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Abstract: Nowadays, few experts or politicians look back to the 80s, the post-communist countries present their
results after the transition to a market economy. But, in the 1980s, Hungary was the first of the socialist countries
to launch major reforms, and within that, the financial system was reformed. The conversion of the banking and
the insurance system started at that time, parallel with the Németh government fundamentally overturned the tax
system and laid the foundations of today's modern tax system in both of direct and indirect taxation. Our study
reviews the period that has been pasted from 1988 ill the present time. One of the main aims of this work is to
highlight some basic features in the Hungarian tax system, which differs from that of the OECD countries. The
theoretical correlations deriving from the differences, however, reflect on the restrictions of the Hungarian system.
We emphasizes only one question, what is the link between government tax policy implemented in tax legislation
and the behavior of taxpayers.
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Caxetak: Y faHallkbe Bpeme, Mano CTpyyraka Wnm nonutnyapa ocsphe ce Ha ocampeceTe roguHe npoLumor
BeKa, a MOCTKOMYHWUCTWUYKE 3eMIbe NpefcTaBrbajy CBOje pesynTaTe HaKOH Mpenacka Ha TPXKWULWHY eKOHOMMU]Y.
Mahapcka je ocampgeceTux roguHa MpoLLMOr Beka MpBa O COLMjAnMCTUYKWMX 3emarba MOKpeHyna Benuke
pecdopme, a y OKBUPY HMX MOKPEHYTa je u pedopma duHaHCujckor cuctema. Taga je 3anoyeTa KoHBepauja
GaHKapckor 1 cucTema ocuryparba, napanesiHo ca HemeToBoM BriagoMm, Koja je y OCHOBM MOCTaBWMa TeMerbe
[aHaluker MOAEPHOr MOPecKor CUCTeMa, Kako y AWPEKTHOM Tako M Yy MHOMPEKTHOM onopeavBawy. Halwa
cTyavja aHanusupa nepuod og 1988. no paHac. JedaH of rmaBHUX LUrbeBa OBOM paja je UCTULaHke HEKUX
OCHOBHMX KapakTepucTuka mopeckor cuctema y Mahapckoj, koju ce pasnukyje of oHor y 3emrbama OEL|I-a.
Teopujckn, kopenauuje koje mpousunase M3 pasnuka ogpaxasajy Ce Ha orpaHuyera mafapckor cuctema. Y
pagy je WCTakHYTO CaMo je[HO MUTakbe Koje Ce OHOCM Ha UCTpaxuBare Be3e W3MeRy [pxaBHe Mnopecke
MONMTMKe Koja Ce CMPOBOAM Y MOPECKOM 3aKOHOABCTBY 1 MOHaLLaka Nopeckix 00BE3HMKa.
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Introduction

The aim of the study is to present what steps Hungarian economic policy has taken to
change the tax system, what goals it has set, which ones have been met, and where the
shortcomings of the current system have been revealed. Tax policy as an instrument of
economic policy has played an important role primarily in guaranteeing revenues: it
can hardly be interpreted in itself; it always appears as part of fiscal policy, subordinate
to it. That is why tax laws are always linked to the fulfilment of certain economic
policy objectives, but it is not entirely clear how the behavior of taxpayers and their
response to individual changes can or should be taken into account.

Although the theory of taxation discusses each type of tax extremely
extensively, analyzing the different tax instruments, there is no clear answer as to when
which type of tax system can be considered optimal. The 1988 Hungarian tax reform is
one of the large-scale experiments. It was clear already at the end of the 1980s that
opening the economy required a transparent internal price system, an income policy
that can be measured and influenced through indirect instruments and definitely a value
added type taxation system that is used in the EU. In addition, it was also time to
reform the whole tax administration procedure. Once the necessary political decisions
had been made, the tax reform was worked out in order to introduce a unified, legally
regulated and normative taxation system as well as to implement public burden sharing
that is more just in social terms and that makes the income transparent and taxes it at its
very source. In return, however, it promised a bigger say in the re-distribution of public
funds. The analysis of the changes in the past 30 years is deficient; the emphasis was
generally laid only on the size of tax revenues, on analyzing the current situation of the
state budget and the impacts of tax allowances.

1. Theoretical background

The current tax policy of a country is always one of the elements of the fulfilment of
short-term and long-term priorities defined in the economic policy, which plays an
extremely important role in guaranteeing revenues. The tax system is part of the current
fiscal policy, which must serve the designated goals of the given period, mainly by
generating revenues. After World War II, after a major change in economic policy,
including the role of the state budget after the 1929 world crisis, the budget took on
counter-cyclical, demand-stimulating tasks. In market economies, the role of the state
in achieving community goals has become more and more important, such as raising
general welfare, stimulating economic growth, reducing unemployment, creating social
security, and introducing a general pension insurance system. (Stiglitz, 2002) These
tasks could only be achieved by steadily increasing the share of centralized income in
GDP (Oates, 1985) and (Estevez, 2020).

In developed states, expenditures and subsidies financing the growing role of the
state, including those related to social security, necessarily multiplied, and this was, of
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course, covered by tax revenues (Kalas et al., 2018a; Kalas et al., 2018b). This was
covered by GDP during the period of sustained economic activity until the 1980s,
when world GDP growth averaged around 2% per year between the Napoleonic Wars
and World War II, but has grown steadily by an average of 4% over the last half
century. Thus, the value of the gross domestic product produced year by year increased
to a previously unimaginable size (Kadar, 2000). The budget centralized and
redistributed an increasing share of the generated income, creating the institutional
system necessary for social security. From the 1980s onwards, however, economic
policy was logically strongly imbued with elements of fiscal policy, where the
emphasis also changed, as the growing role of the state also created a persistent budget
deficit.

Therefore, ensuring a balance in state budget, and finding a way to do so, has
become a fundamental issue. These exogenous constraints have also played a role in
the generalization of taxation and, at the same time, have provided a strong incentive to
examine more closely the mechanism of action of taxation at both the macro and micro
levels.

Thus, the development of taxation was also shaped by the external factors
determining economic policy:

e growing demand for social benefits

e the growing need for funding due to the extension, generalization and continuous
expansion of benefits

the need to finance the budget deficit due to public overspending.

(Although the budget is not a general feature of the finances of advanced economies,
they are a problem to be solved from time to time. Even without a deficit, the constant
demand for revenue means a demand for tax increases.)

In this system, there is an increasingly urgent need for the state to increase revenues,
which has prioritized taxation as a tool. As a natural consequence of this, it was not
possible to define an independent tax policy, as the given economic policy expectations
always determined the revenue needs, and the applied tax system was designed and
modified accordingly (Hetényi, 2004).

While one of the tasks of the tax system is strongly linked to fiscal policy, it has to
perform other important functions, including the allocation of produced goods, which is a
matter of free market competition and competitiveness, and the redistribution of produced
goods, which makes tax and social policy links (Atkinson, 2015).

However, the traditional roles of the state and state power have been questioned
since the 1990s: through global companies, the former nation-state borders are blurred,
economic policy and, within this, fiscal and tax policy find themselves facing a strong
determination. Economic policy, and in particular tax policy, should serve a new kind of
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growth model and, accordingly, a different economic model, of which, however, only
empirical facts are available for the time being (Veress, 2004). At the same time,
globalization, which means the re-emergence of economic liberalization at the economic
policy level, combined with a completely new phenomenon, the merger of financial
management and computer-telecommunications, has accelerated economic and decision-
making processes unimaginably, making tax databases accessible - and linked the economic
and management processes and regulatory mechanisms of each country (Kramer et., 2016).
Globalization has thus given a new field to tax policy, which previously traditionally
remained within the framework of the nation-state (Urban et al., 2019).

In this situation, taxation is not merely an instrument of national economic policy,
but an element of the functioning of the international economic community, which must
guarantee competitive neutrality above national levels while maintaining its allocation and
distributional functions within the nation state, writes Alan Peacock in his study of tax
competition (Peacock 1997) and (Forte & Peacock 1981). Andreas Haufler, who argues that
small, open economies are forced to keep corporate tax rates low, otherwise they will not be
able to compete with large economies (Haufler, 2001).

2. Methodology

In our research, we used the tax acts published since 1988, which show the annual changes
in personal income, corporate taxation.

The source of the statistical data was on the one hand also the data series accepted in
the financial statements, and on the other hand we analyzed the processed data of the tax
returns compiled by the National Tax and Customs Administration from 1994 onwards. For
the period before 1994, we reviewed the internal statistics of the Ministry of Finance, in
1994 indicating the limitations of the comparison. The data series for each year also may
differ depending on when they were published, but the differences modified the previous
ones by a tenth of a percent, so where possible, we indicated the time of publication of the
data series.

3. Tax reform from 1988

3.1. The first period - tax reform in 1988

The regulations before 1988 treated the incomes of the population deriving from
various sources and acquired under various titles in a very different manner, therefore,
it could not provide for public burden sharing proportionate with the size of income.
Apart from this, the rate of taxes payable by the private persons was disproportionately
lower than that of companies, which made it necessary to replace the wage-
proportionate corporate taxes with a uniform income tax system (Antal, 2004).

Basically, the personal income tax system merged the income categories that
were earlier differentiated under various legal titles, and also extended the scope of the
tax to the - formerly tax-free - interest on savings that people held at financial
institutions as well as to the interest on bonds traded on the securities market at that
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time; however, the fragmentation that prevailed during the period before introducing
the personal income tax also remained to stay after the reform of 1988. The personal
income tax launched from 1988 had the following features (Ekes, 1997).

Obligatory consolidation was ordered for most income sources, and the tax
obligation had to be assessed according to a progressive tax scale. However, separately
taxed incomes did not pertain to the 11-class progressive tax scale but linear tax -
withholding tax was paid, e.g. interest, dividend incomes.

Private entrepreneurs were subject to a special “two-channel” taxation system.
The point was that private entrepreneurs and partnerships paid 25% entrepreneurial tax
on their business profit, while the amount of profit used for personal purposes was
subject to personal income tax. As can be seen, the population became the main carrier
of burdens already in this early stage (Magyar K6z1ony, 1986).

Table 1: Revenues of the state budget according to main sources (in %)

121

Year 1987 1988 1989 1990 1991 1992 1993
Business 63.2 55.5 48.2 40.6 30.9 26.3 22.9
organizations

Population 25.0 32.2 34.8 36.9 38.9 39.3 38.8
Other 11.8 13.3 17.0 30.2 323 344 38.3
Total: 100 100 100 100 100 100 100

Source: Authors research based on Ministry of Finance Data 1994

The direct tax burdens of the population went up from 9% (in 1988) to 17% in
the percentage of taxable incomes, while the average tax on incomes moved between 5
and 15%. The indirect tax burdens on the population were not assessed in that period
by referring to the fact that small ventures and private entrepreneurs not subject to
VAT were also considered as final consumers, but the three-rate VAT increased the tax
burden on the population by 10% on average- said the Ministry of Finance in its inner
report in 2001 (Ministry of Finance, 2001).

In a single year, the state budget gained a new income source at a rate that was
inconceivable before, even if the state budget refunded to the companies a certain part
of the grossed up wages (companies extended the wages in order to protect employees
from losses). As is shown by the statistics reflecting the revenues of the first six years
and the year preceding the year of introduction, the highest growth of revenues came
from personal income tax (also at net present value), while the VAT increased at a rate
falling behind the inflation, and the amount received from corporate taxation became

lower.

The primary targets were met at the level of the state budget. The following
general conclusions can be drawn from the figures:
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e the business organizations paid an amount that kept decreasing both at nominal value
and at its rate compared to the revenues of the state budget (growth was only recorded
with customs and import payments);

e personal income tax payments by the population showed a dynamic increase, the rate
of personal income tax in the state budget revenues exceeded 10% (from the 1990s);

o within the key tax types, there was a shift towards consumption-type taxes;

e the rate of state budget centralization did not decrease despite the original concepts,
thus the state budget basically determined the use of more than half of the GDP and it
maintained its role in redistributing the revenues.

e However, the introduced tax system had certain features that needed correction almost
immediately.

Applying many brackets in personal income taxation made a superfluously
detailed difference between various population groups and the upper 60% proved to be
extreme progression.

e Even at that time, tax collection and control was narrowed down only to processing
about 4 million personal income tax declarations and to ventures declaring the highest
income.

e  Therefore, the reported cost statement deductions became impossible to control (this
led to the special Hungarian new verb, (term) “elkoltségelés”, (over-expensed) i.e.
collecting cost invoices) and revenue control was also reduced to the obligatory data
submission that was ordered for companies.

Thus, the introduced tax system clearly deteriorated the situation of the
population, which moderated the burden on companies in absolute terms and the
revenues of the state budget went up to an unprecedented extent. The size of income
from personal income tax induced the government to reduce the 100% share promised
to municipalities first to 50% within a year, and this decision brought the newly
shaping local municipalities and the whole municipality system into a tough position.
Analyzing the situation of municipalities, Gabor Gulacsi (1993) concluded that - as a
secondary impact - re-transferring personal income tax to municipalities on a territorial
basis further increased the disadvantage of poor regions with little, or quickly
dissolving industrial and agricultural production structure.

However, the personal income tax structure integrated further inequalities into
the system. Public burden sharing was not proportionate with the incomes as different
taxes (according to source) were assigned to consolidated and unconsolidated incomes.

Despite this, the personal income tax system is one of the success stories of the
economic policy of the Németh government, as it created a basic condition for
European integration, provided the opportunity to calculate labour price according to
the real market relations and, parallel with this, it restored the obligation of the citizens
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to share the public burden. On the other hand, it placed a significant part of the state
budget incomes onto a stable base.

In the next part of our study we are only analyzing the changes in the personal

income tax system from the above introduced starting point.

Table 2. Tax changes 1989-2015

Main tax 1988 1989-1994 | 1995-1998 1998-2002 2002-2010 2011-2015
elements
Tax rates 0-60% 0-56% the 0% rate 20-40% 2002-2006: 16, then 15%
was 18-38%
terminated, 2004-2010
20-48%, then 18-36%
20-42%
Tax scale 11 brackets 6 brackets | 6 brackets 3 brackets 3 brackets 1 bracket
until 2004,
then two
brackets
Tax free 48,000 110,000 tax credit for none minimum none
limit forints employees wage is tax
free with tax
credit
Allowance allowance for | same the former allowance for | the former family
employees, allowances children, allowances allowance,
were allowance for | were family
allowance for , . .
children, terminated paymg reduced contribution
interest on between allowance,
tax mortgage 2002 and allowance for
exemption credit, 2006 and married
for meal allowance for | totally couples,
contribution tuition terminated allowance for
at work. from 2006 handicapped
tax people
allowance for Cafeteria - the
intellectual groups
work receiving
allowance
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keep
narrowing, its
charges near

the wage
charges
Movable - income tobe | same ranked as same same same
immovable combined income to be
property taxed
separately
Income 20% 0/10/20% 20%, 20% 20% 16, then 15%
tsaexeadratel tax credit for
P y stock
exchange
investments
(tax
exemption),
initially
without
limitation.
Employee reduced the | reduced did not itonce again | itonce again | cannot be
contribution | tax base the tax reduce the partially did not deducted from
base tax base. reduced the reduce the the tax base,
The aroun of tax base. tax base. its rate is
11 group Solidarity | 17+1.5%
incomes The g
. contribution
subject to employer
; - above a
social contribution
. gross annual
insurance was reduced
0 wage of HUF
contribution by 10%.
6,748,850
was (from 39 to
extended, 29%.)
also covering
activities
already
subject to
copyright
protection.
Investments | 20% returnson | the tax on the 20% tax | the returns 16, then 15%
state returns on on exchange | on stock 0% on
securities state gains also exchange °
” . amounts kept
securities covered the investments
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0%

stock
exchange
gain 10%

other 20%

investments
is 0%, the tax
on stock
exchange
gains
decreased to
10%

exchange
gains on
securities
kept on
capital
accounts,
thus the

became tax
free.

on long term
investment
accounts for 5
years

exemption
granted to
the shares of
stock
exchange
companies
was
terminated.
However, the
rate of write-
off was
extended.

Source: the authors’ research from the Hungarian Personal Income Tax Act

3.2. The second period - changes 1989-1994

The two years remaining until the change of regime and the next four years produced
no major changes, only minor corrections in terms of taxation policy. By 1994,
however, the state budget deficit - where state debts represented an especially high rate
- could no longer be managed due to the complex effect of the earlier inconceivable
rate of economic transformation, due to the reorganization of the total production chain
and, of course, due to the transformation crisis caused by the loss of the traditional
markets.

The picture is even more sophisticated if we look at the transformation from the
viewpoint of the trend in the number of potential tax-payers. Between 1989 and 1995,
the restriction on the market entry by private businesses ceased to exist when the
transformation act, the company act and the cooperative act were modified and adopted
as well as companies and ventures could be founded and launched on a subjective
right. However, an unprecedented wave of liquidation swept all over the whole
economy. As a result of these two impacts the former employee data went down from
4.8 million to 3.7 million, while the number of entrepreneurial organizations increased
from 400,000 to almost 1 million. This means that 25% of the former wage-earners
disappeared and were on the unemployment benefit, while the number of enterprises
increased by 2.5 times. It was evident already at that time that the number of
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entrepreneurs grew out of constraint, the legal obligations of contracting were selected
for protection against unemployment, but the question was whether they could satisfy
any of their obligations.

The Personal Income Tax Act merely followed the changes, e.g. the tax class
limits were increased to counterbalance the above-30% inflation rate but this could not
prevent the higher burden as a result of the inflation.

As it can be seen, the characteristic features of the current situation evolved
during this period. Accordingly, in the surveyed period:

e the Hungarian taxpayers did not pay significantly more than the taxpayers in Western
Europe:

e the division of incomes remained to stay but separately taxed incomes started to grow
and they paid less and less tax:

e taxpayers are divided to employees, who cannot avoid taxes so they take a higher
share in the burden, and to private entrepreneurs who adapt to the tax changes
extremely flexibly, they form the biggest group and their behaviour basically
determines the tax revenues.

3.3. The impact of the Bokros package on the tax system

The change in a taxation policy is not determined primarily by the increase or the
moderation of the tax brackets, by the change of the tax rate or even by the restructured
allowances. The changes can be classified according to the change of the legal
regulatory environment termed by Brennan and Buchanan (1980) as the tax
constitution, how the tax constitution guarantees the former allowances either in a more
moderate form or even by granting them to other groups, or - on the contrary - what
acquired rights are withdrawn or granted (Brennan, 1993). From this viewpoint, basic
importance was carried by the programme hallmarked with the name of Lajos Bokros
that the government launched on 12 March 1995. This study covers only and
exclusively the aspects of the programme related to taxation policy and personal
income tax together with the related revenue figures as evaluating this programme is
not the task of this study. The economic policy goal of narrowing the demand, reducing
state expenditure and increasing revenues was planned to be achieved by modifying the
next tax act, which otherwise played a subordinate role in the changes.

Although the Constitutional Court decided in 1995 to repeal a significant part of
the Bokros package, no change was made to the modification of the tax laws, except
for accident contribution payment, as the constitutional rights were not affected
(Complex CD Jogtar, 2006). The Hungarian constitution specifies tax payment as a
contribution to the public burden and a unilateral obligation of the citizens without any
counter-service, and the spirit of this provision was not violated by the Bokros
package. The austerity measures were enacted through two years after the forced break,
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and the then government regarded it as a success that they managed to reduce the
deficit of the balance of payments quickly and at a high rate also in an international
comparison. This, in itself, restored the confidence of the international money markets
and it was possible to finance the deficit that remained to stay and was soon reproduced
in an unchanged form. Some reshuffle could be observed in the second half of the 4-
year political cycle, primarily in the modification of the allowances, tax credits and tax
brackets, but basically this did not change the nature of the tax system.

Analyzing the listed changes, it is evident that primarily pensioners, employees
and families with children got into a worse situation. If we do not look at the issue
from a social political aspect but from the viewpoint of almost 400,000 private
entrepreneurs and almost one million businesses in total, we can spot the following
differences between the two types of tax system:

The deductibility of social insurance contribution was cancelled, which raised
the costs both for private businesses and partnerships. The termination of the 0 rate
income class excluded private entrepreneurs and the owner-managers of partnerships
(internal members of limited partnerships - managing directors) from the circle of
exemption as tax credits were only granted to the employee status. This means that this
group was not given exemption even if they earned the minimum wage. The former
HUF 100,000 tax base reducing allowance for activities subject to copyright changed
for a tax allowance of HUF 50,000, which definitely reduced the real value of the
allowance, depending on the income limit. Narrowing the scope of activities subject to
copyright and making these incomes subject to contribution payment was
disadvantageous for about 170,000 taxpayers.

We can observe a strong preference to the accumulation of wealth and with
regard to taxing returns on deposits and state securities investments (0 rate) due to the
general interest in increasing investments and with regard to reducing the stock
exchange gains to 10% in 1995 and 1996.

As a result of the actions of the Bokros package, a personal income tax system
was created - basically differing from the tax reform in 1988 - that focused on
efficiency instead of the previously preferred aspects of equity and fairness, last but not
least also through the increasing rate of control. This tax system was much more able
to increase tax revenues from inflationary tax forints without any further change, as its
introduction was accompanied with a higher than expected 12% price increase, which
automatically increased payments not only at a nominal but also at a real value, while
freezing the tax allowances, namely because the tax-reducing items do not follow the
progression, and the impact is totally different if a certain % of the part taxed with the
marginal tax rate is deducted from the annual income without any limitation above -
which grows together with the inflation - compared to deducting from the payable tax a
maximum amount that is limited from above.
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As a result, a different personal income tax system was set up, which practically
ignored the social aspects, leaving the enforcement of the principles of equity and
fairness to social policy; it was strongly differentiated according to the sources of
incomes and expressly preferred capital incomes while it connected income tax with
social insurance deductions also over and above wages. This feature was further
strengthened not only by the a.m. extension of the contribution base but also by the rule
which made it compulsory to pay full social insurance contribution for all other legal
relationships in the case of employment below 36 hours a week, i.e. some part-time
entrepreneurs paid twice. This means that the obligation to pay taxes and contributions
were closely related to each other.

3.4. Changes in the taxation system 1998-2002

The economic policy reorganisation accompanying the governmental change was in
favour of growth instead of monetary and fiscal restriction and creating balance, and it
had a definite concept on the groups where it intended to strengthen the horizontal and
equity aspects and where to create the socially useful family model through indirect
interest in taxation.

Family support reached its peak in 2002, while HUF 71 bn was available for tax
credit, and the government supported families with children with a tax revenue dropout
of HUF 76 bn. We cannot talk either about large-scale change or reform despite the
simplified tax scale and re-positioned allowances within the population groups.
However, from 1998, the social insurance contribution paid by employers was reduced
radically, by 10 percentage points. The rate of deduction went down from the former
39% to 29%, claiming that no new jobs were created due to high contributions. The
10% reduction was counterbalanced by the increasing health contributions only
partially, raising the effective rate of health insurance contribution by 1.06—1.91% on
average (Szigeti, 2007).

The minimum wage went up from HUF 25,000 to HUF 40,000, which was
mainly disadvantageous for entrepreneurs. Interestingly enough, the increase was not
accompanied with higher unemployment, which is a relationship accepted in the
professional literature. Moreover, the unemployment rate reduced under the conditions
of the general boom. (Varian, 2014) Increasing the minimum wage also meant a higher
contribution base, finally the amount received from social insurance contributions did
not reduce because growth remained the joint impact of lower employer deduction and
the parallel minimum wage increase. Therefore, the Orban government basically
reorganized the allowances, which did not change on the whole; the emphasis was laid
on large, middle class families with children and with earning capacity rather than
supporting those who were most in need in social terms. (What is more, family
allowances and family support could only be received for children who had a school
attendance certificate.) However, the government strongly reduced the contributions
but did not touch the benefits that were financed from contributions.
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During the four years, the personal income tax revenues significantly increased,
by HUF 155.7 bn, ie. 24% on average, the amounts from social insurance
contributions also went up, though slightly, but no major change was recorded either in
VAT or in corporate tax revenues. At the same time, there were much more private
entrepreneurs who did not only declare but also paid taxes and this growth can partly
be explained by the impact of high tax exemptions as well.

The number of taxpayer employees also showed an increasing trend - another
partial impact was the number of those who found work due to the reducing
unemployment rate and the minimum wage increase in 2001, which was not followed
by tax credit growth, therefore tax also had to be paid on income in the lowest class.
The effective personal income tax rate was the highest in this period. At the same time,
the growth of revenues was much higher than in the former years, which implies a
change in the taxpayer behaviour, they voluntarily stepped back to the legal taxpayer
circle. Changes at a similar rate but with a different sign took place over the next four
years although the tax burden was lowered in all the three tax types, but in different
years.

3.5. Changes in the taxation system 2002-2010

After the government reorganization, the 100-day programme implemented the
partially tax political actions promised at the elections, and the resignation of Péter
Medgyessy was followed by another austerity package. However, it became evident
from the middle of the period that the number of taxpayers dramatically decreased due
to the financial crisis, therefore, not only the framework of personal income tax was
burst by the increasing budgetary deficit - which was counter-balanced by introducing
a special solidarity contribution - but the VAT on basic consumer articles also
increased. The allowances kept reducing, the benefits introduced until 2002 were
finally terminated, the Sulinet programme - meant to help integration with the digital
world - disappeared and the tax exemption of tuition was also terminated. Both the
nominal value of personal income tax revenues and the number of taxpayers kept
decreasing in this period.
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Figure 1 Growth of personal income tax revenues calculated at current price, 1995-2015
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4. Switch to a single rate tax system - 2010

The figures already showed in 2010 that the Hungarian personal income tax system
could not stay within the former framework: neither the number of taxpayers nor the
increasing tax burden paid by them reached the minimum level required for financing
the state budget, and in the meantime there were no incentives or social sensitivity
either (Gyorgy, 2016).

Although the idea of the linear tax system - based on the single rate (19%)
Slovakian system - was mentioned several times during the former years, this was
manifested at the level of the official taxation policy in the summer of 2010 in the form
of the first economic action plan, whereby the government promised to introduce the
single-key income tax, eased with family elements, within two years and to terminate
tax credits (MSZOSZ,2012). Accordingly, the personal income tax system was
basically transformed, the two rates were terminated and replaced first by the 16%,
then the 15% flat rate.

The former system of allowances, which was strongly divided earlier and mainly
preferred consumption, was also terminated and replaced by the family tax allowance
mainly preferring families with two or more children and from 2014 by the family
contribution allowance that extended the family tax allowance and also covered the
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poorest families. In addition, allowance is/was granted to young couples and to people
living with handicap, while the tax allowance on insurance was practically terminated
and the tax policy does not give preference to IT consumption, either. The minimum
wage was raised significantly - and once its tax exemption was terminated - the number
of actual taxpayers and the per capita tax revenues considerably increased and, of
course, the state budget could also expect higher revenues from the population. In the
meantime, however, there was a basic reshuffle on the labour market, the former 10%
unemployment rate went down below 4%, which further increased the number of
taxpayers and the size of per capita tax, which still failed to reach the level of 2004 at
nominal value.

Table 3: Number of taxpayers and per capita tax in 2002-2015 (nominal value)

Year | 2002 2003 2004 2005 2006 2011 2012 2013 2014 2015

Num | 3,860, | 3,220, | 3,079, | 3,025, | 3,452, | 3,343, | 4,000, | 4,009, | 4,111, | 4,165,
ber of | 279 438 517 639 148 260 162 937 444 995
taxpa
yers

Per 304 372 400 441 431 323 339 329 349 373
capita
tax

Source: Authors research
Conclusion

As it can be seen, extremely large changes took place every four years on
average, in harmony with the political cycles, but the impact of various tax changes
should mainly be measured through the reactions of the citizens. An appropriate
indicator is the trend in the number of taxpayers as the taxpayers typically pay or do
not pay or dodge taxes if they feel that the give and take is not fair and they pay a too
high price for the public goods in return for the “service” they receive.

Table 3 also shows that the taxpayer behaviour is not necessarily determined by the
size of the effective, per capita tax.

The trend in the number of taxpayers is not full, as the figures of annual tax
declarations are no longer available. At the same time, from 1995, statistical data were
supplied in the Eurostat database in the spirit of joining the European Union, the former
statements were made on the basis of another methodology. For this reason, the change in
tax revenues shows the change in annual payments by the population calculated at current
price, thus reflecting the joint impact of the changes that took place and the “responses”
given by the population.

The optimal tax policy is always the result of a compromise, where the taxpayers
accept that they have to pay but the tax price paid for the public goods does not exceed the
equitable and fair level. The progressive tax scale may not fully conform to the principle of
solvency, as the collected tax largely depends on the payment willingness of certain
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taxpayer groups. This means that the selected tax system is basically qualified by the final
result.

The periods following the change of the regime are separated from one another by
the repeatedly dissolving financial balance and the related shifts of emphases, sometimes
even within the same political cycles. The tax policy was given a subordinated role here,
and sometimes vertical and sometimes horizontal equity was enforced, but only in a
restricted way. For the most part, the main objectives focused on increasing tax revenues
besides funds narrowing due to the grave deficit as well as - parallel with this and as a
contrary effort - on guaranteeing an advantageous situation for foreign investors. The
strengthening balance aspects after 1994 did not allow for a large scale reform of the tax
system, the minor and larger adjustments guaranteed the fulfilment of the revenue plans in
the short run, but the deadline for decisions strongly narrowed down due to the political
rotation and the decisions always focused on the next year’s tax revenues rather than on a
tax base to be formed four years later.

During the first seven years after the tax reform, the system - including all the three
main tax types - kept its original features reflecting certain social policy elements, laying a
lower tax burden on groups with low income in terms of both personal income tax and
VAT. These features gradually disappeared after the correction in 1995, the allowances and
benefits promoting the enforcement of social policy were removed from the personal
income tax system and then from the VAT system. The tax burden was gradually
transferred onto people with average wage. The increasing budgetary deficit followed by
the financial crisis in 2008 also buried the former personal income tax system, and the
system had fewer taxpayers and an increasing average tax burden until 2010. From 2010,
the personal income tax system was basically restructured, as against the former years,
fewer people avoided taxes due to the lower tax rates and lower social insurance burdens
and due to the family-child support (which is well above the average wage), so thus they
could legally reduce the amount of tax.

The introduction of the single rate tax system did not promise a clear turnaround but
if we look at the trend in the number of taxpayers and the number of per capita burdens on
the taxpayers, we can see that it fulfilled the expectations that had, in fact, not been
anticipated.
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