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Latvia’s Ministry of Finance requested the World Bank to collaborate on a review of the country’s
tax system as input for the design a medium-term tax strategy. The motivation behind the tax review
is to find options to increase tax revenues by three percentage points of GDP to reach a target tax-
to-GDP ratio of 33 percent in the medium term.! In Latvia, tax revenues are lower than predicted for
its income level and institutional development. The additional revenues would be used to cover
growing spending needs in the following areas:

Defense spending. The Government aims to increase defense spending to the NATO
guideline target of 2 percent of GDP by 2018 (from 1 percent of GDP in 2015 and an
estimated 1.5 percent of GDP in 2016).?

Investment in human capital. Health, education and social protection are additional
areas that the Government has identified as requiring further investments. In particular,
public health spending is low and health outcomes are lagging compared with much of
the European Union (EU).

Latvia’s tax policy needs to be restructured to support economic development and raise
living standards. The speed of convergence in Latvia to average income levels in the European Union
(EVU) was impressive until the 2008-2009 crisis, but since then output recovery has been fast but not
rapid enough for real GDP to return to pre-crisis level. A critical challenge then is to boost productivity
growth in the economy: the level of productivity is low relative to OECD economies and its growth
has slowed notably since the crisis. Increasing labor productivity is particularly important if overall
productivity is to rise: informality and inactivity reduce both labor activity and productivity. Increased
investment in skills and good health are an important part of the labor productivity and participation
story—particularly as Latvia rapidly ages. But reducing the reliance of the tax system on low-skilled
labor is also a key policy challenge. Latvia’s tax system puts substantially more of a burden on labor
compared to capital or consumption. This is all the more concerning given that wages for much of
the population are low and so the current flat income tax structure has implications for social
inclusion and poverty. Inequality of (after-tax) disposable income in Latvia is one of the highest in the
EU, with only Bulgaria, Romania and Lithuania having higher inequality.3

There are multiple dimensions to be taken into account in examining tax reform options
apart from increased revenue generation. Tax systems as a whole should be efficiently designed to
meet revenue targets and distributional goals with the lowest possible distortions on economic
activity. Taxes entail economic costs by affecting people’s and firm’s behaviors: decisions on working,
saving/consuming, investing and employing workers. A tax system that relies too heavily on
inefficient taxes, uncompetitive tax rates and poorly targeted or ineffective concessions will impose

1 See Declaration of the Intended Activities of the Cabinet of Ministers Headed by Maris Ku&inskis, February 2016,
Riga http://www.mk.gov.lv/sites/default/files/editor/deklaracija_en.pdf

2 Defense expenditure as a share of GDP for 2015 and 2016 is sourced from NATO (2016).

3 Based on Eurostat data for the Gini coefficient in 2015 (latest available as of May 2017).



http://www.mk.gov.lv/sites/default/files/editor/deklaracija_en.pdf

significant economic costs on the economy. This “excess burden” of taxation is the economic cost of
taxation. Such economic distortions entail costs over and above the income that individuals and firms
pay in taxation. It is also important who actually bears the economic costs of taxation—commonly
referred to as the ‘incidence’ of a tax. Here it is important to look at tax neutrality—the degree to
which taxes favor one type of economic activity over another and the distribution of the economic
incidence.

The tax system entails distributional choices and one of the objectives of the review is to
look at options to improve the equity of the system. Here both vertical equity, i.e. taxing less those
of lower income, and horizontal equity, i.e. taxing the same those in economically similar situations,
are of importance. Governments are inevitably confronted with an equity-efficiency trade-off: higher
taxes on the richer parts of the population—to raise revenue and to finance benefits for poorer
groups—can distort the economic incentives for work, entrepreneurship, saving and risk-taking of
middle- and higher-income individuals. At the same time, redistribution to low-income individuals,
through tax credits or benefits, could weaken labor supply incentives. On the other hand, fairness, or
equity is an important consideration for widespread acceptance and sustainability of the tax system.

To reduce economic distortions created by the current tax system, increase equity and meet
increased revenue goals, the following features of the current tax system of Latvia are important to
address in a medium-term tax strategy:

Restore tax neutrality across firm types and economic activity. The most pressing need
is to rebalance tax treatment across enterprises. There are large incentives for firms to
remain small in terms of turnover and the number of employees due to the
microenterprise taxation regime. Depending on their legal form, size or production mix,
firms face different possibilities to benefit from tax relief, allowances, exemptions and
deductions. The lack of neutrality contributes to economic efficiency losses (e.g. small
firms in Latvia have low export intensity), tax avoidance and forgone revenues. Investing
government resources to promote certain segments of corporate sector whether done
through tax allowances, exemptions and deductions, or expenditure subsidies is a
decision to spend scarce budgetary resources on the corporate sector, and as such, should
be subject to cost-benefit analysis.

Reduce high labor tax burden, especially for lower income individuals. The effective tax
rate on labor is significantly higher than on consumption and capital. For low-income
earners, particularly the unemployed, there is a high participation tax, which equals total
taxes paid when working (in the formal sector) plus the non-employment benefits that a
worker foregoes when the individuals start working. High labor taxes reduce the incentive
for hiring into and participating in the formal labor market. In addition, they encourage
the underreporting of wages. Reducing the relatively high tax on low-income labor would
encourage employment and formality. Decreasing the reliance of the tax system on labor
taxes should be an aim of the tax system in the longer term given the low effective tax
rate on capital and the shrinking and aging of the labor force.

Increase the relatively low impact of tax and benefit system on inequality. The tax and
benefit system has a relatively small impact on income inequality in Latvia. Latvia’s Gini is
the second highest for (after-tax) disposable income in the European Union (EU); Estonia’s
Gini is just 0.1 percentage points higher. The tax/benefit system does result in some



redistribution of income from high-income to low-income households (Figure 1).
However, fiscal policy has a lower impact on inequality in Latvia than in most developed
countries. Not only is income taxation in Latvia not progressive, it is also horizontally
inequitable: different income sources are taxed unevenly, favoring some forms of income
e.g. from dividend income.

Confront informality. The large shadow economy and widespread informality result in
high tax evasion across income groups and economic activity. Increased formality
improves inclusion and increases productivity: it enables workers to access health and
pension insurance, improve their financial security, results in more opportunities for on-
the-job training, and allows businesses to expand, modernize, innovate and become more
productive.

Base future adjustments to the tax system on a system-wide view of its direction. There
have been many ad hoc—and often substantial—changes to system, particularly in
response to fiscal pressures due to the 2008-2009 economic crisis. Any tax system
changes must take into account interdependencies between different taxes to ensure the
expected impact of the reform, for instance any changes to personal income tax have to
be consistent with reform of the microenterprise regime, to limit income shifting between
tax regimes.

Latvia has considerable potential to raise tax revenues. Latvia’s tax share of GDP is one of
the lowest in the EU in 2015 ( ). Tax revenues to GDP in Latvia has been relatively stable since
2000, at around 29 percent of GDP, about 5 percentage points below the OECD average and 10
percentage points below the EU average. Not only is the tax revenue share of Latvia’s GDP the fourth
lowest in the EU, it is also one of the lowest in the world for countries at a similar level of
development. Globally, controlling for degree of development, only small islands or resource-rich
economies have lower taxes than Latvia. Compared to Estonia, Lithuania, Poland, Slovakia, and the
Czech Republic, only Lithuania has lower tax revenues. A comparison with countries facing similar
structural characteristics and institutions suggests that Latvia could increase its tax revenues by about
five percentage points of GDP if it would collect the same taxes as its average country peer in terms
of the countries’ levels of institutional development.

The average effective taxation on labor income is significantly higher than on consumption
and capital. Implicit tax rates measure the actual or effective tax burden on different types of
economic income or activities by computing the ratio of tax revenue for each type of activity with the
potential tax base.* Statutory tax rates often do not reflect the actual rates paid and so it is useful to
look at the effective tax burden for different activities in the economy. Despite some decline since
2000, the effective taxation on labor remains significantly higher than on consumption and capital
(Figure 2).> In Latvia, the implicit tax rate on labor dropped from 36.5 to 33 percent over 2000-2012

4 For consumption, the implicit tax rate is the ratio of taxes (mostly VAT and excise) on the final consumption of
households in the country. The implicit tax rate on labor is the ratio of taxes on employed labor to the total
compensation of employees including payroll taxes. Regarding capital, the implicit tax rate is the ratio of capital
taxes to the worldwide capital and business income of domestic residents.

5 The latest available data is for 2012.



due to a fall in personal income tax (PIT) revenues. It is below the EU average of 36.1 percent. The
effective tax rate on consumption at 17.4 percent in 2012 is relatively low for the EU for which the
average if 19.9 percent. It did not change much between 2000 and 2012 despite an increase in VAT
rates. Latvia’s implicit tax rate on capital is now one of the lowest in the EU, having declined by about
two percentage points from 12.3 percent in 2000 to 9.9 percent in 2012.

Figure 1. Tax-to-GDP Ratios and GDP per capita, PPP in current USS, 2013
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Figure 2. Average effective (implicit) tax rates, 2012
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Personal income taxes (PIT) and social security contributions (SSC) account for the bulk of
the difference between tax collections (as a share of GDP) in Latvia and the EU average (Figure 3).
The share of revenues from capital taxation is also lower than the EU average. The picture looks
somewhat different if compared to regional peers (the Czech Republic, Estonia, Lithuania, Poland and
Slovakia). Latvia’s revenues from social security contributions are still lower by 2.5 to 6 percentage
points of GDP, which could be explained by a lower standard rate for SSCs, but the PIT-to-GDP ratio
is higher than in all the selected comparison countries. Latvia has a relatively high statutory PIT rate,
with a relatively small non-taxable personal allowance. Other peers have either a higher untaxed
personal allowance or a lower tax rate, at least at the lower end of income distribution. Latvia collects
more VAT revenues as a percent of GDP than its regional peers, except for Estonia. Finally, Latvia’s
revenues from corporate income taxes (CIT) as a percentage of GDP are similar to those of Lithuania,
Estonia, and Poland, but lower than in Slovakia and the Czech Republic.

Figure 3. Difference between the level of tax-to-GDP in selected countries and Latvia, percentage
points, 2014

EU - 28 T )

Germany (— [ I
United Kingdom ()]

Finland i °

Ireland {I © EEEE———

Austria | °

Czech Republic @ I

Poland (S| °
Slovakia I °

Estonia )
Lithuania I_.T

-10 -5 0 5 10 15 20

Production mPIT CIT mOther current taxes SSC M Capital taxes o Total

Note: A negative value indicates that a country collects lower revenues from a tax than Latvia; a higher value
shows that a country has higher revenues from a tax compared to Latvia.
Source: World Bank staff calculations based on Eurostat.

Fiscal policy has a lower impact on inequality in Latvia than in many EU and OECD countries
(Figure 4). Market income inequality in Latvia is not particularly high, but the combined impact of
direct taxes and government transfers is lower than in other EU countries. Latvia’s Gini is the second
highest for (after-tax) disposable income in the European Union (EU); Estonia’s Gini is just 0.1
percentage points higher.® Benefits, especially means-tested benefits, play little role in reducing
inequality, direct taxes have only a small impact and pensions play a lower role than on average in
the EU. To achieve a higher reduction in inequality of disposable income, a broad mix of redistribution
across benefits and taxes is important. However, various combinations can be used. Ireland for

6 Based on the Gini coefficient of equalized disposable income from the EU-SILC.



example, with a relatively low corporate profits tax, achieves a large reduction in inequality through
a progressive PIT and substantial means-tested benefits targeted at low-income groups.
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Moving away from the flat tax system would improve the efficiency and equity of the tax
system. Marginal tax rates at the bottom of the income distribution are too high (in some cases 100
percent) and personal income tax rates are flat at 33.5 percent for all incomes above the minimum
non-taxable threshold. A differentiated non-taxable minimum whereby lower income earners receive
higher tax-free thresholds was introduced in 2016. Together with increased allowances for
dependents, the structure of the personal income tax has become somewhat more progressive over
time. Nevertheless, flat taxes are sub-optimal compared to non-linear tax regimes because all
individuals, including middle- and high-income earners, benefit from the non-taxable minimum
income. Hence, in order to raise the (after-tax) disposable incomes for low-income earners via a
higher non-taxable minimum income, marginal tax rates on average need to be much higher than if
redistribution was done through a progressive income tax rate. Consequently, a flat tax causes more
distortions for the same income redistribution, or can redistribute less income for the same degree
of economic distortion. In The Latvian government could consider adjusting the structure of effective
marginal tax rates by (i) making the tax system more progressive; (ii) reducing the welfare loss of the
tax system; (iii) raising revenue, or by a combination of all three.



There is a case for increasing the rate on higher incomes in Latvia. Given that PIT accounted
for about 20 percent of total tax revenues (see chapter 2) and the regressivity of other major tax
instruments (e.g., the VAT),” there is a strong case for increasing the rate on higher incomes. Whether
to introduce a higher tax bracket for higher incomes, however, fundamentally is a political choice
regarding how much redistribution should be undertaken through the tax system versus the social
value placed on the income of higher income earners. Simulations suggest that an increase in the
current top rate of 23 percent is feasible and would result in more income redistribution and public
revenue. Such an increase carries risks, of course. A higher top rate could weaken incentives for work
and entrepreneurship, and increase avoidance and evasion. The solidarity tax introduces a small
element of redistribution in the system, and in the absence of other changes to make labor taxes
more progressive, it should be maintained.

The tax rate on capital income is well below that of most EU countries, reflecting both low
nominal rates and various exclusions from income. Since large parts of capital income remain
untaxed, taxes on labor income and consumption need to be higher than they otherwise would have
to be. The tax rate on capital income is not uniform, which enables tax avoidance by transforming
capital income from one source into capital income from another source. For example, capital gains
are subject to a 15 percent rate, but this income stream could instead be converted into dividends,
which are subject to a lower 10 percent rate (both dividends and capital gains are zero-rated if held
by corporations). The system also provides a strong incentive to overinvest in real estate and to issue
debt rather than equity. Non-uniform tax treatment of capital income is inefficient, generates
inequities and provokes tax arbitrage. Latvia should increase the share of taxes on capital income in
total tax revenue along with making tax rates on various forms of capital income more uniform.

Corporate income tax revenue in 2014 equaled only 1.5 percent of GDP 2014, compared to
the EU average of 2.6 percent. The CIT statutory rate is 15 percent, well below the EU average of 23
percent, and tax incentives for investments, tax credits (for farmers), deductions and loopholes
further reduce the effective rate. Average and marginal effective corporate tax rates (EATRs and
EMTRs), which take into account both the rates and the tax base, are relatively low by EU standards.
This suggests that suggest that Latvia’s CIT system imposes relatively low marginal investment
distortions. There may be some scope for broadening the CIT base by reducing specific tax
expenditures, particularly accelerated depreciation, provisions for the carrying forward of losses
incurred in the past, and various deductions designed to encourage investment and R&D, which may
not be providing sufficient benefits relative to the tax revenues foregone.

Low CIT revenues are due to a narrow and eroded tax base. The 2008/2009 economic crisis
reduced the income tax base for both corporations and households, leading to lower income tax
revenues. Unlike Estonia and Slovakia, personal and corporate income tax revenue in Latvia remained
below the pre-crisis peak in 2014. CIT revenues stayed below the level corporate profits
developments would have suggested, partly as a result of the introduction of a microenterprise tax,
as well as other policy changes that also increased tax avoidance (see Figure 5). PIT revenues in Latvia

TVAT is effectively regressive: the estimated share of the VAT in household gross income falls steadily from 14.1
percent in the first quintile to 6.8 percent in the top quintile.



increased by more than the recovery in the wage bill implied, probably with the assistance of a
broadening of the tax base in 2010 to cover capital income.
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The CIT system in Latvia may distort corporate financial decisions. In Latvia interest is taxed
only once, since it is deductible at the corporate level. Hence, the effective tax rate on interest equals
the 10 percent rate of the PIT. However, dividends and capital gains are subject to higher effective
marginal tax rates of, respectively, 23.5 percent and 27.75 percent. The deductibility against the CIT
of interest payments, but not, in general, on equity may offer an incentive for corporations to use
debt rather than equity financing. The asymmetric tax treatment of debt and equity should be
reviewed to remove or reduce distortions in the financing of investment. It could be eliminated
through an Allowance for Corporate Equity, a Comprehensive Business Income Tax, or a combination
of both where costs of equity and debt are both partially deductible for the CIT. A CIT approach that
taxes distributed earnings as adopted in Estonia exempts the costs of equity in the form of retained
earnings, but given that it does not provide an exemption for all types of equity costs it does not
address financing bias completely.

Latvia’s microenterprise tax was introduced in 2010 to increase employment and encourage
business start-ups. In 2016 the regime enabled small firms to pay a tax rate of 9 percent of sales
volume in lieu of PIT, CIT, and social security contributions. The number of participating
microenterprises and employees have increased sharply since its introduction, and tax losses due to
the movement from the general regime are substantial. There has been a steady and large inflow of
tax payers from the general regime into the MET regime. By contrast, there is little evidence of a
significant number of firms leaving the MET regime to enter the general tax regime (Figure 6). While
the MET may have reduced undeclared wage payments and VAT fraud, there is strong evidence of
manipulation of wage reporting to qualify for the MET regime. Moreover, measures are not adequate
to prevent avoidance of taxation through the MET regime, for example by establishing multiple
microenterprises owned and controlled by connected persons. The MET regime also may inhibit the
growth of innovative firms, and reduce contributions to and coverage of the social security system.
Finally, tax revenue from MET is very low compared to the number of MET taxpayers and their



earnings (Figure 7). The estimated tax revenue foregone due to MET amounted to 60 million EUR or
0.2 percent of GDP annually (in 2014-2015.

Figure 6. Number of taxpayers in the Figure 7. Changes in the share of MET tax
microenterprise regime and exiting the regime, revenue/earners in labor taxes/taxpayers in
2010-2015 Latvia, 2010-1205
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The MET should be phased out and replaced with an alternative programs to support new
innovative and lifestyle businesses in the new regime only genuine new business start-ups would be
covered, with various forms of tax relief focused on micro/small enterprises and linked to new jobs
created. The lifestyle scheme should be offered only for small traders /proprietors with a low
turnover e.g. less than EUR 20,000 per year, combined with the number of employees and the
possibly location of business premises (e.g. Tax Card regime in Poland). However, the phase-out of
the MET would have to be gradual and well designed to ensure transition to the general tax regime
and accompanied by assistance to vulnerable workers who rely principally on microenterprise
employment.

5. Value-added taxes

Latvia’s value-added tax (VAT) is fairly broad-based, with a standard rate of 21 percent
(close to the EU average) and a reduced rate that covers relatively few goods and services. Some
portion of consumption is excluded from, or enjoys a reduced rate under, the VAT, similar to most
economies. The reduced rates and exemptions in VAT are costly in terms of public revenue. The VAT
exemptions in 2014 amounted to EUR 945 million, or 3.9 percent of GDP. Increased revenues could
be realized from broadening the VAT base to eliminate unnecessary exemptions or raise reduced
rates that no longer achieve policy aims in the most efficient way (taxation of energy or hotel
accommodation). This decision needs to be based on a careful review of the efficiency and
distributional impact of preferential VAT rates on goods and services.

The most significant challenge for VAT is to combat the substantial amount of revenues that
are lost due to tax evasion and avoidance. The VAT compliance gap—the difference between
expected VAT revenues and VAT actual revenues collected due to tax fraud, tax evasion and tax
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avoidance as well as because of bankruptcy, insolvency and poor calculations—is high. Latvia has
close to EU average VAT revenue ratios, but a very high VAT gap (see Figure 8).8 Failure to comply
explains a major part of this gap. The State Revenue Service (SRS) estimates that there has been a
gradual but persistent decline in the gap since the crisis, closing the gap could still increase VAT
revenues significantly—there is room to adopt more efficient tax administration methods to tackle
tax fraud, evasion of VAT arrears, underreporting, and the shadow economy (Figure 9). Because the
gap may have a variety of sources, knowledge of VAT gap structure could make it easier to design
efficient methods to tackle it. The size of the gap in Latvia suggests that it would be advisable to adopt
methods to tackle tax fraud, evasion of collection of past debts, underreporting, and the shadow
economy.

Figure 8. VAT gap, in percent of VAT liability, Figure 9. Compliance problems, percent of
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VAT thresholds should be evaluated. The cutoff for firms exempt from the VAT due to small
size is higher than in most EU countries, which while easing administration can increase tax avoidance
(existing firms can split up into smaller companies to gain the exemption). Gains from reducing tax
administration and compliance costs need to be carefully assessed against the competitive
distortions stemming from the difference in treatment among taxpayers on both sides of the VAT
threshold.

6. Excise taxes

The relatively high excise tax in Latvia imposes a burden on domestic consumers and attracts illegal
trade making it harder to increase taxes. There might be a case, however, for changing the
application of excise duties to different products. When designing the excise tax system the
government should seek to minimize the distorting effects of the tax on consumer behavior, use it to
correct socially costly behavior, or both. In Latvia, there is a clear case for reform in how driving and
alcohol are taxed. Fuel excise duties do not target the primary externality, CO, emissions, associated
with driving. The government should consider basing the tax on fuel on CO; emissions. Taxation of
fuel needs to be carefully redesigned so as not to harm the transport sector and Latvia’s

8 The VAT gap arises not only from fraud or tax evasion but also from errors, failure to take reasonable care, and
nonpayment due to bankruptcy or insolvency.
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competitiveness. Reform of alcohol taxation should target alcohol products systematically, because
a society consumes disproportionately more of the low alcohol content products such as beer.
Changing the balance between the specific and ad valorem components of the tax on cigarettes will
better target public health and may lead to higher revenues. These changes in excise taxes could
bring additional revenues (up to 1 percent of GDP) but only if accompanied by improvements in tax
administration to reduce tax fraud and evasion.

There have been frequent calls for increasing property taxes to generate additional
revenues in Latvia. Latvia has modern, relatively sophisticated value-based model of taxing property.
Generating support for increased property taxation is likely to be challenging: attempts to make the
system of residential tax assessment be closer to the market value have met with considerable
political resistance given the implied large tax increase on certain categories of residential property.
The resistance comes from the fact that in Latvia, as in other economies in Central and Eastern
Europe, the value of property is not always closely linked with financial situation of tax payer.
Nonetheless, the Government should keep to the planned schedule for raising the assessment
average ratio to 85 percent in 2018, with no compensating changes in tax rates or exemption policies.
It may be desirable to extend the 90 percent tax abatement for low-income households to households
with slightly higher incomes, perhaps with a reduced percentage of relief. However, proposals to
impose lower assessment ratios or lower tax rates on lower value property, or to raise the maximum
property value subject to a lower assessment ratio, would not necessarily benefit low-income renters.
In general, it is preferable to address income distribution concerns through direct income tax and
benefits rather than through measures in the property tax system.

Despite considerable improvements in tax enforcement in recent years, the underground
economy remains large. The difference between expected VAT revenues and actual collections has
fallen since 2010 but remains above one-fifth of VAT revenues. Key steps to strengthen VAT
compliance include: (i) the devotion of more staff resources and increased availability of data for the
analysis of VAT compliance; (ii) stricter review of firms before they are permitted to enter the VAT
net; (iii) introduction of an e-invoicing system for business-to-business transactions; (iv) withholding
tax requirements for payments made to sub-contractors (either in high-risk sectors or to all sub-
contractors lacking a tax registration number); and (v) requiring use of certified cash registers to
record sales in cash-dominated sectors.

Improving voluntary compliance with the tax system is a key challenge. Allowing consumers
of household services to deduct part of the costs of such services when documented through a tax
invoice could improve tax compliance by service providers, but could also significantly reduce
revenues from consumers. Key steps to promote voluntary tax compliance could include the use of
outreach and communication to promote voluntary compliance in high-risk areas, innovative
approaches to promote both the SRS and voluntary compliance (e.g. web-based presentations
distributed via YouTube or tax-related TV spots), broadening the SRS program to honor the most
compliant and biggest taxpayers in the country to small- and medium-sized businesses, and
disseminating information on the penalties imposed on major tax evaders.
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SRS tax administration and access to data could be strengthened. The use of audits could
be improved by comparing risk-based audit results with other audit approaches to evaluate the risk
parameters used, increasing staff with audit expertise, and increasing specialization in audit tasks, for
example by size of business, sector, and high net-wealth individuals. Increased access to credit card
and bank account information would improve the checking of income tax data. Measures to attract
and retain highly-qualified staff could include special compensation levels or bonus systems for key
expert positions and improved working conditions (e.g. flexibility in working hours or possibility for
part-time work, job security, and in-kind benefits like kindergarten facilities).

Collecting an additional three percentage points of GDP in revenues involves substantial tax
changes and will be challenging. Even if international benchmarking indicates that there is room to
increase tax pressure, when a package of taxes that is estimated to yield the government target is
put together it shows that large policy modifications are needed. The following illustrative changes
outlined in Table 1 would at a maximum bring revenues close to the goal, which would be shared
between central and local governments. The proposed changes rely primary on: redesigning tax
burden within income taxation (from low-skilled labor towards capital), shifting tax burden from
income to consumption taxation and improving tax compliance, with potential benefits for economic
growth and equality.® These broadly are reforms aimed at:

Broadening the tax base. For corporate income tax, given the low statutory and effective
tax rates in an EU context, this will involve decreasing costly tax expenditures, such as
generous accelerated depreciation rates for fixed assets and enhanced deprecation for
new technological equipment, and limiting loss relief. Gradually moving taxpayers who
belong—given their overall activity level—to the general tax regime from the
microenterprise regime will also contribute. Tax expenditures on reduced- and zero-rate
VAT provisions are lower than in many EU countries, but still should be reviewed for
potential sources of increased revenues.

Changing tax structure. Distortions due to taxation could be reduced and equity
improved by raising more revenues from capital income taxation through a uniform
treatment of different types of capital income involving a rise in tax rates for some income
sources (particularly to reduce the bias for investing in real estate and issuing debt rather
than equity), introducing a progressive personal income tax and changes to the way excise
rates are designed. Over time, the role of property/wealth taxes and environment-related
taxes, should grow.

Reduction in tax evasion/avoidance is a priority. However, the gains from improved
compliance, while potentially substantial, are uncertain. Thus, planned increases in
revenues that are tied to increases in spending should mainly rely on tax design measures
aimed at broadening the tax base or raising tax rates. But in order to reach the increased

9 The report did not use a general equilibrium model to assess the economic impact of the proposed package.
Instead, it uses a review of the theoretical and empirical tax literature and partial equilibrium tools to design key
elements of the reform and asses their impact.
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revenues goal, a continued reduction in the VAT tax compliance gap and a fall in the
underreporting of wages will be necessary.

Decreasing inequality of (after-tax) disposable income. The most appropriate
instruments for tackling inequality are direct personal income taxes and benefits. Apart
from introducing more progressivity in the personal income tax system, benefit changes
would also be necessary to decrease inequality: benefits, especially means-tested social
assistance, play little role in reducing inequality compared to other EU countries.

Revenue impact

Measures ( % of GDP)
1. Personal income tax (wages) 0.09-0.3
1.1. Non-linear tax schedule, lower tax for low-income workers*
3-rates PIT (19%/23%/33%) 0.31
3-rates PIT (19%/23%/29%) 0.10
3-rates PIT (19%/23%/29%) + EITC 0.00
1.2. 19% PIT rate for self-employed -0.01
2. Personal income tax (capital) 0.11
2.1. Uniform tax rate (15%) on capital income 0.11
3. Corporate income tax 0.06-0.68
3.1. Changes to tax depreciation
Remove accelerated depreciation of fixed assets 0.22
Remove enhanced depreciation for new technological equipment 0.29
3.2. Limit on the offset of losses carried forward
Limit loss relies to 80% of profit before taxation 0.06
Limit loss relies up to 5 years 0.17
4. Microenterprise tax regime 0.21
5. VAT 0.13
5.1 Eliminating reduced VAT rates
Standard rate for accommodation services in tourism 0.04
Standard rate for district heat supply and firewood 0.08
5.2 Reduce VAT threshold 0.01
6. Excise tax 0.37-1.0
Alcoholic beverages 0.30
Cigarettes 0.20
Fuel 0.50
7. Property tax* 0.10
8. Compliance 0.56
VAT gap (20%) 0.24
Underreporting of wages (20%) 0.32
TOTAL MAX 3.09

Note: * Denotes that local government would benefit from the proposed tax change.
Source: World Bank staff estimates.
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