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 Introduction

1. This study examines tax policies and tax administration and their implications for undeclared work in Hungary. Particular attention is paid to the incentives and distortions created by tax policies and administrative arrangements in terms of the decision of employers, entrepreneurs, and workers to operate fully or partially in the informal sector. The study looks at a wide range of aspects of tax policy and administration including the levels and structures of various taxes and compulsory social contributions, subsidies and other tax breaks, the interplay of taxes and benefits to create disincentives to formalize, tax reporting, enforcement, penalties, etc. Based on this analysis and international experience, the study discusses possible policy reforms and particular measures that might increase formal declaration of work and economic activity and, thus, broaden the tax base and receipts. 
2. Non-compliance with the tax law raises both equity and efficiency problems.  Inequity arises as those who dutifully abide to the law have lower net incomes than dishonest evaders with the same gross income. A high incidence of non-declaration of work also creates a vicious circle of lower government revenues, poor public services and a higher tax burden on fully declared work and unfair competition between firms and individuals, thus reinforcing incentives for shifting activities to the informal sector. However, widespread informal work can be seen as a warning signal that something is wrong with framework conditions for formal sector activity. Indeed, high taxes and strict regulations for formal sector activity are often the main reasons why firms and individuals shift activities to the informal sector. Poor quality of government programs and ineffective bureaucracy are additional reasons. For example, poorly targeted social assistance and inefficient tax collection make it easier for individuals to claim unemployment benefits while at the same time working informally. Tax evasion is also more wide-spread when tax systems are complex and riddled with exemptions and loopholes. Furthermore, a poor quality of public services adds to evasion, as people feel that the money given to the government is wasted. The structure of the economy and cultural factors also affect tax evasion.  Reducing informal work thus requires a broad approach which not only addresses enforcement but also the causes of informality. 
3. Problems with informality are apparent in many countries although to different degrees. It is notoriously difficult to gauge how large the problem of undeclared work is. But according to estimates, Hungary belongs to those European countries with a relatively large informal sector and reducing undeclared work is therefore a main policy objective. 
4.  The paper first makes an attempt to assess how big the problem of undeclared work is in Hungary, by looking at how it is perceived by the population (based on the results of a recent EU survey) and by discussing some estimates of the size of the undeclared economy and of its fiscal costs. It then examines the importance of the tax system for under-declaring work, by analysing the main features of the Hungarian tax system and the tax mix, the labour tax wedge and its components, and the effects of taxes on the labour market and on undeclared work. This is followed by an attempt to get some clue on the effectiveness of tax administration by looking at some input and output measures in international comparison. The final section discusses a number of policy options to make the tax system less vulnerable to evasion. It suggests a “carrot and stick” approach, which consists of providing economic incentives to declare earnings by reducing tax distortions and supporting legal work and at the same time improving the effectiveness of tax collection.  
How is undeclared work perceived by the population?

5. In a recent survey, launched by the EU Commission, interviews were carried out in all 27 EU countries. Respondents (individuals aged 15 years or older) were asked to report on undeclared work, defined as all remunerated activities (in kind or money) which are in principle legal but are not declared to tax authorities or social security institutions (European Commission 2007).  People were asked about their subjective perception of the amount of undeclared work taking place in their country and questions were also put if the respondents acquired goods or services which had been produced (with some likelihood) by undeclared work. The main results for Hungary are:

· 11% of the respondents said they have acquired services, presumably stemming from undeclared work. This was only slightly higher than the EU 27 average (9%). In Denmark and the Netherlands almost a quarter of the respondents admitted having acquired such services and in Latvia it was more than one fifth. On a similar question on goods, in Hungary, 6% of the respondents admitted such purchases, which corresponds to the EU 27 average. The highest shares were recorded in Latvia (17%), Denmark (14%), Bulgaria and Sweden (14% each). 
· The most important sectors supplying undeclared work are construction, repair and retail, followed by household services and, with some distance, industry, agriculture, transport and hotels and restaurants. These sectors appear to be most vulnerable to undeclared work also in the other countries also the ranking of the importance differs across countries. 
· Among the unemployed persons the unemployed undeclared work appears to be most widespread (both in Hungary and in the EU) followed by illegal immigrants
, self-employed, pensioners, fully employed workers and part-time workers. However, the relatively low importance given to undeclared work of self-employed in Hungary (6% as compared to 13% in the EU) is somewhat surprising and not consistent with other studies in Hungary. In Hungary (and some other countries), there is also anecdotal evidence for significant undeclared payments to health care providers. 
· In Hungary (as in other EU countries), the main reason for buying goods and services produced by undeclared work is the lower price (in Hungary 59%), followed by the intention to help someone in need of money (20%), a motive that appears to be much more important than on average in the EU (11%).  
· The survey also explored if the respondents themselves had carried out any undeclared work. Given the reluctance to admit practicing undeclared work, the results can be taken as the lower limit. In Hungary, 7% of the respondents said that they had carried out undeclared work. This is similar as in the Czech Republic and Austria and above the EU average (5%), but lower than in Denmark (18%), Latvia (15%) and the Netherlands (13%), Estonia (11%) and Sweden (10%). When asked about the reasons for not declaring work in Hungary 55% of the suppliers of undeclared work said it was seasonal work not worth declaring (EU average 23%) and 51% said that both parties benefited from it (EU average 47%). The high level of taxes and social security contributions was mentioned by 36% which was the highest share in the EU (average 13%). The shares of individuals who said that the person who acquired it insisted on non-declaration (28%), that they could not find a regular job (27%), that they could get a higher fee for work (19%), that undeclared work was common practice (21%) and that they were unsatisfied with public services 15% (the State does not do anything for you, why paying taxes) were also all higher than on average in the EU where these shares were 12%, 16%, 5%, 16%, and 5% respectively.
· People were also asked if their employer paid out all or part of their regular salary or remuneration for extra work on a cash-in-hand basis without declaring the amount to the authorities. In Hungry, 8% of the respondents who worked as employees said confirmed such practice (EU average 5%) which seems to be more common in Central and Eastern Europe  (except the Czech Republic and Slovenia) than in Western Europe. In Romania (23%), Latvia (17%), Bulgaria (14%) Lithuania and Poland (11% each) such undeclared wage payments are –according to this survey – most widespread in the EU.  A large share of employees concerned would prefer to receive their whole salary on a regular basis, with taxes and contributions paid to the authorities. In Hungary 42% of the respondents would prefer full declaration although 49 % are happy with non-declaration. 
· The survey also revealed that differences about social acceptance of undeclared work. Respondents were asked to what extent they find undeclared activities of various forms acceptable or not. In Hungary all forms of non-declaration are found to be somewhat more socially acceptable than in the EU as a whole. Among the various forms hiring a person by a private household for undeclared work, only partially declaring income are found to be more acceptable than undeclared work including activities of firms and receiving welfare payments without entitlement.   

Fiscal costs of undeclared work 

6. Undeclared work and tax evasion   are – by their very nature – extremely difficult to measure which is also illustrated by the wide margin across estimates. Eurostat estimated informal economic activity in 2000 to amount to 12 per cent of GDP in Hungary. The corresponding figure is 15% in Poland and Slovakia and only 7% in the Czech Republic. According to other estimates informal work in Hungary was around one third in 1993, falling to 17-18% in 2006. (OECD, 2007; Lackó, 2000; Tóth, 2006; Semjén & Tóth, 2004). According to the EBRD/World Bank Business Environment and Enterprise Performance Survey, in Hungary the firms included in the survey hid on average 10-15% of their sales from tax authority and 10-15 % of them bribed tax authorities. This magnitude of tax underreporting and bribery is similar as in other EU accession countries with the combined average bribe tax and kickback rate being somewhat lower than in neighbouring Poland and Slovak Republic but higher than in Slovenia, Estonia, Latvia, Lithuania and the Czech Republic. It has also been estimated that in Hungary social security receipts are about 30% lower than what could be expected on the basis of statutory contribution rates and income ceilings and the sum of total wages and salaries in national accounts statistics which include estimated undeclared incomes. Furthermore, according to the OECD, in Hungary the effective VAT rate (as measured by VAT revenues as a per cent of the theoretical VAT base as estimated from National Accounts statistics) is only 46% of the standard rate. Only a few OECD countries have larger gaps between the effective and the standard VAT rate (Italy, Poland, Czech Republic and Mexico). However, this measure of the tax gap is also affected by the existence of reduced rates and thus overstates the degree of tax evasion. 
7. However, when interpreting the estimated fiscal costs of tax evasion, some caution is needed. First, estimates which are based on statutory tax parameters and income and spending flows from the national accounts statistics may overstate overall costs as they are static in nature, i.e. ignoring the fact that part of these activities would not be carried out if they were fully taxed. Second, informal activities bear at least part of the tax burden as informal firms buy goods and services which may have been taxed at earlier stages of production. Third, the government may have adjusted tax policies to evasion by setting higher tax rates on income and consumption so that the desired amount of revenue is broadly collected despite tax evasion. For example, if the estimated fiscal costs of evasion were X billion Euro, the issue is not that eliminating evasion would yield this additional amount which could be used to reduce the deficit, cut tax rates or increase spending; a deficit reduction or a tax cut could also be achieved by reducing spending and a spending increase could be financed by a tax increase. The objective of fighting tax evasion is therefore not necessarily to shift more resources from the private sector to the public sector (although this may sometimes be desirable) but rather to create a more efficient tax system. Reducing inequity between dishonest evaders and honest non-evaders not only improves fairness between individuals and between firms but can also raise growth potential as resources are no longer locked in informal activities where productivity is generally lower than in the formal sector.  

Tax level and tax mix
The tax level is relatively high 
8. Hungary has a relatively large public sector which requires a relatively high tax burden. This is mainly due to a comprehensive social security system. But even if one excludes social security contributions the tax level is not particularly low in international comparison. Nonetheless, in Hungary tax revenues have in the past not been sufficient to finance spending and the resulting high fiscal deficits have led to a rising level of debt and government interest payments (as a percent of GDP). In its convergence program the government expects that its spending cuts and revenue increases will succeed in reducing the fiscal deficit of the general government (ESA 95 definition) gradually from above 9% of GDP in 2006 - the highest deficit in the EU - to below 3 % by 2010. The objective to reduce the deficit by 6 ½ percentage points of GDP within four years is a major challenge and will be difficult to achieve. The need for fiscal consolidation appears to provide no room for reducing taxes in the near term. Recent measures have even gone in the opposite direction as a good part of the consolidation package consists of increasing taxes and also suspending the five-year plan to cut taxes which had been approved by Parliament at the end of 2005 (OECD 2007). However, raising taxes bears the risk that tax evasion increases further.  
Labour and consumption taxes dominate the tax mix 

9. Hungary relies to a large extent on the taxation of labour and consumption while taxation of capital income and property is relatively moderate. This tax mix is often found in central and eastern European countries (and some other countries) which have established comprehensive Bismarckian-type social security systems where most of the benefits are financed by income-dependent social security contributions
 In addition to taxes on labour, relatively high consumption taxes are needed to finance extensive spending programs. According to various measures, Hungary´s tax burden on labour and consumption is significantly higher than the EU average, despite some trend decline over the past ten years. At the same time, the tax burden on capital has remained moderate and aims at attracting business investment, in particular FDI, in order to accelerate the catching-up of the economy.  For this reason Hungary (like many other countries) has put a relatively low burden on corporations. 
10. The relatively high burden on consumption is caused by the VAT and excise duties including taxes on motor cars etc.  Over the recent past, VAT revenue per unit of consumption has, however, gradually decreased, caused by the exemption of self-employed who opted for a simplified corporate tax system (EVA) (see below) and by the reduction in the standard VAT rate from 25% to 20% in 2006. At the same time, the reduced rate of 15% for some products was abolished although the other reduced rate on some goods and services (notably drugs, medical instruments and books) was kept at 5% for equity reasons.
 The implicit tax on labour income has also tended to decline somewhat between 1997 and 2004. 
Tax gap between labour and profit tax provides incentives for under-declaring wages

11. When calculating the profit tax base, wage costs including labour taxes are deductible as expenses. This is, in principle, an incentive for firms to declare wages as declaring costs reduces the profit tax. However, the incentive for full wage declaration depends on the relative size of the labour and profit taxes. If tax authorities would have accurately assessed the value added (sales less purchases) that is generated by firms, there would be no incentive to under-declare wages if the profit tax rate were higher than the labour tax rate. In this case, under-declaring wages would increase the overall tax bill (of profit and labour taxes). However, as in Hungary (as in many other countries) the tax rate on profits is significantly lower than the tax rate on labour, fraudulent firms can reduce the overall tax burden (of labour and profit taxes) by under-declaring wages. However, under-declaring earnings by paying part of them in cash, requires that “black money” is made available and fraudulent firms therefore also have to under-report sales and receive cash from customers. 

Self-policing of VAT should reduce evasion…
12. In contrast to a turnover tax which taxes sales at the various stages of production leading to cascading effects, the VAT prevents such distortions as sellers of goods and services can claim credit for the VAT which had been charged on their input against the VAT received on its sales. Firms therefore have an interest in receiving proper invoices on their purchases of inputs so that they can claim these tax credits. Despite this self-policing feature of VAT, this tax is also vulnerable to various types of VAT fraud. One type of fraud is the non-declaration of sales by firms in the informal sector. However, as these firms cannot claim VAT credits on their inputs, they implicitly pay VAT on the value added of earlier stages of production (although not on their own value added). Another form is under-declaration of sales by formal sector firms which at the same time claim full tax credits for the VAT levied on their inputs. This type of fraud arises often at the stage of final sales to consumers or to tax-exempt organisations which accept purchases without a receipt and pay a lower price in return. Furthermore, in the so-called carousel fraud (or “missing-trader” fraud) criminals exploit that under the VAT exports are zero-rated (destination principle) and claim credits on inputs while no tax is paid in the importing country. According to the European Commission (2004) losses from VAT fraud amounted to 10% of net VAT receipts in some European countries. 

…but this is undermined by simplified tax treatments for some groups

12. With the objective to ease the burden for tax administration and business, governments often provide preferential treatment and simplifications for small business, self-employed, agriculture or other groups. In Hungary, there are a number of special tax schemes which ease the administrative burden. Entrepreneurs can choose lump-sum taxation if their income in the previous year has been below a certain amount The simplified entrepreneurs´ tax (EVA) can be chosen by entrepreneurs or contract workers, with annual gross revenue up to HUF 25 million. Paying EVA eliminates all other income tax or levy (besides social security contributions which have to be paid on the minimum wage independent of actual income) on their business activity. However, EVA subjects must add VAT (usually 20%) to their invoices which they cannot reclaim. Cultural workers acting as employees can opt for the EKHO scheme which also provides a simplified and favourable tax treatment. It can be shown that for individuals who are taxed under EVA and EKHO schemes tax wedges are significantly lower than for normal employees with the difference being particularly large for higher income earners. The main reasons are that in the special schemes tax rates are flat and social security contributions are based on the minimum wage while for employees the personal income tax is progressive and social security contributions proportional to income and – for the employer contribution – without any cap. While the favourable tax treatments of the special schemes provide an incentive to move from the informal into the formal economy, there is also a big incentive to shift activity from dependent employment into self-employment in order to classify for these schemes. Furthermore, as tax payers in these schemes are not taxable under VAT and cannot claim VAT tax credits on their inputs they have no interest of asking for an invoice from their suppliers. With a tax base defined as VAT-increased revenues these tax payers may also have incentives to under-declare revenues by not making a receipt for their services.
 13. Income from agriculture also gets special and simplified tax treatment. Annual revenue below HUF 600,000 (around 2400 €) is tax free and for higher revenue farmers can chose between being taxes on surplus income (revenues less costs) lump-sum taxation where taxable 18% up to HUF 1 700 000 and 36% for higher income. Overall, only relatively few farmers pay income tax and among those who pay tax the tax burden is relatively small. In 2005 the number of farmers paying income tax was around 8500 out of 1.24 million who worked as farmers (Table 6). 

Components of the labour tax wedge 
14. In the OECD Taxing Wages statistics, the labour tax wedge is measured for average workers at different income levels.  If one includes all taxes on labour (personal income tax and social security contributions of both employers and employees), in Hungary, the average labour tax wedge amounts to around 50% and is the third highest in the OECD; only Belgium and Germany have higher labour tax wedges. The largest component of the labour tax is the employers´ contribution to social security, followed by the personal income tax and the employees´ contributions. If one excludes contributions of employers, Hungary`s average labour tax wedge is the fifth highest in the OECD (after Belgium, Denmark, Germany and The Netherlands). The labour tax wedge has been reduced somewhat in recent years, in particular for low-income earners but increased again in 2007 by around 1 percentage point. 
Social benefits also create disincentives to work and to under-declare earnings 

15. Besides taxes, the withdrawal of income-dependent social benefits also affects incentives to work and to under-declare income. This can be shown by calculating marginal effective tax rates (METR) which includes not only marginal tax rates of workers but also benefit withdrawal rates. There is a first spike in the marginal effective tax rate when the individual moves from unemployment to work and loses the unemployment benefit. A second spike occurs when the household is no longer entitled to the housing benefit. Further instances of high marginal tax rates occur at incomes when the tax credit and the supplementary tax credit for low income earners are gradually withdrawn and when taxable income crosses a threshold and enters a higher income bracket. These spikes in the marginal effective tax rate create dis-incentives to work and also incentives to under-declare income to levels below these spikes.  
16. If one includes in the METR also employer contributions to social security, it can be shown that in Hungary for individual workers with income between around 80% and 110% of the average wage income, the METR reaches a peak of around 75%; these workers are affected not only by high labour taxes but also by the gradual withdrawal of the employment tax credits. This means that in order to raise disposable income of these workers by one thousand Forint, the firm has to increase its total wage costs by four thousand Forint. For higher incomes, the effective marginal tax rate is around 60% which implies that firms´ labour cost still need to increase by around 2500 Forint in order to raise disposable income of workers by 1000 Forint.
 Such extremely high marginal tax wedges create incentives to under-declare earnings as for undeclared income the effective marginal tax rate is zero or to work in the informal sector. 
Early retirement 
17. Pension Systems can also create disincentives to work after a certain age. People then either retire relatively early and remain inactive or receive a pension and continue working in the informal economy. In Hungary, in the past, workers have used various pathways to retire at a relatively early age.. As a result, the share of older workers (55-64) in employment is one of the lowest in the OECD. The low activity of older workers involves high fiscal costs (due to foregone government revenues and higher spending) which have to be financed by high taxes which contribute to tax evasion. More recently, the government has taken measures to increase the employment of older workers. Incentives for early retirement have been reduced and the standard retirement age has been increased to 62, which is, however, still low in international comparison. Furthermore, as mentioned above, public pensions are being progressively transformed from defined benefit schemes to a Defined Contribution systems (DC) where pension benefits depend on accumulated contributions.
 The better link between contributions and benefits should provide incentives to continue working and also reduce the under-declaring of earnings. 
 Effects of taxes on the labour market and undeclared work 
18. A tax on labour drives a wedge between labour costs to employers and net wages of employees. The impact of the tax wedge on gross and net wages and on employment depends on the behaviour of workers and firms which differs according to labour market institutions (including wage bargaining) and economic conditions. To what extent firms, consumers or workers bear a labour tax increase (tax incidence) depends on the elasticity of labour demand and labour supply, i.e. how firms adjust their demand for labour in response to higher labour costs and how workers adjust their labour supply to the lowering of the net wage. In countries with flexible labour markets, labour taxes (even employer contributions to social security) tend to be mainly borne by workers who – after an increase in labour taxes – accept a lowering of their net wage in order to prevent an increase in overall wage costs which would put their job at risk. By contrast, in countries with downward rigidity of net wages labour taxes tend to get shifted forward onto firms; the resulting increase in wage costs reduces labour demand.
19. Recent work by the OECD confirms that, on average across OECD countries, a higher marginal labour tax wedge reduces overall employment (as measured by the number of total hours worked in the economy) as women tend to work less while there is no significant effect on employment of men.  It is, however, interesting to see that in Hungary, where the labour tax wedge is internationally high, the number of total hours worked is above the OECD average. This is true despite the fact that there is a relatively large share of inactivity among the population between the age of 25-64. The relatively large number of hours also reflects structural factors, such as the relatively high share of agricultural workers who generally work longer hours or the longer working hours of women. But there is also another explanation for the relatively high number of working hours in Hungary despite the high labour tax wedge, namely that a large part of the tax wedge is evaded (or avoided) by under-declaring earnings, shifting work to self-employment or to the informal sector. Indeed, the high degree of tax evasion and informality suggest that this latter explanation is of main importance.   
 Using the minimum wage to fight tax evasion is risky
20. Establishing minimum wages by Law or wage bargaining reduces wage flexibility. The minimum wage sets a floor to the gross wage, so that an increase in the employer contribution cannot be shifted back onto workers and has to be born by firms through higher wage costs. As a result, firms may respond by reducing labour demand. However, in the informal sector where the minimum wage is not binding, firms may instead offer jobs at lower labour costs and workers who accept these offers may still get a net wage (for the same qualification) which not much lower (or perhaps even higher) than in the formal sector as both firms and workers evade taxes. The combination of high labour taxes and a relatively high minimum wage thus reduces job opportunities for lower-skilled workers in the formal sector and pushes workers into informal activities. It also increases incentives to just declare the minimum wage and pay workers the difference to the actual wage in cash. According to some studies the increase in the minimum wage in Hungary reduced employment some sectors and smaller enterprises, and among unskilled and older employees, and also in regions with high rates of unemployment, and it also tax avoidance ((Benedek et al.,Kertesi and Köllö, 2003).  By contrast, another study suggests that the 2001 increase of the minimum wage in Hungary reduced tax evasion by reducing net earnings of workers between the old and the new minimum wage (Tonin, 2007). However, using the minimum wage as a weapon to fight tax evasion is in our view a risky strategy. Even if tax evasion declines for some groups, it increases for others. These considerations suggest that it is better to keep the minimum wage low.
21. In order to reduce evasion of social security contributions, the government is now setting by default the minimum base for the combined social contribution from employers and employees to twice the minimum wage with employers having to pay the full amount of the increase (“double minimum wage rule”). However, employers can avoid this default level of contributions by sending a letter to the tax authority (APEH), stating that wages are lower which allows them to pay lower social security contributions. While sending the letter increases the chance of investigation, APEH may become overloaded with such letters and may find it difficult to identify false information. 
Effectiveness of tax administration 
22. An effective tax administration is crucial for reducing tax evasion. Tax administration should have a reputation of being professional, approachable, effective and efficient so that tax payers cannot easily escape but can also meet their obligations without undue costs. But effectiveness of tax collection also depends on framework conditions. In countries with high tax rates, complex tax systems and where tax evasion is deeply engrained in society and where paying taxes is not perceived as contributing to society it is more difficult to collect taxes. In Hungary, framework conditions for tax collection are difficult, given the high taxes on labour and consumption and numerous exemptions and loopholes; the structure of the economy with the relatively large agricultural sector and wide income gaps across regions. Some dissatisfaction with the provision of public services provision further complicates tax collection. 
23. The central revenue body APEH collects all main taxes and also social security contributions. Customs and excises are collected by the Hungarian Customs and Finance Guard (HCFG) and local taxes are collected by local governments. In 2005 APEH employed an average workforce of 11,605 people, which means that on average there were 870 citizens to each employee. In international comparison the costs of tax administration are about average and somewhat lower than in the neighbouring countries Czech Republic, Poland and Slovakia. However, some care is needed to interpret these results as the data for Hungary (and perhaps also for some other countries do not include all administrative costs and staff). If the Hungarian Customs and Finance Guard (HCFG) and local tax administration were included, administrative costs in Hungary would probably be above average. 
24. The organisational structure of APEH follows the functional model, where staff is organized principally by functions (e.g. registration, accounting, information processing, audit, collection, appeals etc.) and works across taxes. Compared to the organisation by tax-types this structure is generally perceived to improve performance although - if followed too rigidly – it may also create inefficiencies. In order to better respond to the characteristics and tax compliance behaviour of different groups of tax payers, some countries have adopted a “ taxpayer type” organisation (e.g. large business, small/medium business, employees etc) and some countries combine the functional model and the taxpayer type model (OECD, 2007). As tax agencies in most other OECD countries, APEH also has a large tax payer division but in contrast to most others it does not carry out tax fraud functions. 
25. According to information provided by APEH, the efficiency of auditing has improved recently (as measured by the increase in “net tax discrepancy” while the number of audits has declined). One reason for improved efficiency was that more revenues (or tax liabilities) were found among large tax payers. However, this also suggests that auditors are targeting those tax payers which they know well and where they expect to get additional revenues at relatively low costs. Such a strategy of “picking the low-hanging fruit” may however, not give enough attention to firms and individuals which have so far succeeded in evading taxes. 
26. APEH is currently in the process of improving its risk analysis which helps to identify potential evaders.  This seems to be in line with the suggestions by László (2006) that "audit procedures should be developed which allow the authority to use systematic, limited scope, random sample assessment to reveal in a short period time whether the given firm needs to be observed for months or the auditor should move on to taxpayers promising more success" (László, 2006, manuscript). This “new approach” to audit activities requires appropriate training and the reorganisation of human resources within APEH.
27. According to information by APEH, it plans to increase the number of auditors by 50%;  the timing of such a sharp increase is unclear and also if this would be achieved by reorganisation within APEH or by hiring additional staff; the latter could be quite costly. There seems to be some room for improving effectiveness of APEH by reducing the number of tasks which are not connected to tax administration (such as managing student loans), centralising certain administrative tasks and by boosting the motivation of APEH employees; for instance, factors other than the amount of collected tax should also be considered in assessing productivity (IMF, 2006). 
28. In some OECD member countries, such as New Zealand, effectiveness of the tax agency has been improved by making it more independent from political influence; the agency has to consider a request from the government only if it has been made in a way which is visible to the public. Furthermore, the New Zealand tax authority is free – within a given budget - to set performance-based pay which has also allowed the hiring of high-skilled experts from the private sector. APEH also appears to be  autonomous in exercising its powers, deciding on its internal structure and organising its staff, including hiring and firing and setting pay levels (OECD, 2007) but, perhaps, not as autonomous as the tax agency in New Zealand or some other countries (needs further checking).

Policies to reduce undeclared work (preliminary considerations)
29. The discussion so far suggests that a broad approach is needed to tackle the problem of undeclared work in Hungary. We recommend a “carrot and stick”strategy which combines a strengthening of enforcement with an easing of the tax burden, notably by cutting the employer contribution to social security. Given the current priority to reduce the large fiscal deficit one could, perhaps, argue that in the near future there is no room for any tax reduction and policies should exclusively focus on enforcement measures. The risk is, however, that without a simultaneous easing of the tax burden, many people may shift their activity from the grey economy to the black economy or become inactive as their productivity is not high enough to carry the full tax burden; strengthening enforcement without any compensatory measures also increases the regulatory burden for business. A compromise could be that the government sets a revenue target and promises that any additional revenue from improved enforcement would be used for tax cuts in the next year. In the following sections we discuss some measures to fight tax evasion in more detail. 

Reducing the gap between labour and profit tax
30. The tax system in Hungary is characterised by relatively high taxes on labour and consumption while taxes on capital and property are relatively low. The relatively low corporate tax attracts investment including FDI, but – as it is much lower than the labour tax rate – it also provides incentives to under-declare wages or to transform earned income into investment income; the increase in the profit tax liability which arises from under-declaration (due to deductibility of wage costs) or shifting into investment income is less than the lowering of the labour tax liability so that the overall tax burden declines. Narrowing the gap between labour and profit tax rates thus reduces incentives for this kind of tax evasion.  This could be done by lowering the labour tax and at the same increasing the profit tax. However, given the fiscal constraints for a major labour tax cut (at least in the short-term), most of the narrowing of the gap would therefore have to come from increasing the profit tax. However, raising the corporate income tax rate may not be a realistic option as it risks making Hungary less attractive for FDI. Another option is increasing the tax on dividends while keeping the corporate profit tax it its low level.
 Higher dividend taxation also reduces incentives for firms to under-declare wages or shifting earned income into investment income as distributed profits are no longer taxed (much) less than labour income. Only as long as the gains from under-declaration or income shifting remain in the company they escape from the higher dividend tax. Norway implemented such a reform in 2006 by reducing labour taxation and raising dividend taxation with the objective to limit incentives for shifting labour income into capital income.
 
Shifting part of the tax burden away from labour onto consumption and real estate
31. Shifting the tax burden from labour taxes to indirect taxes could also be considered. A switch from the labour tax to the consumption tax would reduce wage costs and under-reporting wages in the short-term. The longer-term effect depends, however, on how workers react to the increase in consumer prices and if transfers are indexed. The consumption tax has a broader base than the labour tax as it includes not only those who consume out of wage income but also those who consume out of capital and transfer income. When shifting (part of) the tax burden from labour to consumption policy makers would have to respond to two main concerns. First, in Hungary indirect taxes are already relatively high and they also vulnerable to evasion, in particular the VAT and second, indirect taxes are regressive so that more of the tax burden has to be born by poorer people as these spend a larger share of their income on consumption.  Both concerns are justified but could be dispelled if the tax shift was accompanied by additional measures. In particular, improved enforcement could prevent that the increase of VAT and/or other indirect taxes leads to more evasion. It should also be recalled that the current implicit tax rate on consumption declined by about 4 ½ percentage points since the mid-1990s (from 31% in 1995 to 26.5% in 2005) and between 2003 and 2006 VAT revenues declined by more than 1% of GDP. Furthermore, the net effect of an increase in the consumption tax and a cut in the labour tax (notably employer contributions to social security) on consumer prices is limited as producer costs before VAT would decline. At the same time, a tax on real estate could be introduced as is planned which would also meet equity concerns if it is made progressive by including a basic exemption. 
Further measures to be discussed
32. In the final paper we will also discuss pros and cons of additional measures, such as:

· simplifying the tax system by eliminating minor taxes

· Further strengthening the link between social security contributions and benefits so that social security contributions are less perceived as a tax
· Allowing unemployed to work (within limits) without losing benefits

· Providing monetary rewards to declare home services.

 Several countries (such as France, Belgium, Germany, Austria) provide tax incentives to declare work in sectors where it is particularly high. Service cheques can be used to purchase home services (such as housekeeping, child care, care for the frail elderly etc.). The advantage of this instrument is to create a declared employment contract at relatively low transaction costs while private households as employers benefit from tax incentives. By simplifying the hiring process, reducing labour costs (by lowering social security contributions) and providing fiscal incentives to purchase such services (through income tax credits) establishing a service cheque system is a combined supply- and demand-side policy. It can help creating additional low-skilled jobs and also legalize work in the hidden economy. However, such measures can also be costly in terms of revenue shortfalls and administrative costs and it is not obvious if in the case of Hungary benefits exceed costs.

· Rewarding consumers who ask for a receipt
  Some countries offer consumers refunds of taxable purchases if they present receipts (Turkey,    Bolivia, Northern Cyprus). However the process of collecting and verifying claims can be costly and time-consuming and there is also a risk that false receipts are presented. Another, and less costly approach are tax lotteries. For example China is more and more extending its tax lottery experiment where a special type of receipt doubles as a lottery ticket. To prevent forging of receipt firms must purchase special, patented machines for printing them. The records of the receipts are automatically sent to the tax agency and used to calculate the sales tax liability. 
· Reducing tax evasion by subcontractors
 Some countries have taken measures to reduce tax evasion in the construction sector and in other sectors by making the chief contractor of a chain legally responsible for compliance with regulations, including tax liability, by subcontractors. In France there is a standard contract for subcontracting which requires that subcontractors abide to the law. In Germany (in the construction sector) and in the Netherlands (clothing industry) general contractors are liable for the social security contributions of the contracted firm,  allowing the authorities to claim tax and social security debts of subcontractors from contractors. In the UK the Inland Revenue Construction Industry scheme, building industry contractors may only pay their subcontractors gross if they hold a particular certificate from the Inland Revenue.

· Raising penalties for tax evasion
· Tax amnesty 

                (There is a risk that it creates expectations for further amnesties) 

· Rationalizing tax administration

While it is a big advantage that APEH is not only responsible for collecting taxes but also social security contributions, consideration might be given to further rationalize tax collection. A major step would be merging the Customs and Finance Guard (HCFG) and the local tax administration with APEH. Furthermore, co-ordination by tax inspectors, benefit fraud inspectors, labour market regulation inspectors could, perhaps, be improved by joint workplace inspections which may also reduce costs for business. 









































































































































































































� According to other information, in Hungary, illegal workers do not pose a major problem as wages are much lower than in western European countries and as learning the language may be an additional barrier to stay in Hungary. 





� In 1998, Hungary has introduced a new two-pillar system which consists of a reduced defined-benefit (DB) pension and a mandatory, funded, defined-contribution (DC) pension. The old defined benefit pension (DB) will eventually be phased out.  


� Benedek, Firle & Scharle (2006) found, however, that poorer and richer people are burdened by the reduced VAT rate to a similar extent.


� If one considers that workers also have to pay indirect taxes on their consumption (around 25%), the marginal effective tax rate is almost 80% for middle incomes [0.75 + 0.25(1-0.75) = 0.81] and 66% for higher incomes [0.60 + 0.25(1-0.60) = 0.70]. This means that in order to raise real disposable income of these workers by 1000 Forint, firms have to increase their wage costs by almost 5300 Forint for middle income earners and around 3300 Forint for higher income earners.


� In defined benefit systems many workers face an implicit pension tax as the marginal return on their contribution is reduced by redistributive factors so that the system is not actuarially fair. This tends to reduce labour supply.  


� The tax rate on dividends is 25 or 30% depending on the proportion of the received dividends to the share of ownership. If dividends are significantly higher than the individual’s share of capital a tax rate of 35% is applied to the portion of dividends exceeding 30% of that share.


� The reform eliminated the gap between the maximum labour tax rate and the maximum tax rate on dividends. The dividend tax burden increased from 28% to 48.2% and the maximum labour tax rate declined from 55.3% to 47.8%.  
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