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of the Hungarian tax system between 2008 and 2017. It sets forth a set of possible tools
for reducing the shadow economy and presents the significant measures taken to that
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Int roduct io n
After the 2008 financial crisis, the transformation of Hungarian taxation has accelerated. In the first part of the paper a diagnostic review of Hungarian tax rates are
provided in an international comparison. It is concluded that tax rates are approx.
40%, by nearly 10 percentage points, higher than the average rate applied in the surrounding competitor countries (EP, 2016).
Since 2008, the structure of the Hungarian tax system has undergone significant
transformation. Between 2004 and 2008, work-related taxes rates increased and consumption taxes declined. After 2008, however, these trends reversed: turnover and
consumption tax rates began to rise, while the rate of work-related taxes started to
decline. Currently, the latter trend is still ongoing.

Th e Hunga r ian ta x sy st e m
in an inter nationa l c o mpa r iso n
In an international comparison, Hungarian enterprises pay high taxes: in 2016, the
average tax rate was 48.4%, with the world average being 40.8%, and the average rate
in the EU and EFTA Member States being 40.6% (PwC, 2016). In 2017, this rate was
46.5% in Hungary and 40.3% in the EU and EFTA Member States, with the world
average being 40.6% (PwC, 2017). A careful analysis of the data, shown in Figure 1,
reveals a particularly significant correlation. While the world average profit tax and
work-related tax rates are equal, both being 16.3% (the average rate of other taxes
is 8.0%), in Hungary, the profit tax is only 9.9%, but the employment tax rate is as
high as 34.3% (with other tax rates being 2.3%). Thus, work-related taxes are more
than double the world average. In the literature on Hungarian taxation, it has been
pointed out on numerous occasions (e.g. Csomós and P. Kiss, 2014; Balog, 2014) that
in light of the above data, it is imperative to cut work-related taxes in order to reduce
the illicit economy and to increase Hungary’s competitiveness.
There is also a striking difference between the time periods required to comply
with tax liabilities (Figure 2). In 2016 the world average was 261 hours, the average
of the EU & EFTA Member States was 173 hours, and the average in Hungary was
277 hours (PwC, 2016). According to the data provided in the PwC (2017) publication, the world average time to comply with tax liabilities was 254 hours, the average of
the EU & EFTA Member States was 164 hours, and the corresponding value remained
unchanged at 277 hours in Hungary. Figure 2 also provides information on the ratio of
the time required to comply in each of the three tax types: in Hungary, time required
to comply only with work-related tax liabilities was nearly as high (146 hours) as the
time to comply with all tax liabilities in the EU & EFTA Member States (164 hours).
A useful indicator for assessing a country’s tax rates is obtained by establishing the extent of state intervention, which is another important area in economic policy. A countryby-country comparison of government revenues as a percentage of GDP ranks Hungary
among the countries imposing higher burdens, as in 2015 its revenue-to-GDP ratio was
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Figure 1: Total tax rates (world, EU & EFTA, Hungary)

Source: PwC, 2017

Figure 2: Time to comply

Source: PwC, 2017

48.2%. However, this rate is not as spectacularly high as the other areas of taxes analysed
above: for example, Denmark (53.9%), France (53.5%), Finland (54.9%) and Norway
(55.2%) all have higher ratio than Hungary and are therefore ranked higher. As a
perceptible positive trend, in 2016 this value fell to 44.8%in Hungary (HCSO, 2016).
While the above-mentioned countries precede Hungary in terms of per capita
GDP, the Czech Republic, Croatia and Slovakia have revenue-to-GDP ratios slightly
exceeding 40%, lower than Hungary. The correlation between high economic growth
rates and more moderate state intervention witnessed during the past decade in countries of the Visegrád Group (V4) should be taken into consideration for the develop-
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ment of Hungary’s economic policies. For Hungary, it is especially the example set by
Poland that seems to be the path to follow, with a revenue-to-GDP rate under 40%.
Another relevant area is the development of tax revenues as a proportion of GDP
in Hungary. According to the study entitled “Overview: the European Parliament’s
Work on Taxation” (EP, 2016), the total tax revenue in Hungary contributes 39.2% to
GDP. In a breakdown, 18.5% of GDP comes from direct taxes, including income taxes,
while 7.5% from indirect taxes (VAT and consumption taxes). Consumption taxes
and work-related costs have an approximately equal share in the total tax revenue.
In Hungary taxes are high compared to other countries in the region: relative to
39.2% in Hungary, Slovakia (28.3%), Romania (28.3%), the Czech Republic (35%),
Poland (32.5%) and Bulgaria (27.9%) all have lower rates to GDP (EP, 2016), and
moreover. The situation caused by high taxes is further aggravated by the fact that
the in Hungary the per capita GDP at a Purchasing Power Standard is merely 68% of
the EU average. In contrast, the taxes levied in Poland and the Czech Republic only
amount to 32-33% and 35%, respectively, with similar or significantly higher GDP (Figure 3). Based on fiscal statistics, it can be concluded that over the short term, Hungary
should aim to close the gap to Poland in tax rates (Varga, 2017).
Figure 3: Correlation between taxes and GDP in Europe
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P otenti al meth ods of r educi n g t h e sh a d ow e c o n o my
in Hunga ry
In the international reputation of Hungary, the size of the shadow economy is an important factor. In 2015, the ratio of the hidden economy as a proportion of GDP was
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still in the range of 22-23% (Figure 4) in Hungary. According to Schneider (2012),
35-38% of the shadow economy results from the increase in taxes and social security
contributions (Balog, 2014). In comparison to Hungary’s regional partners, the size
of the shadow economy is 6-8 percentage points lower in Slovakia and the Czech Republic, while 1-2 percentage points higher in Poland.
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Figure 4: Shadow economy in Europe, as a percentage of GDP

Source: Schneider et al., 2015

Based on the work of Schneider et al. (2015), in his presentation Izer (2016) ranks
Hungary in the middle of the list of European countries in terms of shadow economy
size. The authors of the underlying study claim that the size of the shadow economy
cannot be reduced through economic, legal, management or psychological means
alone; addressing it requires an interdisciplinary approach. Domokos indicates that
in recent years, the shadow economy in Hungary has shrunk to 20-21 percent of GDP
from a previous 24 percent (Hvg.hu, 2016). A further 5‑percent reduction is expected
to yield an additional HUF 500-600 billion in revenues. Balog (2014) points out that
a high tax morale clearly reduces the size of the shadow economy, as in such a case,
taxpayers do not participate in the operation of the black market even though they
would benefit from tax fraud.
Lower taxes presumably contribute to an improved tax morale. An important element of improving the tax morale is for taxpayers to be aware that the taxes they pay
serve the right social causes, which they also support. This underlines the importance
of consideration in spending public funds. As shown by Domokos, Németh and Jakovác (2016, p. 25), “the audit findings of the State Audit Office confirm that the
control systems of both public entities and state-owned business associations need
to be improved significantly in order to ensure good governance and public sector
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management. All these call for a paradigm shift; new horizons should be opened up
in the public sector management approach. It is indispensable to ensure that the performance of organisations entrusted with the management of public funds or public
assets is transparent, accessible and measurable, because this is the only way to ensure
successful, efficient, economical and sustainable public management, and thus, to
increase social welfare”.
The measures taken in Hungary in the recent years with the aim to improve the
efficiency of tax audits mainly focused on preventing the concealment of corporate
incomes. The most efficient such measures include the introduction of online cash
registers, the tax registration procedure, and the capping of cash payments between
companies and the system of tax summaries. In order to prevent the concealment of
incomes, a number of measures have been introduced after 2010 (structural changes,
the transformation of the tax system, enabling the tax authority to collect information,
the ability to focus tax audits on high-risk activities and taxpayers). Among structural
changes, the most important step was the merger of the tax and customs authorities.
Establishing an adequate framework for taxation is more difficult at a European Union
level due to the conflicting interests of the Member States. Within the EU, community
trade in goods and its insufficient documentation is an important area with regard to
value-added tax fraud. The European community has been unable to introduce a uniform system for the submission date and contents of VAT returns (Varga, 2017).
In the existing VAT system, due to the disappearance of the VAT content of declared incomes, a reverse charge mechanism has been introduced in many areas
where fraud is highly prevalent. In such a system, VAT is not passed on by the issuer
of the invoice. The buyer is liable to pay and is entitled to deduct VAT at the same
time. This prevents budget deficit from the VAT system. When supported by proper
controls, this system can work efficiently. The more products are included in the reverse charge system, the less VAT retains its value-added nature (Act CXXVII of 2007
on Value Added Tax).
In order to allow the tax authority to set up its data collection activities, IT developments need to be made and the legal environment needs to be established first.
An efficient tool in fighting income concealment was the introduction of the system
of itemized domestic VAT summary statements. This requires taxpayers to submit an
itemized statement on the data of invoices containing VAT above a certain value limit.
At the time of introduction, the threshold for obligatory reporting was HUF 2 million, currently it is HUF 1 million. It was supposed to be changed to HUF 100,000 as of
July 2017, but it has been deferred to July 2018. These reports must be submitted both
by sellers and buyers. In order to check VAT declaration liabilities in advance, the
Electronic Trade and Transport Control System was established to tracks the movement of goods on public roads (Varga, 2017).
An efficient way to reduce the illicit economy was the requirement of the use of
online cash registers. While the previously discussed systems concerned B2B trade,
the objective of online cash registers serves the fight against hidden B2C trade. The
so-called online invoicing system is expected to yield results similar to those of online
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cash registers (Csíki, 2016). The amendments made to Act XCII of 2003 on the Rules
of Taxation now provide a legal framework so that tax audits can focus on high tax
evasion risk activities and risky taxpayers.
The activities performed in the “black” and “grey” economies are not documented in the national accounts. If an economic event has been registered and declared in
a certain tax category, it will inevitably appear in regard of all other forms of tax. Economic turnover data need to appear turnover tax declarations. Controlling turnover
taxes is of particular importance in this regard.
Every year, the European Union assesses Member States’ value-added tax deficit. The
analysis is based on the rate of VAT Total Tax Liability (VTTL), calculated from data on
national income. The net basis of assessment is calculated first, which gives the VTTL by
applying the weighted tax rate average to it. This is then compared to the actual amount
of value-added tax collected. The difference between the two gives the value-added tax
deficit (VAT Gap), which is displayed as a percentage amount in order to facilitate comparison among Member States (CASE, 2017). In terms of the VAT Gap, Hungary is showing an improving trend. Analyses regarding the year 2015 were finalized in 2017.
Figure 5: VAT gap in Hungary, 2011-2015
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The Figure 5 shows that the VAT gap decreased significantly, from 21% to 14%,
between 2011 and 2015. Results for the year 2015 already show the effects of measures taken in recent years to reduce the illicit economy. These include the introduction of the Electronic Trade and Transport Control System (ETTCS), lowering of the
threshold of obligatory reporting from HUF 2 million to the current HUF 1 million,
considering itemized domestic VAT summary statements and the impact of the reverse inland charged tax. The EU study confirms that the steps taken to reduce the
economy are effective in case of turnover taxes.
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New steps in t h e Hungaria n ta x st ru c t u r e
In Hungary from 2008, especially from 2010, we can observe a significant transformation of the tax system. Lentner’s (2016a) study denominates the 2010 tax revulsion
as one of the three key economic policy revolutions of the past fifty years. One of
the most important areas of tax redistribution is the discontinuity of the tax path, in
which the proportion of taxes on work in Hungary between 2004 and 2008 has been
increasing, the proportion of consumption taxes has been decreasing. After 2008 this
trend reversed: the proportion of turnover and consumption taxes increase and the
proportion of taxes on labour declines.
The examination of all incomes and consumption taxes is a relevant economic issue. Csomós and P. Kiss’s (2014) study shows that the weight of consumption taxes both
in the European Union and considering the V4 countries throughout 2007 and 2011
has steadily increased over the period under Council Directive 2006/112/EC. While
the weight of these taxes inside all tax revenues grew by 1 percentage point in the EU,
by 1.2 percentage points in the V4 countries, in Hungary it grew by 3.7 percentage
points (Figure 6). At the same time the weight of work-related taxes has been reduced
by 3.3 percentage points in Hungary. This trend shows the government’s intention to
create a work-based society and lower the tax and contribution burden on labour.
Figure 6: Changes in tax regimes considering the EU, V4 and Hungary
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Considering the domestic tax system, it is necessary to mention the special taxes
playing a particular role in it. As shown by Matolcsy (2014), some of the special taxes,
also considered to be sectoral taxes, are, in fact, turnover and consumption taxes (e.g.
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telecommunication tax, financial transaction tax, insurance tax), another part are
wealth taxes (e.g. public utility tax), and a third part are capital taxes (e.g. bank taxes
and income tax on energy supplies).
In his study Lentner (2016b) analyses the situation of special taxes in connection
with the relevance of widening the tax base. According to Bozsik (2014), the special
taxes levied in the sector have a major role in the Hungarian tax system, as in addition to providing a significant budget revenue, they reduce profit-repatriation. The
2017 unification of the corporate tax rate in Hungary was a significant step in shifting
from consumption taxes towards work-related taxes. In the case of enterprises with
a net sales revenue of HUF 500 million, this means a 10 percentage point decrease
compared to the previous 19%. In the case of companies with a net turnover of up
to HUF 500 million, this results in a 1 percentage point decrease. For sole entrepreneurs the personal income tax was also set at 9%. With this step, Hungary has placed
itself among the most favourable countries in terms of corporate tax rates, actually
applying the lowest corporate tax rate among the EU Member States (Figure 7).
Figure 7: Upper limit of corporate tax rates in 2015 and the Hungarian tax rate in 2017
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In terms of taxes small and medium-sized enterprises (SME) is an important factor
of the long-term health of the economy, especially considering the employment. Positive changes in taxation have also been made in this area. The taxes imposed on the
SME sector between 2010 and 2015 have reduced from 57.5% to 48.4% (György and
Veress, 2016). The taxes payable by the SME sector were also decreased significantly
due to the indirect effect of simplified taxation. Another significant cut for this sector
included reduction of the rate of the social contribution from 27% to 22%. Reducing
the social contribution can also have a positive impact on employment, especially in
the industries in which labour cannot be replaced by a cheaper solution (Ambrus,
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2016). It is not negligible that through the 5% reduction in the tax wedge, the rate
payable by the employer has decreased relative to the employee’s obligations. This
measure is expected to contribute to the moderation of work-related duties and increase the competitiveness of Hungary over the long term.

2 0 1 8 : Pa r a digm s h if t in ta x at io n
In addition to tax restructuring, the efficiency of tax collection is also being improved.
The goal is to make the submission of tax returns and payments unavoidable. On 1
January 2018, the Hungarian economy woke up in a significantly different country.
The administrative procedural law has been changed, independent administrative
arbitration has been launched, and new civil law has been created. The structure
of the procedural rules for taxation has been changed completely. The Act on the
General Public Administration Procedures (CL of 2016) is no longer considered as
the underlying law of tax laws. The regime preceding 2017 and set out in the Act on
Taxation, supplemented by the necessary elements of administrative regulation, was
divided and included in three procedural laws: the Act on the Rules of Taxation (CL
of 2017), the Act on Tax Administration Procedure (CLI of 2017) and the Act on the
Implementation of Tax Administration (CLIII of 2017).
The structural changes in procedural law is characterized by the fact that transition is governed by a separate law and the ongoing cases are judged on the basis of
the previous legislation. In addition to the changes of procedural rules, companies
are obliged to use a new electronic interface (business gateway), however, there is a
one-year moratorium granted for these taxpayers to do so.
There is a paradigm shift in taxation. Before 2017, the tax authority acted in a followup approach: after completion of a transaction the taxpayer reported and paid or settled
the tax. The tax authorities had access to the aggregate data for the reporting period
after reporting. Specific information on the transaction was only recognized through a
single audit. In the current system, applied from mid-2018, it will be mandatory to report
transactions real-time in an increasing number of cases. Transactions must be reported
to the tax authorities simultaneously with issuing the bill, done automatically by billing
programmes. According to the draft act, entities failing to issue invoices using a computer
programme will be required to submit the relevant data on appropriate granted forms.
Employment-related data services have already been fully operating for several years, and
allow the tax authority to monitor the transactions and review them before the submission
of tax returns. The aim is to compel high-risk taxpayers to comply with the law.
In addition, the above-mentioned radical transformation of the tax system continues. In order to improve the structure of consumption, fish, fish offal, pork offal,
catering and locally made non-alcoholic beverages are subject to 5% VAT. To spread
electronic services, the use of internet may also be included in the 5% bracket.
The additional reduction in employment taxes is a welcome development in 2018.
The social contribution rate has been decreased from 22% to 19.5%. The effects of
this have been fed through the tax and contribution system. The taxes payable by
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small tax payers have not decreased, but the value limits to the payable taxes has been
increased in accordance with the decreasing levels of social contribution. The social
contribution payable on certain types of incomes only includes health contribution,
and its rate has also been decreased to 19.5%. So, from 2018 onwards, the employer’s
burdens related to the employment have been reduced significantly.
Although the contribution to sickness benefits are additional sources for the budget, and consequently the supply system, it does not serve the employer’s interests. Its
modification in the near future can significantly simplify conditions.
Any increase in the average wage also increases the employer’s burdens. The increases performed in the minimum wage (from HUF 127,500 to HUF 138,000 per
month, representing an 8% rise) and in the guaranteed minimum wage (from HUF
161,000 to HUF 180,500 per month, representing 12%) are significant. Social contributions decreased by 2.5%, which, in case of low wages, cannot offset the effects
of compulsory wage increases. This might have a negative impact on employment in
sectors with low incomes.
Considering capital gains the obligation to pay health contribution is unconventional. Bank interests were discharged in 2017. The paradigm shift should also include the transformation of taxes and other burdens.
The tax paradigm shift will be implemented by:
– Transforming the tax audit system
– Completion of tax reporting services
– Moving the emphasis from income taxes to consumption taxes
– Using advanced information technology.
The new regime will prevent tax evasion. Tax returns will be prepared automatically by the tax authority and will only require minimal personal contribution from
taxpayers. Taxpayers will have to provide detailed information on every economic
event. So far, the tax authority was only allowed to act officially after the submission of
tax returns. In the future, it will have real-time information on all economic processes
and will prepare taxpayers’ settlements on that basis. Taxpayers’ data service must be
continuously monitored.
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