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Abstract

In the last few years Slovenia has introduced changes into its personal income tax
(hereinafter: PIT) system which has reduced the tax burden for the majority of taxpayers. It
includes higher allowances for children, a broader tax base, and it is based on the worldwide
income concept. In addition, the 20% scheduler taxation of capital income equalises Slovenia
with several other EU countries which apply relatively modest taxation of capital to keep it
within the national tax jurisdiction. Also in line with the EU practice is the abolition of the
50% marginal tax rate and its replacement with a 41% rate. From the individual taxpayer’s
point of view, on average, all taxpayers are better off due to the reforms. Their after-tax
income is now higher than under the system before the PIT reforms. However, the results
suggest that the changes clearly increased the after-tax income of taxpayers with a high
income while they had only modest consequences for taxpayers with a lower income. The real
costs of the PIT reforms are the switch in the government budget which can expect a drop of
revenue not only regarding PIT. With the reduction of PIT and the abolition of payroll tax, the
effective taxation of labour has fallen and their budget consequences are so far being covered
by other taxes.
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1 Introduction

The Republic of Slovenia introduced a modern
personal income tax system in 1991 when the new tax
law (hereinafter: PIT-1) introduced the taxation of
individuals in a way similar to the approach used in
Western European countries'. The first big changes in
the system were introduced in 1994, reducing non-
standard tax allowances for certain types of expenses
from 10% to 3% and raising tax allowances for
dependent family members who were supported by
taxpayers. Even though the Supreme Court passed few
judges during the 1990s that in turn required a change
to some elements of the PIT-1 law according to the
Constitution", the new tax law (hereinafter: PIT-2)
was only passed by parliament in 2004 and came into
effect on 1 January 2005. The PIT-2 introduced
several fresh elements: an explicit worldwide income
concept, it broadened the tax base for some income
sources, introduced the taxation of bank interest etc.
The first amendments to the PIT-2 were already
introduced in 2004, before the law actually came into
effect (for example, the abolition of the sharp taxation
of capital gains deriving from sales of major capital
shares in companies) while in December 2005 further
changes were introduced to the tax code, including the
schedular taxation of interest, dividends and capital
gains. These types of income were not taxed with a
progressive tax schedule but at a single 20% flat rate.
However, the PIT-2 was temporary and only used in
the 2005 and 2006 fiscal years. A completely new tax
law (hereinafter: PIT-3) was passed by parliament in
2006 and came into effect from 1 January 2007.
During 2005 and 2006, broad discussions occurred in
Slovenia regarding the tax reform which was
characterised by calls to reduce the taxation of labour,
which is relatively highly taxed in Slovenia. In
comparisons between EU countries one should take
into account the different level of overall taxation in
individual countries, yet it can be concluded that in
Slovenia labour is taxed above the EU average,
especially in comparison with the new member states
(see Tab. 1).

(Tab. 1 here)

Among the different proposals in Slovenia for how to
reduce the tax burden on labour, the combination of an
effective reduction of PIT and the abolition of payroll
tax prevailed. Payroll tax, which represented EUR
472.3 million in 2004 (1.9% of GDP or 4.4% of
general government revenue [1] is to be gradually
abolished by 2009. Even though the idea of a ‘flat-tax’
was clearly part of the public debate in Slovenia in the
process of changing the tax system (especially in
2005) and was included as a key element of the
planned tax and social reforms [2], the finally
accepted PIT-3 represents a ‘classic’ PIT code with a
progressive schedule and the usual set of tax
allowances. In July 2006, a study was completed [3]
in which several tax scenarios were examined,
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including the ‘flat-tax’ system. The results suggest
options other than the ‘flat-tax’ would be at least so
appropriate for the country’s long-term economic
development as regards employment, fiscal stability
and economic growth. In Slovenia, once again a
gradual approach prevailed in the tax reforms and thus
it did not follow other Central and Eastern European
countries which have taken more radical approaches to
their tax reforms".

Slovenia has therefore modified its PIT system twice
in just a few years. During those processes different
categories of taxpayers were influenced in different
ways. The Ministry of Finance [6] prepared an
analysis of the PIT reform which focuses on different
income levels. In this paper we add in socio-economic
elements and examine how the PIT changes
influenced the particular socio-economic categories of
taxpayers which are the ‘winners’ and ‘losers’ of the
PIT reform. The structure of the paper is as follows:
Section 2 outlines the data and methodology, Section
3 describes the main changes to the PIT system during
the reforms, the results are presented in Section 4,
while the final section offers some concluding
remarks.

2 Data and methodology

The estimations presented in this paper are calculated
using a microsimulation model. The first version of
the microsimulation model was developed a few years
ago [7, 8], while in 2006 it was adapted to a new
database provided for the purposes of tax and social
reforms [3]. The results presented in the paper thus
derive from the database which contains a sample of
111,705 individuals from 38,513 households. It
includes variables from individual PIT records from
2004 and several other socio-economic characteristics
(age, education etc.) at both individual and household
levels. The database was created from administrative
(not survey) databases, administered by the Ministry
of Finance, the Ministry of Labour, Family and Social
Affairs and the Ministry of Internal affairs and
contains high quality data from 2004. As a
consequence, all the results are stated in 2004 prices.
The microsimulation model is a static model; the
calculations are made without taking into
consideration any change in taxpayers’ behaviour
caused by tax changes or consequential
macroeconomic second-order effects”. It also assumes
a constant economic and demographic structure of the
population.
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3 Main changes to the PIT system
during the reforms

The latest PIT code (PIT-3) differs from the previous
PIT codes (PIT-1 and PIT-2) in several ways. The
main characteristics of all three systems are presented
in Tab. 2. To allow comparisons, the tax parameters
are expressed in EUR in 2004 prices.

(Tab. 2 here)

The data in Tab. 2 reveal that the most important tax
allowance i.e. the general tax allowance which is
given to all taxpayers increased in subsequent reforms,
as did the tax allowances for children. Seniority,
invalidity and voluntary pension insurance allowances
did not change substantially. On the other hand, self-
employed journalist and culture professionals obtained
an additional allowance in 2006 and 2007 while two
others, namely the student work allowance and the
allowance for different purposes, were reduced and
abolished. Regarding the standardised costs which are
deducted from gross income before tax allowances
and the application of the tax schedule, a substantial
reduction was introduced for royalties and thus their
effective taxation was increased. Major changes were
also introduced to the tax schedule. With the abolition
of the 50% marginal tax rate, Slovenia joined the
majority of EU member countries which have already
reduced their highest marginal tax rates to below
50%".

4 Results

4.1 Distribution of after-tax income by income
deciles, changes in income inequality and
consequences for government revenue

Tab. 3 present the distribution of after-tax income for
all three simulated years, i.e. changes which are a
consequence of the first and second PIT reforms. The
data suggest that due to the first reform after-tax
income in the first nine deciles slightly rose in 2006
compared with 2004, while the top decile reveals a
drop. On the other hand, the second PIT reform
increases after-tax income in all income groups.
Overall, all income groups are better off under the
PIT-3 compared with the PIT-1 which was used in
2004 and before.

(Tab. 3 and Tab. 4 here)

As the data from Tab. 3 show, the average changes to
annual after-tax income at the taxpayer level are
relatively modest and therefore it is no surprise that
income inequality measures also reflect quite minor
changes in the distribution of after tax-income. Three
different measures: Gini coefficient, squared
coefficient of variation and the Atkinson index",
presented in Tab. 4 reveal that the overall inequality
first dropped between 2004 and 2006 and increased
thereafter, coming close to the 2004 level.
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A reduction of PIT at the taxpayer level also means a
drop in government revenue. The estimated
aggregated amount of PIT is presented in Tab. 5.

(Tab. 5 here)

Assuming the same income pattern from 2004, the
government could expect 15.9% less revenue from
PIT under the PIT-3 tax code compared with the PIT-
1 tax code™. However, the actual reduction of
government revenue would be smaller due to
economic growth, the changed pattern of income
sources and demographic development which have
occurred in the period since 2004 and which are not
taken into account due to the static nature of the
microsimulation model.

4.2 Distribution of after-tax income by education

Tab. 6 reveals the distribution of after-tax income
using the aggregation of taxpayers in five categories
regarding their education.

(Tab. 6 here)

The results clearly confirm a correlation between the
level of education and the level of income. More
educated taxpayers report a substantially higher
income; as the data in Tab. 6 show, the average annual
income of a taxpayer with at least a university
education is 2.5 times higher than the income of a
taxpayer who has completed primary school or lower
education (EUR 16,792 vs. EUR 6,476). Regarding
the PIT reforms, the first reform mostly improved the
income position of the first two education groups,
while the second PIT reform provided bigger income
difference also to more educated taxpayers.

4.3 Distribution of after-tax income by number of
children

To estimate the effects of the PIT reforms on
taxpayers with children, a different approach is
applied, ie. the effects of the tax reforms are
estimated at the level of households so as to take into
consideration the precise number of children. In
practice, some parents share tax allowances for
children during the tax year and thus only taking into
account the number of claimed tax allowances for
children from tax returns would lead to overestimating
the number of children at the household level.

(Tab. 7 here)

Tab. 7 thus includes average household after-tax
income, with households being separated into five
categories regarding the number of children in the
household. A child is defined as someone below 18 or
26 years if they are a full-time student. The data reveal
that the majority of households do not have children —
pensioners households prevail here. Among the others,
most of them have one child while only 0.3% of
households from the sample have five or more
children. The figures reveal that no single category of
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households is worse off (regardless of the number of
children) and thus confirm the above results.

5 Conclusion

In just three years Slovenia changed its PIT system
twice. The final result is a tax code which fulfils the
major demands from the 1990s which initially induced
the PIT reforms. It includes higher allowances for
children, a broader tax base, and it is based on the
worldwide income concept. In addition, the 20%
scheduler taxation of capital income equalises
Slovenia with several other EU countries which apply
relatively modest taxation of capital to keep it within
the national tax jurisdiction. Also in line with the EU
practice is the abolition of the 50% marginal tax rate
and its replacement with a 41% rate. From the
individual taxpayer’s point of view, on average, all
taxpayers are better off. Their after-tax income is now
higher than under the system before the PIT reforms.
However, the distribution of this benefit is clearly in
favour of those with the highest incomes, who are also
individuals with a better education. The real costs of
the PIT reforms are the switch in the government
budget which can expect a drop of revenue not only
regarding PIT, but also from another important labour
tax — payroll tax, which is to be abolished by 2009.
With the reduction of PIT and the abolition of payroll
tax, the effective taxation of labour has fallen and their
budget consequences are so far being covered by other
taxes. At the moment, the country’s solid economic
growth along with the favourable international
environment enable the generation of enough
government revenue from other taxes, while a further
cut in other labour taxes (social security contributions)
seems less possible in the light of the predicted
demographic changes in Slovenian society.
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Endnotes

"In the previous personal income tax system only certain categories of taxpayers (mostly the self-employed) had
to submit tax returns. For those who were not self-employed, taxes were paid directly by their employers (which
were mostly publicly-owned companies or institutions) and hence in practice such people did not have any
contact with the tax authorities.

" The most important element of the judges opinions was that the tax allowances for children were not high
enough.

" In Croatia, the personal income tax legislation in 1994 introduced the ‘consumption-based tax’ concept [4],
which was later modified to become a conventional PIT system. Several other Central and Eastern European
countries: Latvia, Estonia, Lithuania, Slovakia, Romania, Russia, Serbia, Ukraine and Georgia decided on the
‘flat-tax’ concept of PIT [5].

¥ These effects should be modelled when a significant change in behaviour is expected or when a new policy
aims to change some behaviour. However, modelling the behaviour is a complex issue and due to the many
interrelated factors involved it is unclear if this additional work would be justified by an improvement in
reliability [9].

¥ In 2004 only seven EU member countries, including Slovenia, retained 50% or higher marginal tax rates [10].
¥I All three measures are calculated according to [11].

¥l The actual amount of PIT in 2004 was 0.5% higher compared with our simulation (EUR 1,596 million [1] vs.
the simulated EUR 1,588 million). This difference stems from the assumptions built into the microsimulation
model and the fact that the model uses a sample rather than the whole population of taxpayers.

Annex
Tab. 1: Taxes on labour in 2004
Total taxes on labour’ | Personal income tax’ Implicit tax rate on employed labour®
(% of GDP) (% of GDP) (in %)
EU-25 (average)' | 18.5 8.6 35.9
EU-15 (average) 20.1 10.4 36.5
NMS-10 (average) | 15.9 5.7 34.7
Slovenia 21.6 5.9 37.8

1 - Taxes on labour include personal income tax, social security contribution, wage bill and payroll taxes.

2 - Personal income tax is levied on capital and labour income at the individual level while labour income
represents the biggest share of the tax base.

3 - The implicit tax rate on employed labour is defined as the sum of all direct and indirect taxes and employees'
and employers' social contributions levied on employed labour income divided by the total compensation of
employees working in the economic territory.

4 - Arithmetic average.

Source: [10].
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Tab. 2: Parameters of PIT codes (in EUR in 2004 prices)

2004 (PIT-1) 2006 (PIT-2) 2007 (PIT-3)
Tax allowances (EUR):
- general 1,474 2,460 2,665
- children (1%/ 2"/ 3") 1,340/2,010/2,680 | 1,974/2,145/2,861 | 1,966/2,138/3,565
- seniority (65+ years) 1,072 1,144 1,147
- invalidity 13,399 14,276 14,250
- student work 5,359 4,988 2,665
- self-employed  journalist and culture | No 3,664 3,569
professionals
- voluntary pension insurance' 2,181 2,284 2,275
- allowance for different purposes (in %) 3 2/4 no
Standardised cost (%):
- contractual work (including student work) 10% 10% 10%
- royalties 40% 10% 10%
- rents 40%/60% 40% 40%
Tax schedule:
- number of tax brackets 5 5 3
- marginal tax rates (%) 17/37/40/45/50 16/33/37/41/50 16/27/41
Schedular taxation of interest, capital gains, | No Yes Yes
dividends

1 - In all three years these tax allowances cannot be higher than 5.844% of an individual taxpayer’s annual gross
wage or cannot exceed the amount mentioned in Tab.2.

2 - The allowance for different purposes is defined as the sum of a taxpayer’s expenses for selected purchases
such as the acquisition of books or government securities. It cannot exceed 3% (2% / 4%) of an individual
taxpayer’s tax base.

Source: [12].
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Tab. 3: Distribution of average annual after-tax income, by income deciles (in EUR in 2004 prices)

Decile 2004 (PIT-1) 2006 (PIT-2) 2007 (PIT-3) Laoo6r2004 Laoo712004
1. 3,348 3,488 3,511 104.2 104.9
2. 4,918 5,089 5,115 103.5 104.0
3. 5,745 5,927 5,952 103.2 103.6
4. 6,581 6,775 6,805 103.0 103.4
S. 7,471 7,622 7,737 102.0 103.6
6. 8,441 8,587 8,778 101.7 104.0
7. 9,604 9,747 9,999 101.5 104.1
8. 11,129 11,253 11,607 101.1 104.3
9. 13,410 13,445 13,882 100.3 103.5
10. 22,857 22,731 23,232 99.5 101.6
Source: own calculations.
Tab. 4: Income inequality measures, average annual after-tax income
Inequality measure | 2004 (PIT-1) | 2006 (PIT-2) | 2007 (PIT-3) | ILy062004 | 120072004
Gini 0.2980 0.2906 0.3010 97.5 101.0
L 0.4569 0.4343 0.4482 95.1 98.1
Atkinson (, — 2) 0.2506 0.2405 0.2466 96.0 98.4
Source: own calculations.
Tab. 5: Aggregated amount of PIT (in EUR million in 2004 prices)
2004 (PIT-1) 2006 (PIT-2) 2007 (PIT-3) Laoo6/2004 Lo007/2004
Amount of PIT 1,588 1,494 1,333 94.2 84.1
Source: own calculations.
Tab. 6: Distribution of average after-tax income, by education (in EUR in 2004 prices)
Education | Share of taxpayers | 2004 (PIT-1) 2006 (PIT-2) 2007 (PIT-3) Tr006/2004 50072004
1. 15.6% 6,245 6,410 6,476 102.6 103.7
2 23.0% 7,081 7,247 7,348 102.3 103.8
3 33.2% 8,994 9,105 9,311 101.2 103.5
4. 8.8% 12,564 12,653 13,001 100.7 103.5
5 12.4% 16,358 16,375 16,792 100.1 102.6
Education:
1 - primary school or less
2 - lower cycle secondary school
3 - upper cycle secondary school
4 - non-university higher education
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5 - university education or more

Source: own calculations.

Tab. 7: Distribution of the average household’s after-tax income, by number of children (in EUR in 2004 prices)

Number  of | Share of | 2004 (PIT-1) 2006 (PIT-2) 2007 (PIT-3) Looosr2004 | T2007/2004
children households

0 41.5% 16,835 16,840 17,151 100.0 101.8

1 28.5% 18,729 18,984 19,358 101.4 102.0

2 25.2% 19,593 19,873 20,238 101.4 101.8

3 4.0% 20,581 20,776 21,164 101.0 101.9

4 0.5% 23,451 23,584 24,108 100.6 102.2

5 or more 0.3% 23,292 23,747 24,267 102.0 102.2

Source: own calculations.
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