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Ladies and gentleman thank you very much for the
warm welcome and for the opportunity to speak
about tax reform in Slovakia.  

I am really honoured to be part of this Annual
Lecture series. I have to say at the beginning that I
am biased in the sense that as Professor Minford
mentioned I was heavily involved in the recent
measures in Slovakia. I will however try to be as
frank as possible about tax reform and its effects in
Slovakia.  

Today flat tax is a very controversial issue, which
has gained a lot of attention in policy debates over
the last twenty years, but it is important to stress
that this is not an entirely new phenomenon. In
the first half of the twentieth century taxes were
largely set to a flat rate because the concept of
progressivity had not emerged yet. 

We know quite well that there is no such thing as a
one-size fits-all tax regime so therefore the main
question in my view, is not whether to have a flat
tax or not, but under which circumstances it is
advisable to introduce it or at least to simplify the
tax system as much as possible. 

Now we are in a much better position than some
twenty years ago because the number of countries
with ‘flat-like’ taxes is growing and so is the 
evidence about their effects. 

I am going to base my remarks on the first and 
preliminary assessment of the Slovak tax reform
introduced in 2004. It is too early to reach final
conclusions, but frankly speaking, up to now the
story has very much been a success. 

I know that the previous Julian Hodge lectures
were closely connected with developments in
Wales and the UK. Even though this one is not, I
hope that it may nevertheless help to enrich 
discussions of possible simplification of your tax
system. I would like to start with the words of
Albert Einstein “The hardest thing in the world to
understand is income tax”; they also demonstrate
that some simplification might be necessary. 
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In the first part of my presentation I will give a
short review of the economic literature (mainly for
the benefit of PHD students here!), because I know
that this is an audience mainly of businessmen and
financial market experts. I will also discuss some
initial experience in countries, that have adopted
flat-like taxes. Then I will turn to the Slovak case.   

Beside reform strategy, I include in my 
presentation not only the first results of the reform
but also some remaining problems in the tax 
system. I do not want to say that our tax system is
entirely perfect and that we do not need any other
measures in it. I will then conclude with the main
lessons that can be drawn from our case.

So, to begin with the economics, optimal taxation
is always about trading off efficiency against 
equity. Progressivity of the tax system is justified in
the economic literature by three things. The first is
that it could create a more equal distribution of
income and therefore of possible welfare.

The second is that progressivity provides a partial
substitute for missing insurance markets against
idiosyncratic uncertainty. But of course the third

thing and the main drawback of progressivity is
that it reduces the incentives for labour supply and
saving. So this trade-off between equity and 
efficiency is always the issue. In the economics 
literature the standard way of dealing with this is
maximising a so-called social welfare function for
the economy subject to a revenue constraint. 

Mirrlees started the discussion in 1971 with a 
seminal paper. One of his main findings was that
the optimal tax system in these terms is very close
to a linear system - in other words that the 
marginal tax rate should be constant. This was a
relatively surprising result. 

Then later on Stern focused his attention on such
linear systems and found that allowing for a 
modest substitution between leisure and income
and with a revenue requirement of about 20 
percent of income the optimal marginal tax rate is
close to 19 percent. So now you know why we
chose 19 percent for Slovakia! Well, not exactly!

I would like to mention only one other interesting
result, which is quite a new one. Conesa & Krueger
found that using a dynamic general equilibrium
model and an utilitarian social welfare criterion the
optimal income tax in the US is well approximated
by a flat marginal tax rate of about 17.2% and a
tax-free threshold of around 9500 US dollars. So
part of the economic literature is quite supportive
of flat like tax regimes but of course it depends on
how you judge ethical and behavioural questions
and therefore the theory cannot be expected to
produce a blueprint for an optimal tax system.
More clear policy advice can be found in IMF 
publications, which are based on experiences all
over the world. All this advice is very closely 
connected with the word simplification, it is always
good to broaden the base and lower the tax rate. 



The top rate in the personal income tax and the
corporate income tax should be the same 
according to the IMF. It is not very good to have
more than three or four brackets or a top marginal
rate of more than 40% in the personal income tax.
So if we look at theory and also the IMF experience
we can see that the flat tax or taxes, which are
very close to this concept, are advisable in some
cases. I have used the term flat tax very loosely up
to now but there is a classic definition of the flat
tax coming from Hall and Rabushka. Basically their
proposal is a very simple tax regime, a cash flow
tax at business level and wage tax at an employee
level. 

The basic idea behind this is to eliminate the double
taxation of income. So no tax on dividends, no tax
on savings, no tax on inheritance, gift tax or 
capital gains tax: a very simple tax system. Of
course they also propose a single marginal tax rate
for personal and corporate income tax. Its 
progressivity (the main concern of its opponents) is
kept via a high basic tax allowance. This means
that low-income groups pay no taxes and 
high-income groups pay a tax rate very close to the
marginal tax rate. 

Another very important feature of this regime is
that all the exemptions, special regimes and other
deductions are cancelled; as a result there are low
compliance costs, it is easy to administer and one
would expect such a system to eliminate much of
the tax avoidance. So all in all it is basically a 
consumption- based tax because it does not 
discriminate against investment and savings. 

I would like to stress that many of the tax regimes
in Central and Eastern Europe are relatively far
from this concept and represent only a special flat
rate personal income tax, but of course they are
quite simple and easy to administer. The first flat
tax was introduced in Hong Kong in 1947. It is a
very strange system as the tax is 16% of gross
income, no general income tax, no VAT, no payroll
taxes, no wealth taxes. It is just 16% on gross
income and of course you can see that it works. 

After the fall of the Iron Curtain the number of
countries with flat rate taxes increased. Estonia
introduced the 26% flat income tax and no tax on
reinvested profits. Flat tax was also implemented in
Lithuania and Latvia; but maybe because of the
size of the Baltic States their measures have
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The next countries on the list are Georgia and
Romania in 2005 but also there have been intensive 
discussions in Spain and Germany (mainly before
the elections; but I do not want to speculate about
the role the flat tax played in them!). There are also
advanced proposals in Poland, the Czech Republic
and Slovenia and earlier the idea also surfaced in
the US presidential elections. 

Before I turn to the Slovak tax system design I
would like to say a few words about Slovakia in
general; it could help you to understand the 
motivation for switching to a flat tax. All in all we
were in trouble at the end of the 1980’s. From the
second world war we had a lot of very heavy
industry and a relatively high share of agricultural
production and all these products were exported
to the former communist countries; so after the fall
of the Berlin Wall we had to find new markets and
therefore had to restructure the whole economy.  

Basically Slovakia is a very young and middle
income country; GDP per capita is half of the EU
average and the openness of the economy is very
high: trade is 150% of the GDP. Up to 1998 we were
lagging very much behind our neighbours because
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remained outside the attention of policy makers
and academics across Europe. More intensive 
discussions started in 2001 when Russia introduced
a 13% flat personal income tax. The interesting
thing was that the revenues from personal Income
tax more than doubled there within 4 years, so
that even though the rate was decreased 
dramatically tax revenues were much much higher
than before the reform. 

Slovakia widened the debate in 2004 through the
implementation of a 19% flat income tax. To be
honest we were quite surprised by the huge media
attention, but I have 3 possible answers why the
Slovak case has gained a lot of interest. 

The first possible answer is that Slovakia has been
the first OECD country to introduce such a regime.
The second is that the relatively radical structural
reforms in which the tax reform played an 
important role have delivered visible success within
a very short period of time. The third possibility is
that by coincidence we unified VAT (also at 19%) so
maybe some policy makers or academics think this
is a part of the flat tax. 



of our strange economic policies. At that time it
was not clear if we could join the EU in 2004; the
chance was offered fortunately in 1998-2002 when
following stabilisation policies and some structural
reforms, Slovakia reappeared on the map of foreign
investors. But the biggest jump in economic 
activity and in economic performance was after
the massive reform package in 2003 and 2004. In
one year we implemented reforms in pensions,
social benefits, education and taxation, together
with liberalisation of the business environment.
International authorities were very supportive of
this and, according to the World Bank Doing
Business study, Slovakia was the top reformer in
the business environment for 2004 and on the 4th
place for 2005, so we made relatively massive
progress. 

You can see this turnaround much better in the
next slide. Growth in economic activity went up
from 4.5% to more than 6% and we expect GDP to
grow by more than 7% in 2007. Employment 
started to rise and there was a huge decline in
unemployment (even though low employment is
still a huge problem for us). It is also interesting
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that the deficit of the general government fell from
7% to 3% of GDP in 2005 and it is important to
stress that this was not because of any increase in
taxes or revenues, but solely from the decrease in
the expenditure to GDP ratio. In other words we
reduced the role of the State in the economy and
we tried to use resources more efficiently.

Now it is time to highlight the main features of our
tax reform. The goal was quite simple. We wanted a
simple, very transparent and fair tax system where
there were no deductions, special regimes or
exemptions. Our objective was to stimulate more
economic activity, investment and savings. We
shifted the burden from direct taxes to indirect
taxes. 

Basically we eliminated most of the double 
taxation of income. We abolished dividend tax,
inheritance tax, gift tax, real estate transfer tax
and we unified VAT at 19%. According to many
studies, targeted expenditure measures are much
more suited to handle distributional issues than a
low VAT rate, because of the simple logic that the
rich also benefit from a low VAT rate. 



Despite the fact that we wanted to eliminate as
many deductions and exemptions as possible we
kept two of them, both related to the ageing 
problem in some sense. The first one was an annual
tax credit per child and we also kept the long term
saving allowance in the system. The basic
allowance threshold is automatically indexed every
year by the increase in the minimum subsistence
level of income. 
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Finally we chose 19% for personal and corporate
income tax. So our tax system is relatively close to
the classic Hall & Rabushka concept where there is
only one tax for almost everything. What is also
important is that our goal was to decrease the 
revenue to GDP ratio slightly (but not too much)
and so to have a tax reform, that was broadly 
revenue neutral. 

Despite the fact that we increased indirect taxes,
our goal was not to increase the total tax burden.
In Figure 12 you can see we had many different
rates before we the tax reform, I believe 18. What
does it mean for personal income tax? We 
abolished the five-bracket system but at the same
time we increased the basic allowance. The major
goal was to ensure that nobody paid higher taxes
than before the reform. So for our middle-income
groups, the increase in the tax rate was offset by
an increase in the basic tax-free allowance. As a
result there was no negative impact on taxpayers. 



In Slide 15 that follows you can see the impact on
taxpayers. The vertical line represents the average
wage in the economy. Approximately 65% of
employees are working for less than the average
wage, so you can see that for these groups the 
progressivity of the tax system and the sharpness
of the increase in their average tax rate was 
actually increased not decreased. But of course we
have to say that high-income groups heavily 
benefited from the reform. There is an additional
interesting picture, which is the case of the tax
payer with a non-working spouse and two children.
Here you can see that the progressivity has not
changed so much and there is a negative tax at the
low-income levels. It means that these people do
not pay taxes, instead of it they receive money
from the state. In the case of company tax, of
course the most important thing for business was
that we decreased the effective rates. This can
hardly be called a reform but there are three more
aspects that are much more relevant from policy
point of view. 
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The first one is that we tried to abolish all the 
special regimes, deductions and exemptions from
the tax system. Secondly we set the marginal rate
of the corporate income tax rate at the same level
as the personal income tax rate. Also the third
important issue was that we abolished dividend
taxation. You can see that in effective capital 
taxation in Slovakia, which is basically the 
combination of the corporate income tax and the
dividend tax, there was a huge reduction between
2003 and 2004. Of course this is more relevant to
local, small and medium sized business because



what happened to progressivity in the tax system.
The point is that the flat tax will increase the incen-
tive to work, will increase investment activity and
Foreign Direct Investment (FDI), and at the end of
the process GDP will be higher. 

As I mentioned earlier investment and employment
increased significantly after the reform package. Of
course I do not want to say that this is only
because of the tax reform. There were many other
factors, such as labour market reform or the
improvement in the business environment. But all
in all, the whole reform package contributed 
significantly to higher economy activity. But of
course we need more years to evaluate this 
development correctly.

Let us look at the revenue impact; the flat tax has
brought us more revenues than budgeted, 
approximately by some 0.7% of GDP. But compared
to a non-reform scenario there was a significant
decrease in income taxation. The whole picture is
on our next slide. Here (Figure 20) we have total
taxes and I can say that the result is almost exactly
the same as we expected. The better revenues from
the flat tax were unfortunately offset by a shortfall
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large international companies can very easily move
their profits and dividends outside the country to
optimise their tax liability. If I remember correctly
according to the study of the ZEW Institute the
effective corporate taxation in Slovakia is close to
some 17%, in the UK it was 29% in 2005. 

Now in the coming minutes I would like to say
some words about the early results of the tax
reform from three different angles. The first is what
happened to economic activity. The second is the
impact on government revenues and the third is



in VAT revenues compared to the budget. However,
it was also due to the fact that we entered the EU
and the VAT compliance went down. The tax 
evasion is now somewhat easier because of no 
control at the borders. So going back to the 
comparison with the non-reform scenario, total tax
revenue is 0.5 % of GDP lower. We expect this gap
to be filled in the next 2-3 years because of the 
positive effects of the flat tax on potential GDP in
the medium run.

The next graph is very interesting because it shows
that we decreased the corporate income tax 
statutory rate from 40% to 19% in 2005 and yet
revenues remained virtually the same as before.
According to the preliminary results the number of
companies declaring profits increased by some 15%
in 2004. It shows that there is more willingness to
pay taxes and more willingness to declare profits
under the new system. 

Between 2003 and 2005 the total number of tax
payers in the corporate income tax sector
increased by 30%. One possible explanation is that
there was an increase in economic activity with
more inflow of FDI and new headquarters moving

to Slovakia. The important lesson is that despite the
huge decrease in the statutory rate revenues
remain basically the same.  

Opponents of the flat tax are always talking about
equity considerations. Again it is too early to say
what happened exactly but the first results are
very encouraging. The basic story of the flat tax is
that maybe the high income groups will pay less
than before, but it will increase their economic
activity and willingness to pay taxes in the medium
run. It will also increase investment because of the
lower taxation on capital. In the end higher 
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activity means higher taxes and we will have more
for redistribution to the lower income groups. As a
result, the lower income groups will benefit from
this reform, as their welfare will also increase. 

Of course it takes time to analyse this long term or
medium term effect. But we wanted to see what
happened to progressivity in the short term. The
surprising result was that according to the World
Bank’s study, the progressivity of the new income
tax system is higher than under the previous one.
According to Ministry of Finance calculations, the
overall progressivity of the tax system including
VAT is more or less the same as before. This is quite
surprising and the data are not 100% reliable, but I
can suggest three factors, that could explain it. 

The first is all these calculations were made at
household level so that household structure 
matters. The second factor is that we introduced
the tax credit per child, which mainly helps families
at low-income levels because low-income families
have more children. The third possibility is that we
abolished many exemptions and exceptions and
therefore we abolished many exemptions for the
high-income groups. 

I would like before I turn to the remaining 
challenges to mention another interesting result of
the reform package. The flat tax together with the
social benefit reform resulted in increased 
motivation to leave inactivity. For example, in 2003
to accept a job meant a loss of income, so only
“crazy” people entered the job market at low-
income levels, because the social welfare system
gave them more income. The marginal effective tax
rate on leaving inactivity used to be higher than
100%. Now we are very close to the OECD average. 
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I would like to say some words about the remaining
policy challenges we face.

We have a relatively extensive social security 
system. Social contributions distort a little bit the
flat picture. Not too much because the social 
security system is largely designed in a way that
benefits are closely connected to contributions. As
a result it is almost a pure insurance system but we
also have healthcare contributions, which are in
fact taxes. Therefore it would be a good idea to
include them in the general tax system. 

A second important question is Capital versus
Labour taxation. It is a related question because
social security contributions are very similar to
income tax. Therefore the taxation of labour is
much higher than capital, but in our view this is
necessary because capital is quite mobile. It is very
hard to tax because it goes to other countries and
places, and at this stage of development, with a
low capital stock, it is quite natural to have 
relatively low capital taxation. As a result therefore
maybe it will be changed later on, but now we see
this as a viable strategy.

A third problem is that we would like to decrease
the marginal effective tax rates for low income
groups. Maybe we could introduce a tax credit 
system instead of the basic allowance, which
would help mainly this low-income group. It is
important in our case because if one looks at the
structure of unemployment, all these people are
low skilled and therefore it is quite probable that
they will accept a job later on close to the mini-
mum wage. As a result we would like to help them
by lowering the marginal effective tax rate. 

A fourth important topic in central Europe is tax
holidays and investment incentives. We do not like
them very much but it is very hard to argue
against them when neighbouring countries are
using them extensively. Therefore we would like
gradually to decrease the volume of these 
incentives. 

Last, taxation of pensions: one interesting feature
of our system is that there is no tax on 
contributions and no tax on pensions. We would
like to change this in the future.

What are the main lessons from our tax reforms?
There was a huge marketing effort, which 
definitely helped to increase the real benefits of the
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reform. Many of the investment decisions are not
based solely on a fundamental analysis of 
economic development or business environment
but also on other factors. The first lesson is that
image also matters and we have had relatively
good marketing. 

The second important lesson is that the willingness
to pay taxes has increased mainly in the case of
businesses. This is very similar to the case in the
Baltic States and in other countries. 

The third important point, which is again a 
surprising result is that there was no significant
change in progressivity. Of course if we also
take into account compliance effects then the
third lesson is that the flat tax is even more 
progressive than it seems at first sight. 

The fourth lesson is that the reforms have
helped to increase economic activity. Again it is
very hard to separate the impact of the flat tax,
because there are other factors including the EU
entry in 2004. However this reform package 
definitely helped to increase GDP.

The next point is that communication to the
public is extremely important, because these
reforms involve such radical change. Actually in
the post-socialist countries there is more 
tolerance of structural reforms than in the 
western part of Europe. So the next lesson is to
first implement “socialism” for few decades and
then you can move to the flat tax! 

A related question concerning political 
consensus is also interesting. After the results of
the reform there was only one major political
party in Slovakia, that was against the tax
reform. I would like to say that we have not a
two party system as in the UK. We have one
major party against basically 7 or 8 minor 
parties and only one is against the flat tax.
According to the information from the Baltic
States nobody is questioning the flat tax regime
because it is producing some sound results.

The next lesson is that “Laffer effects” are 
difficult to expect in the short term. Many 
proponents of the reform say ‘yes, let’s decrease
all the rates and we will have the same revenue
as before’. This works in the case of corporate
income tax but it works less with personal
income tax, if the size of the black economy is
not very large. In Russia the new low income tax
resulted in a huge increase in revenues because
the black economy was so large; but this was
not the case in Slovakia. In the medium to long
term, we expect we will have the same revenues
as before with this new tax system, but in the
short run there is a shortfall.

The next issue is the timing and the strategy of
the reform. It was very fortunate that we 
implemented reforms in a year that the 
economy was growing at a relatively healthy
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rate. For some income groups there was a 
maximum possible loss of net income of 2% in
the static case (including indirect tax changes).
In the dynamic case, when the economy was
growing faster, no group had less real net
income than before. So the timing issue is quite
important.

Finally, I would like to mention that the “big
bang” strategy (many reforms in a relatively
short period of time) has many advantages. Of
course the disadvantage is that maybe the 
preparation was not perfect but there were a lot
of positive effects. The first was that it enabled
us to implement more reforms than we had
hoped: eighteen months after this package it
would have been almost impossible to carry out
other reforms because of the election cycle in
Slovakia. 

The second advantage was that we managed to
combine good and bad news. So we tried to split
the opposition to these changes. Of course it
was very hard for the opposition to devise a
strategy or an alternative within a short period
of time because it was a sudden move. 

The conclusion is that we expected positive
results of the tax reform in the medium to long
term. But even in the short term we have seen
more advantages than disadvantages from the
new system. Basically up to now, it has been a
success story. I believe this has some relevance
also to Wales and the UK and so I trust it has
proved of interest to you tonight.
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