for the average wage (in real terms) from all the three statistical
sources. The average wage has been steadily increasing (in real terms) since 1992,
with the economic and financial crisis resulting in a slight decrease in 2011 and
2012.

4 THE STRUCTURE OF GROSS INCOME: PIT, EMPLOYEE SOCIAL
CONTRIBUTIONS AND NET INCOME

Though gross incomes of employees were on the increase in the 1992-2010 pe-
riod, the increase in their net incomes was even more pronounced, as seen from
tables 2 and 3, which show an increasing share of net income in the gross income
of employees®. As data source A does not contain data on final PIT, the actual net
income could not be computed. That is why we refer to “net” income, obtained by
subtracting withheld PIT and employee social contributions from gross income.
This is seen in table 2. Table 3 is based on data source B; here net income is ob-
tained by subtracting actual PIT paid and employee social contributions from
gross income.

As seen from table 3, the share of PIT in the gross income of employees decreased
from 14.9 per cent in 1991 to 12.3 per cent in 2012, whereas the share of em-
ployee social contributions decreased from 22.9 per cent to 20.1 per cent of gross
income in the same time period. Both decreasing shares are due to legislative
changes’. Decreases in the share of PIT occurred in 1994, 2005 and 2007, i.e. the
years when new PIT legislation was introduced. A decreasing share of employee
social contributions is visible in the first years of transition, up to 1995, caused by
the gradual decrease in the statutory employee social contribution rate, from 24.79
per cent in 1992 to 22.10 per cent in 1995.

In order to provide a better basis for comparison, we also computed the share of
withheld PIT in gross income of employees from data source B. A comparison
with data source A is provided in figure 2, which, again, shows remarkable con-
gruence.

The period since 1991 witnessed not only large aggregate changes in the PIT bur-
den and (in the initial years) changes in employee social contributions, but also
changes in the PIT burden across income groups, as can be observed from tables

8 Wages account for some 90 per cent of employees’ gross income, with vacation allowance accounting for
a further 5 per cent.

° In principle, the decreasing share of employee social contributions could also have been due to changes in
the income composition, say, with an increasing share of income from capital in gross income of employees.
This income is not subject to social contributions. However, this was not the case.



4 and 5, with table 4 including only withheld PIT (data source A) and table 5 in- 4 49
cluding final paid PIT (data source B).

Changes in the PIT burden across income groups can occur through several chan-
nels: (a) legislative changes in the PIT, which include changes in tax brackets, tax
rates and tax reliefs, (b) changes in the income distribution, and (c¢) indexation
rules for tax brackets.
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Starting from the third possible cause for changes in the tax burden, i.e. indexation
rules, we note that up to 2004, the tax brackets were annually adjusted according
to the growth of the average wage. The PIT Act, passed in May 2004 (ZDoh-1,
Official Gazette of the Republic of Slovenia 54/2004) changed the indexation
rule, so that tax brackets were uprated according to the consumer price index.
Such indexation has also been retained by the PIT legislation passed in 2006
(ZDoh-2, Official Gazette of the Republic of Slovenia 117/2006). Thus, a growth
of wages higher than the increase in consumer prices would cause a gradual drift
of employees into higher tax brackets; this is known as fiscal drag.

TABLE 2
Withheld PIT, employee social contributions and “net” income as a share of gross
income of employees, data source A
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Year  Grossincome Withheld PIT  Employee social contributions “Net” income
1993 1.000 0.140 0.218 0.642
1994 1.000 0.142 0.205 0.654
1995 1.000 0.143 0.200 0.658
1996 1.000 0.146 0.198 0.656
1997 1.000 0.145 0.198 0.657
1998 1.000 0.147 0.202 0.652
1999 1.000 0.148 0.202 0.649
2000 1.000 0.150 0.204 0.647
2001 1.000 0.150 0.204 0.646
2002 1.000 0.151 0.204 0.645
2003 1.000 0.152 0.204 0.644
2004 1.000 0.152 0.203 0.645
2005 1.000 0.142 0.201 0.657
2006 1.000 0.144 0.204 0.653
2007 1.000 0.131 0.204 0.665
2008 1.000 0.134 0.204 0.662
2009 1.000 0.136 0.206 0.658
2010 1.000 0.135 0.206 0.659
2011 1.000 0.137 0.204 0.659
2012 1.000 0.135 0.204 0.662

Note: “Net” income refers to gross income minus withheld PIT minus employee social contributions.

Source: Own computations from data source A.



4 5 0 TABLE 3

PIT, employee social contributions and net income as a share of gross income of
employees, data source B

Year Gross income PIT Employee social contributions Net income
- 1991 1.000 0.149 0.229 0.623
7; % § 1992 1.000 0.146 0.226 0.628
; 8 % 1993 1.000 0.147 0.217 0.636
% f 1994 1.000 0.136 0.203 0.661
B 2 1995 1.000 0.139 0.197 0.664
&
1996 1.000 0.141 0.195 0.664
- 1997 1.000 0.140 0.195 0.664
1998 1.000 0.138 0.199 0.663
=3 1999 1.000 0.139 0.200 0.661
% i 2000 1.000 0.139 0.200 0.661
; % 2001 1.000 0.138 0.202 0.660
% ; 2002 1.000 0.141 0.201 0.658
z % 2003 1.000 0.141 0.201 0.658
§ % 2004 1.000 0.143 0.201 0.657
% é 2005 1.000 0.133 0.199 0.668
> A
° 2006 1.000 0.133 0.201 0.665
2 2007 1.000 0.126 0.201 0.673
é 2008 1.000 0.128 0.201 0.672
% 2009 1.000 0.126 0.203 0.671
;I 2010 1.000 0.125 0.202 0.673
; 2011 1.000 0.124 0.201 0.675
% 2012 1.000 0.123 0.201 0.676
% Source: Own computations from data source B.

FIGURE 2
The share of withheld PIT in gross income of employees, 1991-2012
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TABLE 4 45 1

The structure of withheld PIT across income quintile groups, data source A

Year Lowest 20% Quintile groups 2 to 4 Highest 20% Top 5% Top 1%

Source: Own computations from data source A.

1993 7.33 45.64 47.03 21.03 7.34
1994 5.56 41.36 53.08 26.00 9.58 -
1995 5.48 40.61 53.91 26.55 9.58 % ; %
1996 5.55 40.15 54.30 26.87 9.76 ff ) z
1997 5.44 39.92 54.63 27.22 10.00 & %
1998 5.47 39.36 55.17 27.70 10.64 %
1999 5.33 38.82 55.85 28.13 10.78
2000 5.34 39.19 55.47 27.81 10.72
2001 5.42 38.85 55.73 27.67 10.66
2002 5.51 39.22 55.27 27.12 10.59 g %
z 3
2003 5.49 39.08 55.43 26.86 10.45 & %
2004 5.69 39.12 55.18 26.48 10.34 ; é
2005 4.67 37.73 57.60 27.94 11.06 g %
2006 4.65 38.45 56.91 27.11 10.59 ’g g
2007 4.85 37.38 57.77 28.78 11.47 % %
2008 433 38.00 57.66 28.35 10.92 i N
2009 4.06 39.17 56.77 27.34 10.12 g
2010 4.21 38.97 56.81 27.07 9.80 %
2011 4.26 40.15 55.60 26.42 9.65 g
2012 4.56 40.54 54.90 26.15 9.60 ;

Changes in the income distribution can also cause changes in the relative tax bur-
den. Thus, the rapid increase in income inequality in 1992 and 1993 resulted in a
visible increase in the share of PIT paid by the highest quintile group.

However, there is no doubt that the largest changes in the shares of PIT paid across
income groups were due to legislative changes. A “quantum leap” occurred in
1994, when the new PIT legislation entered into force (ZDoh, Official Gazette of
the Republic of Slovenia 71/93). This PIT legislation introduced significant
changes in the tax brackets and tax rates. However, of particular importance was
the introduction of a personal allowance, amounting to 11 per cent of the average
national annual wage. Thus, the tax burden of low-income groups decreased,
whereas the burden for higher income groups increased.

A further large decrease in the relative tax burden of low-income groups occurred
with the passage of the Law on extraordinary decrease of tax liability (Z1ZDO),
passed in May 2000 (Official Gazette of the Republic of Slovenia 44/2000). This
law had a retroactive effect for PIT liability for the year 1999, and was also applied
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for the tax year 2000. It prescribed lower tax liabilities for low-income groups: this
was a pre-election manoeuvre by the government of Dr Janez Drnovsek. As this
law was of limited duration, and as the elections were won by the party of Dr Janez
Drnovsek, there was no strong motivation to extend the law’s validity. Thus, in
2001 the relative tax burden of the low-income group (bottom quintile group) re-
turned to its pre-1999 value. Further changes occurred in 2005, when new PIT
legislation (ZDoh-1) entered into force; this caused a sizeable increase in the per-
sonal allowance. The frenzy continued toward the end of 2005 with the introduc-
tion of schedular taxation of most forms of income from capital (Official Gazette
of the Republic of Slovenia 115/2005). Interest income, dividends and capital gains
were henceforth taxed with a final withholding tax amounting to 20 per cent, and
since 2006, these incomes are not included in the PIT tax form.

TABLE 5
The structure of paid PIT across income quintile groups, data source B

Year Lowest 20% Quintile groups 2 to 4 Highest 20%  Top 5% Top 1%
1991 6.61 49.36 44.03 19.01 6.99
1992 5.60 47.54 46.86 21.62 8.28
1993 5.26 46.73 48.01 22.31 8.37
1994 2.31 39.67 58.02 29.48 11.70
1995 2.37 39.30 58.33 29.50 11.23
1996 243 38.15 59.42 30.51 12.03
1997 2.37 37.71 59.93 31.29 12.38
1998 243 37.34 60.23 31.66 13.18
1999 1.10 36.71 62.19 33.12 13.51
2000 1.01 36.49 62.49 33.54 14.29
2001 2.30 36.97 60.74 31.25 12.55
2002 228 36.46 61.26 31.75 12.89
2003 2.31 36.85 60.84 31.32 13.06
2004 2.34 36.58 61.08 31.91 13.49
2005 1.55 34.42 64.02 33.52 14.08
2006 1.74 35.19 63.07 32.50 13.70
2007 2.01 34.86 63.14 33.44 13.33
2008 0.86 35.01 64.13 33.95 13.63
2009 0.72 35.23 64.04 33.12 13.01
2010 0.37 34.81 64.82 33.73 13.27
2011 0.51 36.11 63.39 32.14 12.09
2012 0.47 35.87 63.67 32.52 12.63

Source: Own computations from data source B.

In 2007, a new PIT Act (ZDoh-2) entered into force (Official Gazette of the Re-
public of Slovenia 117/2006). It simplified the system by reducing the number of
tax brackets from five to three and reduced the top marginal rate from 50 to 41 per
cent. Legislative changes continued, and in the beginning of 2008 (Official Ga-



zette of the Republic of Slovenia 10/2008) important changes were introduced,
with a differentiated personal allowance; the higher the income, the lower the
personal allowance!®. Quite possibly, the rationale for such a “bizarre” tax allow-
ance, unknown in fiscal doctrine, was the approaching parliamentary elections. Of
course, the relative tax burden of the low-income group (bottom quintile group)
experienced a further decrease (see also Majcen et al., 2009; Cok, Urban and
Verbi¢, 2013). It is amazing that diminution of the already low tax burden of the
low-income groups did not stop here, and in 2010 legislation was passed (Official
Gazette of the Republic of Slovenia 13/2010) which significantly increased the tax
allowance for the lowest income group. To sum up, the share of PIT paid by these
income groups in Slovenia is now at a historic low.

5 INCOME INEQUALITY

Tables 6 and 7 present the distribution of income (of employees) across quintile
groups, with table 6 referring to data source A and table 7 to data source B. In both
tables, we further divide the top quintile group into the top 5% and top 1% of
employees.

Both tables show that the share accruing to the bottom income quintile group has
not changed by much, and income share of quintile groups 2 to 4 has somewhat
decreased. The share accruing to the top income quintile group has slightly in-
creased. However, these assertions depend on the base year of comparison. If we
discard the first three years of transition, i.e. the 1991-1993 period, the changes in
the distribution of income are rather small. However, both data sources (A and B)
do show some changes at the top of the income distribution. According to data
source A, the share of total gross income accruing to the top income quintile group
gradually increased in the 1993-1999 period. After that, it was on a declining
trend, so that the overall income share of the top quintile group increased by only
0.81 percentage points in the 1993-2012 period. The income share of the top 1
percent increased by 0.32 percentage points in this time period.

A similar trend can be discerned from table 7, which shows the distribution of
income of employees according to data source B. According to this data source,
the income share of the upper quintile group increased in the 1993-2000 period,
followed by declining trend, so that the income share of this income group in-
creased by only 0.83 in the 1993-2012 time period. Similarly, the increases in the
income share accruing to the top 1 percent were also small, the overall increase in
the 1993-2012 period being only 0.37 percentage points.

Tables 8 and 9 provide summary measures of income inequality, based on data
source A and data source B, respectively. We observe that the Gini coefficient
based on data source B is consistently higher than the Gini coefficient based on

1 Taxpayers with an annual gross income up to 6,800 EUR were entitled to a personal allowance (deduction)
0f 4,959.60 EUR. Taxpayers with an annual gross income from 6,801 to 9,000 were entitled to a personal
allowance of 3,959.60 EUR, whereas taxpayers with an annual gross income greater than 9,001 EUR were
entitled to a personal allowance amounting to 2,959.60 EUR.
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data source A (see also figure 3). This is not surprising, as data source B contains
a more heterogeneous group of employees, many of whom have low wages. The
narrative of both tables is similar; the Gini coefficient peaked in the late 1990s'"!,
followed by a declining trend during the 2000s.

TABLE 6
The structure of gross income of employees, by income quintile groups, data
source A

Year Lowest 20% Quintile groups 2 to 4 Highest 20% Top 5% Top 1%
1993 9.60 52.27 38.13 14.83 4.69
1994 9.66 51.65 38.69 15.76 5.09
1995 9.33 51.40 39.27 16.05 5.08
1996 9.34 51.00 39.66 16.37 5.27
1997 9.16 51.02 39.82 16.50 5.35
1998 9.21 50.58 40.21 16.82 5.66
1999 9.01 50.18 40.81 17.24 5.84
2000 9.06 50.27 40.67 17.05 5.76
2001 9.16 49.93 40.91 17.03 5.75
2002 9.25 50.12 40.63 16.73 5.69
2003 9.23 49.90 40.87 16.75 5.70
2004 9.42 49.73 40.85 16.69 5.72
2005 9.44 49.79 40.77 16.63 5.81
2006 9.48 50.15 40.37 16.13 5.43
2007 9.34 50.08 40.59 16.45 5.75
2008 9.21 50.27 40.51 16.35 5.58
2009 9.00 50.79 40.21 16.03 5.30
2010 9.60 50.49 39.91 15.78 5.11
2011 9.77 50.87 39.37 15.58 5.09
2012 10.03 51.03 38.94 15.37 5.01

Source: Own computations from data source A.

What is the explanation for the large increase in the value of the Gini coefficient
in the early 1990s, i.e. in the 1991-1993 period? There is little doubt that wage
compression and “egalitarianism” of the socialist and self-management period
“broke loose” in these early years, resulting in a significant increase in wage dis-
persion. This increase can be ascribed also to the poorly regulated (or rather un-
regulated) institutional setting, so characteristic for the early transition period in
many Central and Eastern European countries. Mechanisms for negotiations be-
tween social partners were introduced in 1994 — with the formation of the Eco-
nomic and Social Council, a tripartite body comprising trade union organisations,
employer organizations and the government'? (Stoka-Debevec, 1997:176). An

"'We do not have a satisfactory explanation for the increase in income inequality in the late 1990s.
12 Perhaps one could use the term “re-introduced”, as the trade unions had a very important role in the soci-
alist and self-managed period.



agreement on wage policy, duly signed by the social partners was also passed in 4 5 5
1994. In 1995, the National Assembly of the Republic of Slovenia (Drzavni zbor)
passed a law with a long-winded title, The law on promulgation of the agreement
on wage policy and other labour remuneration and the social compact for 1995
and the setting of minimum and maximum wage (Official Gazette of the Republic
of Slovenia 29/95). This marked the first minimum wage legislation. For the fol-
lowing year, 1996, the minimum wage was stipulated in the social compact and
the law on the promulgation of the social compact. Starting from 1997, the mini-
mum wage was set in a special law on the minimum wage. The minimum wage
legislation might also have contributed to wage compression in recent years, as
the Law on minimum wage, passed in February 2010 (Official Gazette of the Re-
public of Slovenia 13/2010) mandated an important — though gradual — increase —
in the minimum wage. The increase in the share of income accruing to the bottom
quintile group, starting from 2010 (see tables 6 and 7) is — quite possibly — due to
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TABLE 7 52
The structure of gross income of employees by income quintile groups, data source B § g
Year Lowest 20% Quintile groups 2 to 4 Highest 20% Top 5% Top 1% % é
1991 8.36 54.07 37.57 14.23 4.52 g ;
1992 7.64 53.16 39.20 15.58 5.15 %
1993 7.20 52.79 40.01 16.04 5.25 g
1994 7.11 52.30 40.59 16.91 5.65 ﬁ
1995 7.20 51.83 40.97 17.09 5.53 2
1996 7.33 51.05 41.62 17.56 5.87 é
1997 7.37 50.86 41.77 17.82 5.94 %
1998 7.46 50.64 41.90 18.00 6.32 %
1999 7.26 49.99 42.74 18.62 6.41 E
2000 7.22 49.96 42.82 18.75 6.73
2001 7.51 50.17 42.32 17.90 6.08
2002 7.49 49.81 42.69 18.21 6.24
2003 7.52 49.99 42.49 17.99 6.29
2004 7.58 49.66 42.76 18.34 6.53
2005 7.64 49.84 42.52 18.06 6.35
2006 7.93 49.95 42.12 17.64 6.21
2007 8.14 50.05 41.81 17.45 6.04
2008 8.12 49.95 41.93 17.62 6.13
2009 8.03 50.03 41.93 17.28 5.93
2010 8.29 50.08 41.63 17.25 5.93
2011 8.48 50.63 40.89 16.58 5.48
2012 8.49 50.67 40.84 16.60 5.62

Source: Own computations from data source B.



4 5 6 TaBLE 8

The Gini coefficient for gross income and concentration coefficients for withheld
PIT, employee social contributions and “net” income, data source A

Year Gini coefficient Concentration coefficient Concentration for = Concentration

for gross income for withheld PIT employee social coefficient for

7% 5 % contributions “net” income
£ i Z 1993 0.282 0.389 0.279 0.259
" - 1994 0.285 0.464 0.282 0.248
- 1995 0.295 0.472 0.293 0.257
g 1996 0.299 0.476 0.295 0.261
1997 0.302 0.480 0.297 0.265
- 1998 0.305 0.485 0.302 0.266
1999 0.313 0.492 0.309 0.273
i 2 2000 0.312 0.490 0.310 0.272
ié g 2001 0314 0.491 0.312 0.273
g § 2002 0.310 0.486 0.308 0.269
i g 2003 0.311 0.486 0.309 0.270
o 2004 0.308 0.480 0.303 0.269
§ i 2005 0.308 0.514 0.304 0.264
g E 2006 0.303 0.509 0.305 0.258
g 2007 0.307 0.510 0.307 0.266
g 2008 0.307 0.515 0.308 0.265
é 2009 0.311 0.517 0.311 0.268
5 2010 0.300 0.512 0.301 0.257
; 2011 0.296 0.504 0.294 0.253
% 2012 0.288 0.494 0.285 0.247

i: Source: Own computations from data source A.

FIGURE 3
The Gini coefficient for gross income of employees, 1991-2012

— Gini coefficient, data source A — Gini coefficient, data source B

Source: Own computations from data sources A and B.



TABLE 9 4 5 7

The Gini coefficient for gross income and concentration coefficients for paid PIT,
employee social contributions and net income, data source B

Year Gini coefficient for Concentration Concentration Concentration
gross income coefficient for coefficient for coefficient for net
paid PIT employee social income %23
contributions $0%

1991 0.290 0.360 0.285 0.276 ; @ f
1992 0313 0.395 0.309 0.296 El
1993 0.326 0.411 0.323 0.307 ) ;
1994 0.330 0.523 0.330 0.291 u
1995 0.333 0.525 0.331 0.294 -
1996 0.339 0.535 0.335 0.298
1997 0.340 0.540 0.335 0.299 33
1998 0.341 0.541 0.338 0.299 % i
1999 0351 0573 0348 0305 ° 2
2000 0.352 0.576 0.350 0.306 rgzn ;
2001 0.345 0.547 0.346 0.302 z %
2002 0.348 0.553 0.349 0.304 ’g ;
2003 0.346 0.549 0.346 0.302 g g
2004 0.347 0.552 0.346 0.303 % -
2005 0.345 0.586 0.344 0.297 g
2006 0.337 0.576 0.342 0.289 ?ﬂ
2007 0.333 0.572 0.336 0.287 %
2008 0.334 0.596 0.336 0.284 ;
2009 0.336 0.599 0.339 0.285 é
2010 0.331 0.614 0.332 0.278 %
2011 0322 0.597 0.322 0.271 3
2012 0.321 0.600 0.317 0.272 §

Source: Own computations from data source B.

What is the role of PIT and its effect on after-tax income? As seen from tables 8
and 9, the concentration coefficients for net income did not change much in the
1990s, as the increasing inequality in the distribution of gross incomes was — to a
very large degree — neutralized by the PIT. Thus, the new PIT legislation applied
in 1994 significantly increased the PIT progressivity. Again, the increase in the
concentration coefficient for withheld PIT (data source A) in 1994 is much less
pronounced than the corresponding increase for paid PIT (data source B).

The new 1994 PIT legislation obviously took everybody by surprise, so that the
inequality in the distribution of net incomes of employees — as measured by the
concentration coefficient for net incomes — actually decreased in that year; the
concentration coefficient for “net” income (data source A) decreased from 0.259
in 1993 to 0.248 in 1994, whereas the corresponding decrease for the concentra-
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tion coefficient for net income (data source B) was from 0.307 to 0.291. A large
increase in the concentration coefficient for paid PIT (series B) is registered in
1999, caused by the aforementioned 2000 Law on extraordinary decrease of tax
liability. This law reduced the tax liability of low-income groups for 2000 and
(retroactively) for 1999. As the law expired in 2001, the concentration coefficient
for paid PIT in 2001 returned to its pre-1999 value. Moreover, since it did not re-
quire any adjustments in the withholding tax formula, there were virtually no
changes in the concentration coefficient for withheld PIT (series A) in those two
years, as seen from table 8.

The increase in the concentration coefficient for both withheld PIT and paid PIT
in 2005 was the result of a large increase in the personal allowance, introduced by
the new PIT legislation (ZDoh-1). Though further new PIT legislation (ZDoh-2),
introduced in 2007, did not have an impact on the concentration coefficient for
withheld and paid PIT", amendments introduced in 2008 (differentiated personal
allowance) and 2010 (large increase in the personal allowance for the low-income
group) noticeably increased the concentration coefficient for paid PIT (data set B),
whereas the effect on the concentration coefficient for withheld PIT (data set A) is
negligible. Why? In our view, the cause for this discrepancy is that legislative
changes introduced in 2008 and 2010 were — to a large degree — not taken into
account in setting the amount of withheld PIT. However, unlike the 2000 Law on
extraordinary decrease of tax liability, where a blanket rule applied that the legis-
lative change was not taken into account in setting the amount of individual with-
held PIT, here taxable persons could opt-out and declare that they did not wish the
favourable personal allowance to apply'®.

6 THE DYNAMICS OF TAX PROGRESSIVITY

The personal income tax is a progressive tax, meaning that high-income persons
pay relatively more tax than low-income persons. Formally, progressivity means
that the average tax rate is an increasing function of income, i.e. that the expres-

sion:
d (T
E[?j (1)

is positive. A negative value would imply that the tax is regressive and a value of
zero would imply that the tax is proportional. Here 7" denotes tax liability, which
is a function of income Y. This measure was mentioned by Pigou (1928) and ana-
lytically used on U.S. income tax data by Musgrave and Thin (1948). The discrete

13 The explanation for this “surprising” result is given in section 6.

14 Annual PIT reports of the TARS, as well as an analysis based on data set B, show large increases in the differ-
ence between final PIT liability and withheld tax in 2008 and 2010. This gap was due mostly to large increases
of tax refunds disbursed by the TARS to taxpayers. It was particularly pronounced for the low-income groups.
Obviously, low-income taxpayers — for various reasons — opted for a less favourable personal allowance used
in computing the amount of withholding PIT. Thus, for the bottom quintile group of taxpayers, tax refunds
(as percentage of withheld PIT) were: 30.4% in 2006, 27.6% in 2007, 59.5% in 2008, 63.4% in 2009, 80.2%
in 2010, 76.7% in 2011, and 77.3% in 2012.



variant of the above definitional formula can be used not only for the analysis of a
single income tax schedule, but also to analyse changes in the personal income tax
schedules. Thus, the discrete variant of this measure uses two points on the same
curve (to analyse progressivity of a given personal income tax schedule) or two
points on two different curves (to analyse changes in tax progressivity when
changes in the personal income tax have occurred). This measure, as well as other
measures derived from this “definitional” measure of tax progressivity, is not an
aggregate measure, though Musgrave and Thin (op. cit.) did propose one such ag-
gregate measure'.

Most aggregate measures of tax progressivity rely on Lorenz-type curves. One
such measure is the Reynolds and Smolensky (1977) index, defined as:

RS=G, - C}, )

where G _is the Gini coefficient for gross (i.e. pre-tax) income and Cy is the con-
centration coefficient for net (after-tax) income. The other measure was suggested
by Kakwani (1977) and has the following form:

K=C'-G,, 3)
where C/' is the concentration coefficient for taxes. The Kakwani index of progres-
sivity has some desirable features (cf. Kakwani, 1977; Creedy, 1999). Namely, the
Reynolds-Smolensky index measures the vertical equity effect of the tax system,
and this effect depends not only on the concentration of tax payments, but also on
the average tax rate. The Kakwani index however does not depend on the “size”
of the tax system, but measures only the extent of tax progressivity. It can easily
be shown'® that:

RS=—K, 4)

where ¢ is equal to the average tax rate. Denoting by G, the Gini coefficient for net
(i.e. after-tax) income and by R the Atkinson-Plotnick reranking effect, equal to
G, — Cy, the following relation holds:

G.- G, =RS—R. (5)

This relation presents the decomposition of the redistributive effect of the tax into
a component due to tax progressivity and component due to reranking. Cok and
Urban (2007) analysed such a decomposition based on Slovene and Croatian PIT
data'’. Our analysis will however be confined to the Kakwani index, with a further

"* See Musgrave and Thin (1948, p. 510). It is equal to (1 - G,,) / (1 — G ), where G, and G_are Gini coeffi-
cients for gross (pre-tax) and net (after-tax) income, respectively.

' This can be directly derived from Rao’s identity.

17 They have actually further decomposed the term R from expression.
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restriction that this index will be computed by considering only personal income
taxes. This will be done in order to highlight the dynamics of PIT progressivity'.

The Kakwani index of progressivity, depicted in figure 4, is computed using three
different data sets. The value of the index based on data from data source A is
computed using the withheld PIT, whereas the value of the index based on data
source B will be computed using (a) withheld PIT, and (b) final PIT liability.

Computation with option (a) will provide yet another opportunity to compare the
values obtained from data sources A and B. As seen from figure 4, the values of
the Kakwani index for withheld PIT based on data sources A and B are quite com-
parable. Of course, the Kakwani index computed using paid PIT is consistently
higher than the index computed using withheld PIT, as the data of the Tax Admin-
istration of the Republic of Slovenia show that tax refunds are strongly concen-
trated among low-income groups, and additional tax payments are, likewise,
strongly concentrated in higher income groups.

FiGURE 4
Kakwani index of progressivity, 1991-2012

0.25

0.20

0.05

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 200( 2007 2008 2009 2010 2011 2012

—— Data source A —— Data source B, paid PIT - -- Data source B, withheld PIT

Note: Kakwani index of progressivity based on data source A is computed using only the con-
centration coefficient for withheld PIT. For data source B the index is computed using: (a) with-
held PIT, and (b) paid PIT.

Source: Own computations from data sources A and B.

The Kakwani index increased by leaps and bounds; these leaps and bounds oc-
curred in the years of introduction of new PIT legislation. Thus, the first big leap
occurred in 1994, when the new PIT legislation (ZDoh) replaced the 1991 Per-
sonal Income Tax Act. The second leap in this index occurred in 1999, when the

18 Such a “partial” computation of the Kakwani index, without taking into account employee social security
contributions, prevents the use of any decomposition measures. Also, the relation between the Reynolds-Smo-
lensky index and the Kakwani index obviously do not hold for such a “partially” computed Kakwani index.



Law on extraordinary decrease of tax liability decreased the PIT tax liability for
low-income groups. Upon expiration of this law, the Kakwani index fell “back
into line”. A further increase in this index occurred in 2005, when the new PIT Act
(ZDoh-1) came into force.

It is quite interesting to observe that the PIT legislation which came into force in
2007 (ZDoh-2) did not have an impact on the Kakwani index, although the mar-
ginal tax rate was lowered from 50 per cent to 41 per cent. A more detailed com-
parison of the PIT burden according to the PIT parameters, valid in 2006, and new
parameters applied in 2007 (ZDoh-2) shows that inframarginal rates were reduced,
but marginal rates for the upper end of the income distribution were increased.
The net summary effect of these changes on the Kakwani index was negligible.
Finally, the introduction of a differentiated personal allowance in 2008 and a large
increase in the personal allowance for the low-income group in 2010 resulted in
leaps in tax progressivity in these two years.

7 CONCLUDING REMARKS

Our analysis, based on incomes of employees, as reported in the personal income
tax returns, has shown that income inequality increased in the very first years of
transition, i.e. the early 1990s. Starting from 1994, when the institutional setting
— the Economic and Social Council, collective agreements and legislation on min-
imum wages — were firmly established, the increases in inequality were quite
modest. And not only that; the increases in the inequality of net incomes were
virtually negligible, due to the strong mitigating effect of personal income tax
legislation. In other words, the tax system acted as an effective brake, preventing
the increases in inequality of gross incomes to be transmitted to increases in ine-
quality of net incomes.

The low and stable income inequality in Slovenia is quite remarkable, considering
the large social, economic and institutional changes, with the more recent years
characterized by a large drop in GDP and a discredited political and economic
elite. Could this stability be due also to a large — and strongly wage-regulated -
public sector, which could act as a “wage-setter” also for the private sector? This
is certainly one of the research questions which would be worth exploring in the
future.
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Abstract

Tackling corporate profit shifting requires appropriate anti-avoidance measures.
This article reviews one of these measures, a controlled foreign companies (cor-
porations) regime. It has been implemented in many countries, in some of them as
early as the 1960s. The need for its introduction has also been expressed on many
occasions by the Polish legislator. The article is composed of three sections. The
first considers the reasons for the implementation of the analyzed regime. The
second describes the controlled foreign corporation legislation in the USA and
selected European Union member states. The last section is devoted to a bill on
taxing controlled foreign companies in Poland.

Keywords: controlled foreign company, tax avoidance, Poland

1 INTRODUCTION

Corporate income tax avoidance is a common phenomenon all over the world. It
usually takes the form of profit shifting between companies operating in countries
imposing relatively high corporate income tax rates and those located in tax ha-
vens, and brings about a substantial loss of tax revenue. With the spread of multi-
national companies, counteracting this phenomenon is more and more becoming
a burning issue for the public administration of the former transition economies.

Amongst the anti-avoidance measures applied by different countries, controlled
foreign company (corporation) legislation is one of the most popular and consid-
ered the most effective. The CFC regulations empower a country to impose taxa-
tion on income created by foreign entities controlled by resident taxpayers (usu-
ally corporations but in some countries also individuals). They are intended to
counter tax avoidance by discouraging the migration of passive income' to non-
resident companies. The adoption of such regulations was recommended by the
OECD in its report Harmful Tax Competition: An Emerging Global Issue in 1998.
The possibility is also included in the draft of the Directive on a Common Con-
solidated Corporate Tax Base proposed by the European Commission.

The controlled foreign companies regime, first applied in the United States, has
been implemented in many OECD countries and in such European Union member
states as France, Germany, Italy and the United Kingdom. From January 1, 2015
CFC rules will also be a part of Polish tax legislation. According to the new regu-
lations taxpayers are obliged to declare in their yearly tax returns the income of
the foreign companies controlled by them which are resident in certain tax havens
or other statutorily defined territories. This income will be subject to personal in-
come or corporate income taxation under certain conditions.

! Passive income refers to income that can be earned without active participation. It may include inter alia:
interest, dividends, rents, royalties, amounts received from personal service contracts and income received
as a beneficiary of an estate or trust. Such income is geographically mobile and usually more susceptible to
international tax avoidance schemes. Each of the jurisdictions applying CFC rules may use a different cata-
logue of passive income items.



The basic aim of this article is to evaluate the legislative proposal for a CFC re- 467
gime in Poland. To achieve this objective the article consists of three parts. It starts
with an explanation of the motives for the introduction of CFC rules and argu-
ments both in favour of and against their adoption, continues with an overview of
CFC regulations already in place in the USA and selected European Union mem-
ber states. The last part addresses the legislative proposal for CFC regulations in
Poland.
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2 RAISON D’ETRE OF CONTROLLED FOREIGN COMPANIES
REGULATIONS

Preferential taxation offered by tax havens contributes to a significant decrease in

public revenue in welfare states not engaged in harmful tax competition. This

decrease of revenue is the result of tax avoidance schemes involving the shifting

of profit between capital-related companies located in different tax jurisdictions.

The shifting of profit is also accompanied by its retention in tax havens.

In spite of numerous attempts made to estimate the scale of this revenue loss it is
not precisely known. Many of these estimations concern the tax avoidance strate-
gies of American enterprises. One of the authors analysing the issue is J. G. Gra-
velle. In his publication he gives an insight into the potential magnitude of the
revenue loss due to profit shifting and points out, for example, that eliminating
this phenomenon would make it possible to lower the maximum rate of corporate
income tax in the USA from 35% to 28% or would feed the American budget with
an additional revenue of about 14 billion USD a year (2013:17).
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The review of publications devoted to the problem of profit shifting to tax havens
is included in the 2013 study of the OECD (2013:61-67). The study refers to
analyses applying different methods and using different data sources in order to
assess the scale of the phenomenon, including analyses taking into account the
differences in effective tax rates imposed on international enterprises in particular
jurisdictions or statistical data coming from tax returns. For example, the research
conducted by the Citizens of Tax Justice in cooperation with the Institute on Taxa-
tion and Economic Policy in the USA in 280 large American enterprises chosen
from the Fortune 500 list shows that the effective tax rate for these enterprises in
2008-2010 was only 18.5%, while the statutory tax rate for corporations in the
USA is 35% (Mclntyre et al., 2011:3).

More insight into the scale of this phenomenon may come also from an analysis
of foreign direct investment in tax havens and foreign direct investment placed by
residents of tax havens. The aforementioned study of the OECD includes informa-
tion that the share of foreign direct investment received by three jurisdictions re-
garded as tax havens — Barbados, Bermuda and the British Virgin Islands — in the
total value of foreign direct investment in 2010 — was higher than the FDI in Ger-
many or Japan. A similar situation was reported with respect to foreign direct in-
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vestment coming from these jurisdictions. The British Virgin Islands were second
in the ranking of the greatest investors in China, after Hong Kong and before the
USA. Bermuda ranked third, as one of the largest investors in Chile and Mauritius
ranked first — as the leading investor in India (OECD, 2013:17). Hence it appears
interesting to ask if the phenomenon of profit shifting to tax havens also involves
Polish enterprises and if it does — to what extent?

According to the data published by the Polish Ministry of the Economy, most
foreign direct investment comes to Poland from member states of the European
Union (---, 2014:12). These countries cumulatively represented nearly 87.7% of
direct investment stock at the end of 2012. In the years 2008-2012 the Nether-
lands, Germany, France and Luxembourg were the four largest country sources of
FDI (table 1). Together, these four economies alone accounted for nearly 52.4% of
total FDI stock in Poland at the end of 2012.

Polish foreign direct investments were also located mostly in other EU member
states (NBP, 2014:12). However the geographic structure of the location of Polish
foreign direct investments is different (table 3). In 2012, Polish enterprises in-
vested the most in the Netherlands, France and Cyprus (table 2). In 2009-2011,
other popular investment locations for Polish enterprises were Switzerland, Lux-
emburg, UK, USA and Belgium. In 2012, however, much of the Polish capital was
withdrawn from Switzerland, Luxembourg and Sweden. In the years 2010-2012
the highest outflow of Polish FDI was recorded in the case of Switzerland. This
fact could be related to the declining attractiveness of Switzerland for European
investors in this period. Due to the exponential rise of the franc against the euro
and the dollar and weak growth in export markets, 2012 was the worst year for
foreign direct investment in Switzerland since 2005. The attractiveness of Luxem-
bourg for Polish investors could have been influenced by the amended Luxem-
bourg-Poland double tax treaty in 2012. The amendments removed tax benefits
previously available to Polish residents with respect to dividend income, widened
the scope of information exchange between Luxembourg and Poland and intro-
duced a new provision denying the benefits of the treaty in case of the existence
of an artificial arrangement.

Despite investment outflow at the end of 2012, Luxembourg had the biggest share
of Polish FDI abroad. It accounted for 21.8% of total Polish FDI outward stocks.
Other significant countries for the location of Polish FDI stocks were Cyprus, UK,
Netherlands and Switzerland. The data presented in table 3 indicate that low tax
rate countries (Cyprus, Luxembourg, Netherlands and Switzerland) accounted for
46.7% of total Polish outward FDI stock in 2012. This share decreased in the years
2008-2012 by 6.4 percentage points but is still extremely high.
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A significant part of the Polish capital invested in Luxemburg, Switzerland and
Cyprus in the years 2008-2012 were cash flows (Projekt z dnia 30 kwietnia 2013
r, 2013:13). Some large Polish enterprises operate within holdings, whose com-
panies are registered in these countries. According to the Polish National Bank
(NBP) in 2011 income from the capital of enterprises from their investments in
Luxemburg, Switzerland and Cyprus equalled 300.3 million euro, 116.8 million
euro and 410.5 million euro, respectively. In the case of Switzerland, Luxemburg,
the Netherlands and Belgium, it is difficult to talk about Polish foreign investment
in the traditional sense, i.e. involving, for example, takeovers of foreign enter-
prises or the purchase of a significant number of shares. Companies registered in
these countries also invest resources in other jurisdictions but statistics are limited
to the recording of the first transaction, ignoring the issues of the target location of
the investment. The high position of Cyprus and Luxembourg in the ranking of
countries most often chosen by Polish investors is due to the good conditions for
businesses these countries offer to foreign investors, mostly in the form of prefer-
ential tax treatment. Foreign entities investing in Cyprus often locate their holding
companies there.

The scale of the phenomenon of shifting profit to tax havens and retaining it there
depends to some extent on the tax residence law of a given country and the meth-
ods applied for avoiding double taxation of the foreign income (the design of
double tax treaties). In Poland, the Personal Income Tax Act and the Corporate
Income Tax Act make legal distinctions between unlimited and limited tax liabil-
ity (Ustawa z dnia 26 lipca 1991 r.; Ustawa z dnia 15 lutego 1992 r.). Pursuant to
Article 3 of the first of these acts natural persons, if they are residents on Polish
territory, are subject to tax liability on their total income regardless of the location
of the source of this income. At the same time a resident on Polish territory is de-
fined as a natural person (individual) meeting one of the following conditions:
— having the centre of his/her personal or economic interest (the centre of vital
interests) on the territory of the Republic of Poland, or
— having been resident on the territory of the Republic of Poland for more than
183 days in a fiscal year.

At the same time natural persons who are not domiciled in Poland are subject to
the tax liability only on income generated on Polish territory.

Relevant regulations concerning legal persons are included in Article 3 of the Act
on Corporate Income Tax according to which taxpayers who have their location
(seat) in the territory of Poland are subject to tax liability on the totality of their
income, regardless of where it comes from. Taxpayers who do not have a location
(seat) in the territory of Poland are liable to pay tax only on income generated in
the territory of Poland. The Act on Corporate Income Tax does not contain a defi-
nition of location (seat) so according to the provisions of the Article 41 of the
Civil Code (Ustawa z dnia 23 kwietnia 1964 r.) if no act or articles of association



based upon this act provide otherwise, the location of a legal person is the location 47 3
of its managing body (Gajewski, 2009:28).

The income of a subsidiary located in a different country from that of its share-
holder (whether a natural or a legal person) is taxed in the country of its location.
The income of this subsidiary is usually taxed in the country of tax residence of
the shareholder only if it is paid in the form of a dividend or comes from the sale
of the subsidiary’s assets due to its liquidation. This principle also applies to sub-
sidiaries of Polish legal persons. The institution of a controlled foreign company
makes it possible to tax income earned in tax havens, even when it is not distrib-
uted in the form of dividends. Therefore the CFC is an important instrument to
limit the scale of tax avoidance. The proposal to introduce CFC rules in Poland is
just one of many measures which over the last twenty years have been taken by
the Ministry of Finance in order to restrain the erosion of the income tax base.
Transfer pricing regulations play the primary role in counteracting profit shifting
practices. In Poland, methods for the determination of the arm’s length price have
been regulated since 1st January 1997 by Article 25 of the Personal Income Tax
Act and Article 11 of the Corporate Income Tax Act. The statutory requirements
for transfer pricing documentation were introduced in 2001 and a formal Advance
Pricing Agreement programme entered into force in 2006. Polish regulations in
this regard are based on OECD guidelines and are especially concerned with
transfer pricing methods.
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Notwithstanding the existence of transfer pricing regulations it is still possible for
profit to build up in sales and distribution subsidiaries located in countries offering
preferential tax treatment (Prebble, 1987:22). As transfer pricing rules are not ca-
pable of tackling international tax avoidance, particularly of solving the problem
of tax deferral, special anti-abuse provisions are necessary. In Poland, other anti-
tax avoidance measures introduced cover inter alia: the modification of double
taxation agreements (for example, the removal of the tax sparing clause in the
agreements with Cyprus, Luxemburg, the Czech Republic, Malta, Singapore, Ma-
laysia and the adjustment of agreements with Switzerland, Canada, and Austria to
the current OECD standard). Moreover the Ministry of Finance is considering the
introduction of a General Anti-Abuse Rule (GAAR) (from 1st January 2015).

The implementation of controlled foreign company regulations is likely to con-
tribute to an increased public revenue through limiting the scale of tax avoidance.
However it must be noted that the adoption of anti-avoidance provisions may have
some negative consequences. Such provisions are, inter alia, taken into account by
investors when assessing the investment climate of a country. CFC rules are one
of the factors included whilst calculating tax attractiveness indices (Keller and
Schanz, 2013:340). Hence these indices reflect the tax planning opportunities of-
fered by a jurisdiction: countries with CFC rules are perceived to be less attractive
than the countries without them. This means that the implementation of CFC regu-
lations may lower the relative attractiveness of Poland for foreign investors.
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Moreover CFC regulations are sometimes claimed to hinder the free movement of
capital and severely affect foreign operations of MNEs. In addition, CFC rules
may increase the compliance costs of multinational enterprises. In a survey con-
ducted amongst US-based multinational enterprises, information reporting on for-
eign controlled corporations was the second most mentioned feature of the U.S.
tax code contributing to the compliance costs of foreign operations (Blumenthal
and Slemrod, 1995:46). The impact of these regulations on the investment activi-
ties of multinational enterprises has also been discussed in economic literature. P.
Egger and G. Wamser found, for instance (using the data-set provided by the Ger-
man Central Bank), that CFC rules in Germany are associated with an increase of
the overall cost of capital for MNEs which leads to a significant decrease in their
foreign real investment. The authors provide evidence that subsidiaries covered
by CFC rules use significantly fewer fixed assets, so these regulations by policy
makers may have an undesired impact on active investment (2011:18).

3 CONTROLLED FOREIGN COMPANY TAXATION: ANALYSIS OF
LEGISLATION IN THE USA AND SELECTED EUROPEAN UNION
MEMBER STATES
The institution of the controlled foreign company is very common. So far it has
not been introduced in the EU by Belgium, Bulgaria, Croatia, Cyprus, Czech Re-
public, Ireland, Luxembourg, Poland, Romania and Slovakia (Deloitt, 2014:71).
Some countries use not only CFC but also other instruments to counteract tax
avoidance, and these also make it possible to impose taxes on some categories of
income earned by companies related to domestic entities but located in tax havens.
Amongst these countries there are: Austria, Latvia, Malta, the Netherlands and
Slovenia.

In the countries which implemented the discussed instruments there are signifi-
cant differences with respect to basic elements of its construction, including: the
definition of control, the category of the income subject to taxation or tax exemp-
tions. In most countries the income of a controlled foreign company is added only
to the income of legal persons. In some, for example, Germany, Sweden or the
USA, the income of CFCs is ascribed also to appropriate individuals and is taxed
in their countries of residence.

In economic literature there are two CFC concepts,which take into account (Lang
et al., 2004:137):

1) the category of income of the company, and

2) the scope of its activity.

In the case of the first, called the transactional approach, only passive sources of
income are subject to taxation (for example dividends, interest on loans or license
fees). In the other — the entity approach — the institution of the CFC refers to spe-



cific entities, usually pursuing economic activities of a nature as defined by the tax 47 5
law.

In most countries the institution of the controlled foreign company refers to all
entities and the tax is imposed on income regardless of its source. The exceptions
include Hungary, Spain, Germany and the USA. In these countries tax is imposed
on specified categories of a CFC’s income.
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A number of countries have developed lists of tax havens or countries using harm-
ful tax competition and taxed the income of controlled foreign companies if they
are residents in the listed jurisdictions — this approach is called the locational ap-
proach (Miller and Oats, 2009:277). As part of this concept, in some countries the
institution of a controlled foreign company refers only to the shareholders of com-
panies located in jurisdictions offering preferential tax conditions, which is called
the designated-jurisdiction approach (Russo, 2007:213). In other countries the
CFC rules apply only if the tax rate in a company’s country of residence, imposed
on the income of this company, is lower than the tax rate of an analogous com-
pany in the country of residence of the company’s shareholder (effective-tax-rate
approach). Most of the countries which implemented the institution of the control-
led foreign company introduced the first of these solutions. The regulations exist-
ing in these countries usually specify what provisions of the tax law are regarded
as preferential. Amongst the exceptions are Denmark, France, Spain, Germany
and the USA, where the institution of CFC is applied regardless of the country of
location of the controlled foreign company.
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All these approaches have both advantages and disadvantages. In the transactional
approach a list of categories of income either subject to tax or tax exempt should
be included in the tax regulations. The purpose of this list is to draw the line be-
tween passive and active sources of income. In such a way the CFC rules better
fulfil their purpose without discouraging foreign direct investment activities (as
may be the case with the entity approach). However the major weakness of this
approach is the complexity and relatively high administration costs. In addition,
even with all the elaboration of passive and active income definitions that may be
found in some countries using the transactional approach (e.g. USA), it is unlikely
that the legislator will be able to include all the forms of income capable of being
devised and used for the purpose of tax avoidance by tax planners. For this reason
it is often necessary to provide enforcement authorities in these countries with
wide discretionary powers that involve many subjective judgements (Prebble,
1987:24). In order to avoid double taxation of income by the entity approach the
regulations should provide for a clause enabling the exclusion of the company
from taxation if it carries out a genuine business activity. That may also lead to
legal complexity and increase the number of court cases.
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TaBLE 4
The dates of the introduction of CFC regulations in selected countries

Country Date of entry
United States 1962
Canada, Germany 1972
Japan 1978
France 1980
United Kingdom 1984
New Zealand 1988
Australia, Norway, Sweden 1990
Denmark, Finland, Indonesia, Portugal, Spain 1995
Hungary, Mexico, South Africa, South Korea 1997
Argentina 1999
Estonia, Italy, Israel, Lithuania 2000

Source: Arnold and Mclntyre (2002:89).

The locational approach, with a list of counties included or excluded from taxa-
tion, reduces both the administrative burden and the compliance costs of multina-
tional enterprises. Two problems, however, are likely to arise in connection to this
approach. First it may contribute to the loss of revenue in respect of some passive
income obtained by companies located in jurisdictions not included on a black list
(or included on a white list). Secondly, if the company is grounded for tax-avoid-
ance reasons it may be difficult to determine its residency. Such a company may
have its place of incorporation, location of head office, place for conducting busi-
ness and meeting place for board directors in different jurisdictions.

The institution of the controlled foreign corporation was first introduced by the
United States (table 4). The relevant regulations are included in Subpart F (sec-
tions 951-965) of the Internal Revenue Code (online). A foreign company is re-
garded as controlled by American shareholders if the sum of their direct or indi-
rect shares in the company’s capital or voting rights, on any day of a fiscal year,
exceeds 50%. When the sum of these shares is calculated, only those US share-
holders whose direct or indirect share in the voting rights of the corporation is not
less than 10% are taken into account. At the same time the share must exceed
quoted thresholds for the period of a minimum of 30 days in a fiscal year. Statuto-
rily specified categories of a CFC’s income are added to the domestic income of
the taxpayer and then taxed. These categories include:

— statutorily defined insurance income,

— foreign base company income, which covers: foreign personal holding com-
pany income (inter alia: interests, dividends, rents, royalties, gains and no-
tional principal contract income); foreign base company sales income; for-
eign based company services income; foreign based company oil related
income,



— income from countries subject to international boycotts, 47 7
— illegal bribes, kickbacks, or other payments unlawful under the Foreign

Corrupt Practices Act (online),
— income from countries with which the U.S. has severed diplomatic rela-

tions.
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The law envisages a number of exemptions from taxation. These concern, for ex-
ample, foreign based company income or insurance income, if its amount is lower
than 5% of the total income or than 1 million USD (de minimis rule). At the same
time if this sum constitutes more than 70% of a CFC’s income, the part of the total
income of the corporation attributable to the shareholder must be declared and
taxed in the USA (full-inclusion rule). Moreover the CFC income is exempt from
taxation in the USA if the effective tax rate imposed in the country of residence of
the CFC is more than 90% of the maximum corporate income tax rate in the USA.
Some categories of income of a foreign personal holding company are also ex-
empt from taxation.
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Since CFC provisions are designed to prevent profit shifting to tax havens, they
attract the attention of the European Union authorities from the viewpoint of the
principles of the fundamental freedoms, especially the freedom of establishment
and the freedom of movement of capital. In this respect the question arises as to
whether CFC regulations infringe these principles. As a result the national CFC
rules of the European Union member states may be influenced by rulings of the
European Court of Justice.
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In the so-called Cadbury-Schweppes decision, the European Court of Justice tried
to impose restrictions on CFC rules for affiliates that operate within the EU/EEA
and belong to multinationals that are headquartered in an EU/EEA country. The
case concerned a UK parent corporation that set up two finance subsidiaries in
Ireland. The Irish subsidiaries had no offices, phones or employees so the national
tax administration assumed that they were set up to take advantage of the Irish
low-tax regime. As a result the UK tax authorities sought to apply CFC rules on
the income obtained by these subsidiaries (Harris and Oliver, 2010:309).

After the national tax authorities demanded corporation tax, Cadbury-Schweppes
appealed. Finally the relevant UK court referred the case to the ECJ, which con-
cluded that taking advantage of a low tax rate in a member state cannot in itself be
defined as an abuse of Community law. It also held that the UK’s CFC regulations
were indeed in violation of the principles of free establishment within the com-
munity unless the legislation is limited to apply only to wholly artificial arrange-
ments designed to avoid national taxation. Consequently the ECJ noted that even
if the intention to obtain the tax advantage was the reason why the controlled sub-
sidiaries were established in Ireland, these facts alone are not sufficient to con-
clude that there was a wholly artificial arrangement intended solely to avoid UK



tax. Summarizing, the decision of the ECJ is an attempt to draw a line between tax
avoidance and tax planning and confirms that certain types of tax planning are
acceptable in an internal market concept (O’Shea, 2007:20-21).
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TABLE 5
£33 Main characteristics of CFC regimes in France, Germany, UK and USA
i’i 5 ; Country Approaches Categories of Categories Definition Nature of
g = applied shareholders  of income of control exemptions
s & subject to subject to
; taxation taxation
U France Entity Legal entities ~ All types of  More than Exemption for capital
approach; CFCs’ 50% of direct or gains; exemption if
- effective tax income indirect shares in the shareholder proves
rate approach capital, voting rights that the CFC is not an
L or financial rights artificial arrangement
§ E to circumvent French
zLz tax legislation
Z % Germany Transactional Individuals and Only passive More than 50% of ~ Exemption for EU-
% ;JZ: approach; corporations income; law  direct or indirect resident companies;
328 effective tax stipulates shares in the capital  exemption for real
§ ; > rate approach which or voting rights; the  estate investment
g = 2 categories of threshold is reduced  trusts
é g7 income are  to 1% if CFC is
CE not subject  engaged in the
“ E to taxation  business of certain
; financial transactions
& United Entity Companies Only certain ~ Direct or indirect Exempt period
E Kingdom approach; categories of share in CFC’s exemption;
% effective tax income capital or voting excluded territories
z rate approach defined by rights in the amount ~ exemption;
’Z gateway test sufficient to manage low profits and low
42 the company’s issues profit margin
; exemption;
= low level of tax
; exemption; finance
° company exemption
United  Transactional Individuals and Only certain  The sum of the De minimis
States approach; corporations categories of direct or indirect exemption; low level
effective income share of all of tax exemption;
tax rate defined by shareholders inthe ~ exemption for certain
approach tax law corporation’s capital ~categories of income

or voting rights
exceeds 50%; each
American
shareholder owning
directly or indirectly
at least 10% of the
voting stock

of a foreign personal
holding company

Source: Own compilation based on Deloitt (2014:20-23, 61-65).

In reaching this decision the ECJ examined the UK motive test and expressed
doubt as to its adequacy. The decision of ECJ gave an impetus to legislative
amendments to CFC rules in the United Kingdom. According to the provisions



currently in force the CFC institution is applied when companies resident in this 479
country control a foreign company, i.e. own direct or indirect shares in its capital
or voting rights of an amount sufficient to manage the company’s affairs. The
definition of control also includes 40% ownership if no other non-UK resident has
a 55% interest in the corporation (Harris, 2013:119). Since 1st January 2013 the
regulations for CFCs are contained in Part 9A, Taxation (International and Other
Provisions) Act 2010 (Controlled Foreign Companies, online). The changes im-
plemented concern especially the scope of the taxable income of a CFC; it is de-
termined with the use of the so-called “gateway test”, which enables the determi-
nation as to if, and in relation to which income of a given CFC, profit shifting to
another country for tax reasons has taken place. This test serves to exclude a pro-
portion of entities from the scope of the CFC rules before taking into account the
other exemptions. It is considered to be more precise and more objective than the
motive test which it replaced.

ADILOVYd

(1102) L8159 (¥) 8¢
ANV AJOTHL TYIONVNIL

The gateway test consists of two elements: “pre-gateway test” and “main gateway
test”. The first test enables companies to answer the question whether or not the
specific parts of main gateway test require consideration. The second consists of
five parts related to the following income categories:
— income attributable to UK significant people functions,
— non-trading finance income,
— trading finance income,
— income from captive insurance business,
— income that is within the scope of the CFC charge because the CFC is the
subject of a solo consolidation waiver or because there are arrangements that
have a broadly equivalent regulatory effect.
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Taxation is imposed only on income falling into one of these categories. For each
category of income defined by the law there is a qualitative set of questions to
determine whether it passes through the gateway. For example non-trading fi-
nance income which consists of non-trading income taxable under the loan rela-
tionship rules (e.g. derivative contract income or interest), dividends or other dis-
tributions that are not tax exempt and non-trading income from relevant finance
leases, may be excluded from CFC rules if it is considered incidental. If it is not
incidental it will pass through the gateway and become chargeable if it is derived
from: assets and risks in relation to which any relevant active decision making is
carried out in UK, capital investment from the UK, specified arrangements in licu
of dividends (typically loans) with the UK or UK finance leases.

The legislator allowed for numerous exemptions (table 5). They apply mostly to
controlled foreign companies located in some tax jurisdictions, if the profits of
these CFCs do not exceed the amount of 500,000 GBP and the income from the
activity other than commercial does not exceed the amount of 50,000 GBP and to
CFCs meeting certain requirements and providing financial services within capital
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groups or to newly founded CFCs in the period of 12 months from the date of their
classification as CFCs. Moreover, the income of a CFC is exempt from tax pro-
vided that the tax it pays in its country of residence equals at least 75% of the tax
it would have to pay if it was a resident of the United Kingdom.

The German CFC rules follow closely the US regulations (Peters, 2012:6). In
Germany the provisions concerning controlled foreign companies are included in
Articles 7-14 of the Foreign Tax Act (Aufsensteuergesetz, online). Pursuant to the
content of this Act, the implementation discussed is applicable in the following
cases:

— taxpayers (natural and legal persons) subject to unlimited tax liability, hav-
ing more than 50% of direct or indirect shares in the capital or voting rights
of a foreign company, or

— taxpayers (natural or legal persons) subject to unlimited tax liability, having
direct or indirect shares in the capital or voting rights of a foreign company
in the amount of more than 1%, if the company runs a statutorily specified
financial activity, including management of some assets.

The conditions are considered met also if the taxpayer is a partner in a partnership
which is a partner in another partnership, if the latter owns shares in the capital or
voting rights of a foreign company in the aforementioned amounts. Taxpayers
owning shares in a controlled foreign corporation are obliged to pay tax on the
passive income of the company, if in the company’s country of residence this in-
come is taxed by an effective tax rate lower than 25%. The Foreign Tax Act men-
tions ten categories of income which are regarded as active and these are not
added to the income of a taxpayer. Amongst them are: income derived from agri-
culture and forestry, exploitation of natural resources, energy generation, manu-
facturing of goods, trading and services, banking, insurance, leasing of certain
movable and immovable assets and licensing.

In France, the institution of the CFC is defined in Article 209 Bof the General Tax
Code (Code général des impdts, online). An enterprise is regarded as a CFC if an
entity subject to corporate income tax owns directly or indirectly more than 50%
shares in the capital or voting rights of this enterprise. An anti-abuse provision
reduces this threshold to 5% for each direct or indirect French shareholder when
more than 50% of the shares in the foreign entity are owned by other French enti-
ties or entities that are considered nominees of the French shareholder (Deloitt,
2014:20). The income of a CFC is added to other income of this entity, if the ef-
fective income tax rate in the CFC’s country of residence is at least 50% lower
than the effective income tax rate in France. Moreover, these regulations are only
applied if the income of a foreign company is not earned from industrial or com-
mercial activity run in the jurisdiction where it is located. There are, however,
exceptions to this rule. This exemption does not apply to companies which run an
industrial or commercial activity in the jurisdiction where they are located, but —



at the same time — earn more than 20% of their income from financial activity or 48 1
from the trading of intangible assets. If a company presents the tax authorities

with evidence that it is not located on a foreign territory only for tax reasons its

income may be exempt from tax in France.

Despite their weaknesses the US rules seem to be the most effective model of CFC
legislation. They impose taxation on income derived from activities that are prone
to profit shifting practices and are less likely to discourage active forms of invest-
ment than the regulations based on the entity approach. Moreover they provide for
a wide range of persons subject to taxation, both individuals and corporations.
However precision in defining the passive income sources comes at the expense
of an increased complexity that leads to the relatively high administrative costs of
the US model. Amongst the European Union member states the current British
CFC provisions should be appreciated for the numerous exemptions and the ap-
plication of a gateway test which will probably allow better targeting of artificial
arrangements aimed at tax avoidance than the motive test.
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Taking into account all the pros and cons of the applied provisions it has to be said
that the best solution appears to be a hybrid of the transactional approach and the
locational approach accompanied by a jurisdictional list of countries designed in
the form of administrative documents. Such an approach will not be over-complex
or cause extensive compliance costs and the jurisdictional list itself will be capa-
ble of easy amendment.
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4 TAXATION OF CONTROLLED FOREIGN COMPANIES IN POLAND:
OVERVIEW OF THE BILL’S PROVISIONS
Pursuant to the provisions of the bill sent to the lower chamber of the Polish Par-
liament (Sejm) on April 14th, 2014, a controlled foreign company is defined as a
company with the seat or the management board either (Projekt ustawy o zmianie
ustawy, 2014):
— on a territory or in a country applying harmful tax competition, or
— on the territory of any foreign country if Poland (or the European Union) has
no international agreement with it (in particular, a double taxation agree-
ment) on the basis of which it is possible to obtain tax information from this
country.

A CFC is also any foreign company in which the following conditions are jointly
met:

— for the period of minimum 30 days continually, the taxpayer owns, directly
or indirectly, at least 25% of shares in the capital or 25% of the voting rights
in the control or decision-making organs, or 25% of the shares involving the
right to participate in profits,

— at least 50% of the company’s revenue earned in a fiscal year comes from
passive sources of revenue, i.e. dividends and other income from shares in
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profits, from the sale of shares (stock), debts, interests and proceeds from
loans, deposits and guarantees, as well as from copyrights, industrial prop-
erty rights, including the sale of these rights and the execution of rights from
financial instruments,

— at least one part of the company’s passive income is subject to taxation in the
country where the company has its seat or management board with the in-
come tax rate lower than minimum 25% of the rate existing in Poland, or if
the company is exempt or excluded from income tax in this country, unless
the company’s income is subject to exemption from tax in the country where
the company has its seat or management board under the provisions of the
Directive on the Common Taxation System Applicable to Parent Companies
and Subsidiaries of Different Member States.

The legislator assumed that the taxable income is the income earned by a company
proportionally attributable to the period in which the company has had CFC sta-
tus, in such a share as corresponds with the shares owned by its Polish share-
holder (the taxpayer) and involving the right to participate in profits, after deduct-
ing the dividend obtained by the taxpayer and the amounts earned from the sale of
shares in the CFC. If the dividends obtained or the amounts earned from the sale
of the shares are not deducted in the fiscal year in which they are obtained, they
should be deducted from the taxpayer’s income during five consecutive fiscal
years. If it is impossible to determine the share of the taxpayer in the profits of a
CFC in order to add the appropriate part of the company’s income to the income
of the taxpayer, the share in the capital or the voting rights should be taken into
account.

The income of a CFC is defined as the surplus of the sum of revenues over the
costs of obtaining them (business expenses). Most of this income is determined on
the last day of the CFC’s fiscal year. If the CFC has no specified fiscal year or the
year exceeds the period of consecutive 12 months it is assumed that the fiscal year
of the CFC is the same as the fiscal year of the taxpayer. Other than in the case of
domestic entities a CFC is not allowed to deduct losses incurred in previous years
from its income.

Special regulations are envisaged for a situation in which the share of the tax-
payer in the controlled foreign company is indirect. In that case the share of the
taxpayer in the CFC is reduced by the share owned in this CFC by a subsidiary, if
the subsidiary added to the tax basis the income of this CFC based on the regula-
tions of the CFC existing in the country in which the subsidiary is subject to taxa-
tion.

The bill includes also exemptions from the taxation of CFCs if any of the follow-
ing conditions are met:



— the CFC runs a genuine business activity on the territory of a country which 4 8 3
is not an EU member or does not belong to the European Economic Area in
which it is subject to taxation on the entirety of its income and the income
does not exceed 10% of the revenues earned from a genuine business activ-
ity. This exemption is to be applied only if there is a legal basis for obtaining
tax information from the tax authorities of the country in which the foreign
controlled company is subject to taxation on the entirety of its income, or

— the CFC is subject to taxation on the entirety of its income in an EU member
state or a country belonging to the European Economic Area and runs a
genuine business activity in this country, or

— in a fiscal year the revenues of the CFC do not exceed an amount equalling
250,000 euros, converted into Polish currency at the average exchange rate
published by the National Bank of Poland, valid on the last day of the fiscal
year preceding a given fiscal year.
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The legislator also proposed conditions the meeting of which may be sufficient
evidence that a company conducts a genuine business activity and should be enti-
tled to the aforementioned exemption. These conditions include in particular:

— the performance of actual activities by the company in the jurisdiction in
which it is resident for tax purposes (e.g. selling goods or providing services
in this jurisdiction),

— the possession of equipped premises and qualified personnel in the country
of incorporation,

— the non-creation of structures which are not justified from the business per-
spective,

— the proportionality between the scope of the company’s activity and the
premises, the premises and the personnel,

— the conclusion of agreements which correspond to economic reality are eco-
nomically justified and not obviously in conflict with the general business
interests of the company,

— the independent performance by the company of basic business functions
using its own resources, including resident managers.
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The income of a CFC is added to the income of the taxpayer and is taxed at an
appropriate corporate or personal income tax rate. In the case of the first, the ap-
propriate rate is 19%. In the case of personal income tax, current tax rates equal
18% and 32%.

In the light of the scheduled legal changes earning income from shares in control-
led foreign companies will involve a number of record-keeping requirements.
Taxpayers are obliged to keep a register of companies in which they own shares.
The register is to include information enabling the determination of the income of
a company. At the request of the tax authorities the taxpayer must provide them
with insight into the register within 7 days of the date of receipt of the request.
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Should the taxpayer fail to make the register available to the tax authorities, the
authorities will independently estimate the amount of the company’s income. By
the end of the ninth month of the year falling after the CFC’s fiscal year, taxpayers
owning shares in the company are required to submit evidence of the amount of
the company’s income. By this time they should also pay the amount of the tax
due.

5 CONCLUSION

The implementation of a CFC regime requires precise determination of the cir-
cumstances in which it is applied. As it is used in many countries the Polish legis-
lator does not have to design national legislation following only the American
example. However, it must be emphasized that it is the American institution of
controlled foreign corporation that has the longest history and was the prototype
on which other countries modelled and implemented their CFC regulations, in-
cluding many countries of the European Union. The Polish legislator suggested
the combination of the two existing approaches. The CFC regulations are to apply
not only to shareholders of companies located in countries which use harmful tax
competition, the list of which will be attached to the proposed act, but also to
shareholders of companies which have their seat or management boards in the
country in which at least one of the company’s passive incomes is taxed at the
income tax rate significantly lower than in the country of residence of the share-
holder.

The institution of controlled foreign companies proposed by the Polish legislator
is in many respects different from the regulations existing in such countries as the
USA, Germany, France or Great Britain. The legislator envisaged a lower thresh-
old for the level of control of the company by a Polish shareholder than it is the
case in the aforementioned countries. Moreover, unlike, for example, the situation
in the USA or Germany, all the income of the corporation is to be taxed — not only
the passive component. Also the scope of exemption from tax for controlled for-
eign companies is clearly more limited than in the case of the USA and Great
Britain.

The draft of the Polish bill has been subject to public consultation, which exposed
some of its weaknesses. One of them is the shifting onto the taxpayer of the bur-
den of proof with respect to the circumstances entitling exemption from tax.
Moreover it has been emphasized that the act may significantly limit the freedom
of running a business activity on an international scale. The provisions obliging
the taxpayer to verify the share of passive income in the total income of a CFC and
the analysis of the level of the tax rate imposed on each category of passive in-
come earned by a CFC is regarded as too complicated a solution, which will result
in an excessive compliance burden being imposed on the taxpayers.



REFERENCES

1.

-, 2014. Bezposrednie inwestycje zagraniczne w Polsce w 2012 roku.
Warszawa: MinisterstwoGospodarki. DepartamentStrategiiiAnaliz.

. Arnold, B. J. and Mclntyre, M. J., 2002. International Tax Primer. The Hague:

Kluwer law International.

. AuB3ensteuergesetz [online]. Available at: [http://www.gesetze-im-internet.de].

4. Blumenthal, M. and Slemrod, B. J., 1995. The Compliance Cost of Taxing

10.

I1.

12.

13.

14.

15.

16.

17.

18.

Foreign-Source Income: Its Magnitude, Determinants, and Policy Implica-
tions. International Tax and Public Finance, 2(1), pp. 37-53. doi: 10.1007/
BF00873106

. Code général des imp6ts [online]. Available at: [http://www.legifrance.gouv.fr].
. Controlled Foreign Companies and permanent establishments — draft guid-

ance. Available at: [https://www.gov.uk/government/uploads/system/uploads/
attachment data/file/192071/condoc_cfc foreign permanent establish-
ments_update draftlegislation.pdf].

. Deloitt, 2014. Guide to Controlled Foreign Company Regimes. London:

Deloitt.

. Egger, P. and Wamser, G., 2011. The Impact of Controlled Foreign Company

Legislation on Real Investment Abroad: A Two Dimensional-Regression Dis-
continuity Design. London: Center for Economic Policy Research.

. Foreign Corrupt Practices Act [online]. Available at: [http://www.justice.gov/

criminal/fraud/fcpa/statutes/regulations.html].

Gajewski, D., 2009. Corporate Income Tax. Warszawa: Wydawnictwo C. H.
Beck.

Gravelle, J. G., 2013. Tax Havens: International Tax Avoidance and Evasion.
New York: Congressional Research Service.

Harris, P., 2013. Corporate Tax Law: Structure, Policy and Practice. Cam-
bridge: Cambridge University Press. doi: 10.1017/CB0O9781139519922
Harris, P. and Oliver, D., 2010. International Commercial Tax. Cambridge:
Cambridge University Press. doi: 10.1017/CB0O9780511777028

Internal Revenue Code. Available at: [http:/www.irs.gov].

Keller, S. and Schanz D., 2013. Measuring Tax Attractiveness across Coun-
tries. Arqus-Diskussionsbeitrige zur quantitativen Steuerlehre, No. 143. Kiel:
Leibniz-InformationszentrumWirtschatft.

Lang, M. [et al.], 2004. CFC Legislation, Tax Treaty and EC Law. The Hague:
Kluwer Law International.

Mclntyre, R. S. [et al.], 2011. Corporate Taxpayers & Corporate tax Dodgers
2008-2010. Washington: Institute on Taxation and Economic Policy. Citizens
for Tax Justice.

Miller, A. and Oats, L., 2009. Principles of International Taxation. Exeter:
Tottel Publishing.

485

ADILOVYd

(1102) L8159 (¥) 8¢
ANV AJOTHL TYIONVNIL

HALLDIdSYAd TYNOILVNYHLNI NV NOYA
CVAHAH VIVZAOOTVIN VNI TVADVIN

ANVT0d NI ANIDHY SHINVINOD NOIFIOd A4 TIOYINOD V 404 TVSOdO¥d FALLYISIDAT


http://dx.doi.org/10.1007/BF00873106
http://dx.doi.org/10.1007/BF00873106
http://dx.doi.org/10.1017/CBO9781139519922
http://dx.doi.org/10.1017/CBO9780511777028

486

e}
=
>
A
=
)
W

% ez}
P z
ij >
z
£23
& &
P
S 4
5 =z
S
1
z
>
z
El

FALLDAdSYAd TYNOILVNIFLNI NV WOUL
CVAHAH VIVZHOOTVIN VNA'T

ANVTOd NI HANIDHYE SHINVANOD NOTHIOA A9 TIOULNOD V 404 TVSOdOdd JAILVTSIOH

19.

20.

21.

22.

23.

24,

25.

26.

27.

28.

29.

30.

31

33.

34.

35.

36.

NBP, 2009a. Polskie inwestycje bezposSrednie za granicq w 2008 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2009b. Zagraniczne inwestycje bezposrednie w Polsce w 2008 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2010a. Polskie inwestycje bezposrednie za granicq w 2009 roku.
Warszawa: Narodowy Bank Polski. Departament StatystyKki.

NBP, 2010b. Zagraniczne inwestycje bezposrednie w Polsce w 2009 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2011a. Polskie inwestycje bezposrednie za granicq w 2010 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2011b. Zagraniczne inwestycje bezposrednie w Polsce w 2010 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2012a. Polskie inwestycje bezposrednie za granicq w 2011 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2012b. Zagraniczne inwestycje bezposrednie w Polsce w 2011 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2013a. Polskie inwestycje bezposrednie za granicq w 2012 roku. Wars-
zawa: Narodowy Bank Polski. Departament Statystyki.

NBP, 2013b. Zagraniczne inwestycje bezposrednie w Polsce w 2012 roku.
Warszawa: Narodowy Bank Polski. Departament Statystyki.

O’Shea, T., 2007. The UK’s CFC Rules and the Freedom of Establishment:
Cadbury Schweppes plc and its [FSC Subsidiaries — Tax Avoidance or Mitiga-
tion. EC Tax Review, 1, pp. 13-33.

OECD, 1998. Harmful Tax Competition: An Emerging Global Issue. Paris:
OECD.

. OECD, 2013. Addressing Base Erosion and Profit Shifting. Paris: OECD.
32.

Peters, A., 2012. A Comparison of the Controlled Foreign Corporation Rules
in the United States, Canada and Germany. Corporate Taxation, 39(2), pp. 3-
14.

Polskie inwestycje bezposrednie w 2012 roku, 2014. Warszawa: Ministerstwo
Gospodarki. Departament Strategii i Analiz.

Prebble, J., 1987. The Taxation of Controlled Foreign Corporation. Welling-
ton: Institute of Policy Studies. Victoria University.

Projekt ustawy o zmianie ustawy o podatku dochodowym od 0séb prawnych
oraz podatku dochodowym od 0s6b fizycznych z dnia 30 kwietnia 2013 r.
[online]. Available at: [http://legislacja.rcl.gov.pl/lista/2/projekt/161450].
Projekt ustawy o zmianie ustawy o podatku dochodowym od 0s6b prawnych,
ustawy o podatku dochodowym od 0so6b fizycznych oraz zmianie niektorych
innych ustaw z projektami aktow wykonawczych z dnia 14 kwietnia 2014 r.
[online]. Available at: [http://bip.kprm.gov.pl/kpr/bip-rady-ministrow/projek-
ty-ustaw-przeslan/296,Projekty-ustaw-przeslane-do-Sejmu-RP.html].



37.

38.

39.

40.

41.

42.

Projekt z dnia 30 kwietnia 2013 r. w sprawie zmiany ustawy o podatku docho-
dowym od o0séb prawnych oraz podatku dochodowym od 0so6b fizycznych —
ocena skutkéw wprowadzenia regulacji. Warszawa: Ministerstwo Finansow.
Proposal for a Council Directive on a Common Consolidated Corporate Tax
Base (CCCTB), 2011, COM (2011) 121/4. Brussels: European Commission.
Russo, R., 2007. Fundamentals of International Tax Planning. Amsterdam:
IBFD.

Ustawa z dnia 15 lutego 1992 r. o podatku dochodowym od 0s6b prawnych,
Dz.U.z 1992, Nr 21, p. 86.

Ustawa z dnia 23 kwietnia 1964 r., Kodeks Cywilny, Dz. U. z 2014 r., poz.
121, 827.

Ustawa z dnia 26 lipca 1991 r. o podatku dochodowym od 0séb fizycznych,
Dz. U.z 1991 r., Nr 80, p. 350.

487

ADILOVYd

(1102) L8159 (¥) 8¢
ANV AJOTHL TYIONVNIL

HALLDIdSYAd TYNOILVNYHLNI NV NOYA
CVAHAH VIVZAOOTVIN VNI TVADVIN

ANVT0d NI ANIDHY SHINVINOD NOIFIOd A4 TIOYINOD V 404 TVSOdO¥d FALLYISIDAT






Emerging from the
Shadow: A Comparative
Qualitative Exploration of
Private Tutoring in Eurasia

BORIS JOKIC (Ed.)
Network of Education Policy Centers, Zagreb, 2013, pp. 330

Book review by PREDRAG BEJAKOVIC®
doi: 10.3326/fintp.38.4.5

* Received: May 30, 2014
Accepted: June 1, 2014
Predrag BEJAKOVIC, PhD
Institute of Public Finance, Smiciklasova 21, 10000 Zagreb, Croatia
e-mail: predrag.bejakovic@ijf.hr



490

(#102) 96v-68t (¥) 8¢

VISVINA NI

DONROLNL IVARId 40 NOLLVIOTdXA HALLVLITYNO HAILYYVINOD V :MOAVHS FHL WOYA ONIDYTNA

ANV AJOHHL TVIONVNIA

:(P) DINOF SOE

Many things in education are either unknown or frequently neglected. Why do
some countries spend almost the same amount of money per student and obtain
significantly different results? What is the implication of the size of class for edu-
cational results? Is it more important to have an adequate curriculum or highly
motivated teachers? How can students be motivated to learn so that one day they
will be part of a highly competitive and adequately educated labour force? Of the
many questions that have no appropriate answers, one at least has been nicely
analysed and explained: What is the role of private tutoring in five Eurasian coun-
tries: Azerbaijan, Bosnia and Herzegovina, Croatia, Estonia and Georgia. These
states have more differences and relatively few similarities: they all left the social-
ism and were parts of bigger states, and now they face many (post)transitional
problems, they mostly have weak governments and are often captured in eco-
nomic, politic and organisational disorientation and bad organisation that are re-
flected in their educational systems. The answer to the question concerning the
importance, functioning, causes and consequences of private tutoring can be found
in Emerging from the Shadow: A Comparative Qualitative Exploration of Private
Tutoring in Eurasia', published by Network of Education Policy Centers from
Zagreb. The book is prepared by a group of authors from the five mentioned coun-
tries: Boris Joki¢ (also the editor), Tamar Bregvadze, Elmina Kazimzade, Laura
Kirss, Zrinka Risti¢ Dedi¢ and Andrea Soldo.

In many countries, the decision to use private tutoring (PT) services has become
almost a norm, rather than an exception. Thus, PT can be considered a world mega-
trend, quite accepted by all stakeholders in education. By definition PT is fee-
based instruction in academic school subjects that is complementary to the in-
struction mainstream schools provide free of charge. The goal of the book is to
explore educational stakeholders’ perspectives regarding the PT phenomenon in
the five mentioned countries; to compare educational social perspectives across
the researched backgrounds and to develop, in partnership with participants, poli-
cy options for addressing the PT phenomenon. The basis of the book is a com-
parative qualitative research effort conducted over the course of 18 months in
2009 and 2010 in the mentioned countries where individual semi-structured inter-
views and focus groups discussions were conducted with selected educational
stakeholders. The authors discussed PT factors with many persons from govern-
mental, political, professional, parental, educational, PT provision, teaching and
academic fields among others, investigating their personal experiences with and
understanding of the PT phenomenon; factors influencing the decisions to use or
provide PT services; effects of PT on the individual, educational system, society
and economy. One of the crucial recurrent issues is whether PT is a response to the
shortcomings of the regular school system or a normal additional service for the
particularly talented or alternately for students that have problems with regular

! The book is available at: [http://www.edupolicy.net/index.php?option=com content&view=article&id=18
3The%20&Itemid=104].


http://www.edupolicy.net/index.php?option=com_content&view=article&id=183The &Itemid=104
http://www.edupolicy.net/index.php?option=com_content&view=article&id=183The &Itemid=104

curriculum. What is the link between PT and the educational aspirations of stu- 491
dents and their parents?

After introductory notes, the next of the ten chapters provides the conceptual
framework developed in order to explore the educational stakeholders’ perspec-
tives on PT. Placed at the core of the conceptual framework are the conditions
influencing the decision to use (or not to use) PT services. According to the litera-
ture and survey results, the decision is almost always made by parents and chil-
dren together, but there are cases where the decision is made only by the pupil,
mostly as a part of the preparation for entrance exams for tertiary education. Here
an important role is played by pupils’ and parents’ perspectives on the formal
system of education and students’educational aspirations, motivations and work-
ing habits. Perspectives include attitudes and beliefs that comprise information
about the pupil’s educational achievement, pupil and parental views on curricular
content and its implementation, views of teacher delivery or the overall teaching
and learning process, perceived (non)adequacy of educational and psychological
preparation for high stake assessment, beliefs regarding the quality of education
provided in the formal education system, behaviour of other pupils or any other
element incorporated within the complex system of formal education. The educa-
tional aspirations of pupils and parents embody the ambitions and goals they hold
regarding immediate and future educational experiences and outcomes. Educa-
tional aspirations are often related to educational achievements, but they might
also be a link to the curricular content provided within the formal system, pupils’
development or various other educational and personal factors.
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In the third chapter, the methodological decisions and design behind the present
research project are explored and described, positioning the research design in the
fields of both PT and comparative education research. The chapter begins with an
overview of the research on which the present volume is founded. This is followed
by the methodological considerations guiding the research. In order to investigate
complex issues like PT appropriately, a variety of methods are needed, in addition
to methodological precision. This methodological precision is important due to
the qualitative nature of the research and particularly its comparative design. The
crucial part of the chapter is an analysis of the different stages and decisions in the
research process, starting from the development of the general sampling design,
continuing through a detailed description of participant selection and the con-
struction of data collection instruments and procedures, and finally to a considera-
tion of the decisions made in the process of data analyses. The chapter finishes
with a discussion on the verification procedures aimed at ensuring quality in the
present research. As the aim of the research was to gain insight into the individual
perspectives of educational stakeholders regarding the PT phenomenon, verifia-
bility of the research findings was provided by ensuring and examining trustwor-
thiness, transferability, credibility and dependability as qualitative equivalents for
the appropriate indicators of reliability and validity in quantitative data.
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School reforms, which include the introduction of standardised curricula together
with increased assessment procedures, might affect parents’ anxiety about their
children’s educational advancement and therefore results in an increased likeli-
hood that PT services will be used. Furthermore, one could expect that that PT
might become more necessary in systems that are teacher-centred rather than pu-
pil-centred and/or are intolerant to slow learners. As curricular and other factors of
formal education systems might also contribute to the emergence of the PT phe-
nomenon, in chapter four characteristics of the formal education systems in the
selected countries and the decision concerning the use of private tutoring service
are described. Various included stakeholders deemed that curriculums in selected
countries are overloaded, dense, extensive, prescriptive, overly sophisticated and
even irrelevant and boring. Not all the selected countries have modern curricu-
lums that should be challenging, enjoyable and applicable to pupils, be of suffi-
cient breadth and depth according to pupils’ abilities and characteristics, be coher-
ent and progress in a logical manner, and include elements of personalisation and
choice. There are many adverse factors that impede effective teaching practices,
among others the depth and width of a curriculum coupled with a maladjusted
number of teaching hours determining the pace and rhythm of classwork and an
over-reliance on curriculum and textbooks.

The vital role of teachers in the quality of education and learning processes is
analysed in chapter 5. In all five countries, due to the negative selection in educa-
tional faculties, there are many persons who are not suitable to be teachers at all.
The quality and effectiveness of teaching practices is a function of teacher compe-
tence, but it is also influenced by different elements related to the environments in
which teachers work, including the amount and quality of available instructional
resources, traits of pupils, physical and interpersonal work conditions, staffing,
and support from administrators and parents acknowledged. As the authors rightly
state these issues become even more important in circumstances when the de-
mands placed upon schools and teachers are becoming increasingly great and
complex. It seems quite normal to expect that the discrepancy between familial
perspectives on the formal education system and educational aspirations would
increase the likelihood of deciding to use PT services. In all participating coun-
tries, one of the most frequently reported elements in regular education emerging
from the Survey was the inadequate training of many teachers in the fields of psy-
chology, pedagogy, didactics and teaching methods. The stakeholders interviewed
believe that teachers do not receive quality education. They usually acquire knowl-
edge in specific areas of expertise, but they are not adequately trained in didactics
and teaching methods. Furthermore, many future teachers have serious lack of
practical experience, have not experienced realistic classroom situations and have
not familiarised themselves with the possible challenges and problems facing
them in the everyday work of a teacher. On the other hand, the number of students
in the classroom is often too big, so students and teachers state that the PT cures
many problems of regular education. It enables students to have better educa-



tional outputs, while teachers are able to provide better services and fulfil some of 493
their ideas and plans for education that they cannot employ in regular schools. In
this way, teachers in B&H, Croatia and Estonia — where the salaries in education
are higher than or around the national average — often feel a high level of satisfac-
tion from participating in the provision of PT. On the other side, many teachers in
Azerbaijan and Georgia — where salaries in education are significantly lower than
the national average — are forced to provide PT and would be very happy to desist
if the salaries were higher.
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While educational systems and programmes are targeted to an imagined average
pupil or average class, in any real given situation, there are 30 and more students
in the class with different knowledge levels, motivations, work habits and atti-
tudes towards education. Accordingly, regular education is adjusted and oriented
to nobody, is often conservative, boring and outdated, while simultaneously there
is not enough care for the individual. The authors in chapter 6 discuss the perspec-
tives of educational stakeholders regarding the relationship between pupils’ moti-
vation for learning in school, work habits and aspirations for educational success
and decisions concerning a resort to PT. Also the views of educational stakehold-
ers regarding the relationship between individual personality characteristics and
the decision to use PT were analysed. Included here are perspectives on the impact
of other concepts, such as self-esteem and academic self-confidence as well as the
relationship between the variety of individual learning styles and cognitive abili-
ties and the decision whether or not to use PT services. Interviewees from all
groups underline the importance of low levels of pupil motivation for learning in
school as the crucial factor contributing to the use of PT services. Low motivation
leads to lower educational achievement and the inability to fulfil even minimal
educational aspirations. Thus, parents and pupils decide to use PT services be-
cause this is the only way that the children can pass exams, remain in the educa-
tion system or advance to the next educational level. Pupils themselves state that
they often for many reasons do not really listen during the regular education and
are forced to use PT. Very rarely do parents openly admit that their child is lazy
and that the low level of educational achievements is his or her fault. Parents
mostly blame the formal system for its failure to motivate pupils for learning and
for the development of good work habits. On the other hand, one cannot deny the
failure of the regular education system to instil positive motivational patterns, its
apparent destruction of motivation, ambition and educational aspirations through
unrealistic expectations, which directly contribute to the resort to PT services.
Finally, if remedial classes are organised in a school, they are primarily seen as a
means to meet workload requirements because teachers lack some teaching hours;
the classes, accordingly, are not adjusted to the needs of individual pupils.
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Chapter 7 analyses the crucial role of parents in making the decision to seek PT
services and examines the sentiment of parents towards the formal educational
system and its services. Parents influence their child’s work habits and learning
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strategies, as well as attitudes towards and motivation for learning in school. It
should be the responsibility of parents, with help from teachers and schools, to
guide their children’s education path. Parents exercise the most influence on the
educational aspirations for and of their children, transmitting and developing id-
eas about the value and importance of education and often monitoring and deter-
mining these aspirations. This situation derives from a basic understanding that
education is necessary for children’s success in life and future work, and parents
want to aid their children in achieving this success. Parents are those who have to
be capable of financing PT services if they deem that such services are necessary.
This study describes PT as one of the means through which parents exercise their
personal responsibility for their children’s educational achievements. Nearly all
stakeholders suggested that parents were inclined to make a decision concerning
PT services as a result of the inability of the formal education system to fulfil the
educational aspirations and expectations held for their children. The decision to
use PT is regarded as an intervention the goal of which is to control and influence
pupils’ educational outcomes as well as the teaching and learning processes within
the formal education system. In these circumstances, PT serves as an effective
way to both influence the educational opportunities of an individual pupil and to
deal with some of the observed deficiencies of the formal system. The results of
the study demonstrate that parental dissatisfaction with formal systems of educa-
tion is a relevant influence on the decision to seek PT services. Furthermore, the
authors try to find out the reasons for parents’ decision to use PT as a means to
address this dissatisfaction with the formal system of education. Moreover they
examine why parents are not more active in helping their children and why they
believe that PT is a reasonable alternative to other options for supporting the edu-
cational needs of children. Briefly, parents are often tired with the many reforms
and changes within the formal education system and due to lack of time, knowl-
edge and/or patience as well as for the sake of their own convenience are willing
to pay for PT services so that they do not have any direct obligation to help their
children. Some of them admit that they are hypocritical in blaming the teachers
and schools, but do not want to confess own unrealistic parental expectations and
aspirations.

The influences of various elements from the wider societal sphere on the decision
to resort to private tutoring services are examined in the chapter 8. Such socially-
derived factors influence the perspectives of both pupils and parents regarding the
formal system of education and also have an impact on their educational aspira-
tions. Empirical evidence from different countries has confirmed that the levels of
competitiveness within a society and within an educational system, the value
placed on education and the importance of educational achievements for future
life and social mobility, contribute to a decision as to whether to use PT services.
In many former socialist countries people view education as a way to escape the
hardships of the deteriorating economies of the transitional period and see PT as a
long-term investment intended to ensure that their children obtain tertiary educa-



tion and have better opportunities on the labour market. There is also a changed 495
attitude towards PT in these countries: while in previous system PT was perceived
as a stigmatising educational endeavour intended mostly for less able pupils that
have difficulties in fulfilling even the minimal educational requirements, now it
has become a widely socially accepted practice and a necessity that is required for
better educational output. Many interviewed persons expressed the view of PT as
a “normal” or even “necessary” educational service because the level of teaching
at school is not adequate, so parents have no choice.
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An analysis of the relation between PT services and equity in education is pro-
vided in chapter 9. At first glance, one could believe that the PT undermines eq-
uity, but it seems that members from almost all social strata can pay for some kind
of PT, although of course the quantity and particular quality of the received serv-
ice greatly differ. In this way PT might seriously endanger the principles of equity
in education and, in extreme circumstances, could also be a threat to overall social
stability. Probably there is no problem with accessibility and affordability of PT
because nowadays a very large proportion of students are employing PT services,
but the participants from more privileged socio-economic backgrounds use more
and higher quality instruction. In the survey, there were two different approaches
to the PT equity issue. Participants that had direct and closer contact with pupils
and teaching and learning processes, like teachers, were more aware of the inabil-
ity of poor families to afford PT services and they believed that private tutoring
was some kind of a privilege. On the other hand, interviewed persons who did not
have daily or direct contact with actual teaching or PT practices showed a ten-
dency to minimise the effect of differing socio-economic backgrounds on PT use.
People believe that the best tutors are those teachers and professors who are di-
rectly involved in preparing the examinations for external assessment, and they
are highly valued and sought, which of course opens up an ethically controversial
issue. In some cases, interviewed persons were not always ready and willing to
speak openly about equity issues related to PT and, in that respect, ignored the
problem of the inequality inherent in the PT phenomenon.
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In the short chapter 10, the editor, Boris Joki¢, provides a conclusion. In all the
countries included, the analyses revealed the mostly non-existent or largely inef-
fective remedial support strategies in the formal systems of education for develop-
ment of pupils’ motivation and work habits. In such cases, it seems rational that
private tutor services will be almost the only possibility for receiving adequate
support for difficulties in learning. The Project has shown that the professional
competences of teachers and teaching practices are also related to the parental and
pupil decision concerning PT use. Stakeholders from all countries believe that
pre-service and in-service teacher training was not adequate for preparing teach-
ers for the challenges they face in everyday practice. Due to these shortcomings,
teaching practices may be perceived as inappropriate and inefficient and, conse-
quently, negatively influence parental and pupil perspectives on the formal system
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of education. Most of the persons interviewed are not very positive about the abil-
ity of formal educational systems to accommodate the diversity of pupils’ indi-
vidual characteristics and needs. Particularly emphasised is the existing discrep-
ancy between the inherent diversity of individual pupil characteristics and needs
and the “one size fits all” approach of the formal educational system.

This excellent book provides the research findings and an analytical discussion of
the various elements related to the causes and consequences of private tutoring in
the five observed countries. In addition to it having extensive relevant theoretical
and empirical readings incorporated into each analytical chapter with the goal of
establishing an enhanced comparative basis for the topics under observation, it is
very rich in statements from various stakeholders regarding their attitude towards
PT. The concluding chapter contains an overview of the findings and offers a dis-
cussion of them that is really valuable for future research into the PT phenomenon
and the development of possible policy options. One should only congratulate the
editor and his team for a really valuable product, while looking forward to their
future researches and books.
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CORRIGENDUM

Corrigendum to “Are there any top FDI performers among EU-15
and CEE countries? A comparative panel data analysis”
[Financial Theory and Practice, 38 (3), 337-374]

doi: 10.3326/fintp.38.4.8

The publisher regrets having incorrectly stated the professional designation of the
author, Iliya Tsekov, as he is not the holder of a CFA designation.

The on-line version of the article was changed on September 15, 2014. Available
at: [http://www.fintp.hr/upload/files/ftp/2014/3/mateev_tsekov.pdf].
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