CURRENT TOPIC
REFORM IN THE FIELD OF INDIRECT TAXES

NARODNA BANKA SLOVENSKA

REFORM IN THE FIELD OF INDIRECT TAXES

doc. Ing. Gizela Lénartova, CSc.

With Slovakia's accession to the European Union many significant changes occurred affecting all its
citizens, businesses, the state and its economy, and thus also the tax system. The Slovak economy,
after the eleven years of functioning of its tax system, valid since 1 January 1993, has undergone anot-
her radical tax reform. The causes of what is now the second radical reform were internal shortcomings
in the Slovak tax system, as well as the need for harmonisation in particular of indirect taxes prior to
Slovakia's accession to the European Union.

Harmonisation of indirect taxes
in the European Union

In EU tax policy two basic ways of implementing tax
legislation have so far stood out in the history of tax har-
monisation. The first is positive harmonisation, where
harmonisation measures are applied at the level of the
EU by means of directives and regulations mainly in the
field of customs and indirect taxes (turnover tax, value-
added tax, excise duties). Besides such positive harmo-
nisation, direct taxes have also seen attempts at negati-
ve harmonisation by means of various types of
prohibitions. Nonetheless, the harmonisation process in
the EU has in many fields been unsuccessful. The Euro-
pean Commission has proposed the whole range of
measures in the form of directives and regulations, many
of which however were never passed. Such legislative
instruments require unanimous approval. Often a propo-
sal remains unapproved because it was blocked by one
or two states that did not want to surrender a further part
of their sovereignty, or to overcome strong traditions.
After many tense situations the tax policy of the EU was
reassessed and the Commission decided that in advan-
cing the harmonisation measures it would use also non-
legislative instruments in the form of recommendations,
which do not require unanimity. Principal tax issues con-
tinue to be enforced in the form of directives, other in the
form of recommendations.

Tax harmonisation has been the subject of much
debate since the very founding of the EEC; its legal basis
is laid down in the Treaty of Rome of 1957. Even if from
the outset harmonisation of tax systems was understood
as an absolute matter, it later came to be considered as
an essential step towards creating a functioning single
market. From the historical aspect, the development of
the harmonisation process in the EU may be split into
two basic stages. The first stage was characterised by an
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effort at complete harmonisation of tax systems (structu-
ral harmonisation and harmonisation of tax rates). The
practical implementation of these efforts however revea-
led the immense complexity of the harmonisation pro-
cess, mainly in the field of direct taxation. The main bar-
riers to complete harmonisation concerned primarily:

(a) economic barriers — different levels of economic
development and performance of member states’ econo-
mies, the historically arisen and objectively justified dif-
ferences in tax systems resulting from traditions in the
field of production and consumption, fiscal reasons and
the need for a certain degree of tax competition,

(b) social reasons ensuing from member states’ diffe-
rent social systems and social policies. The different hie-
rarchy of individual states’ social preferences can also be
seen in their different tax policies,

(c) political barriers ensuing from the mentioned unwil-
lingness of member states to surrender a part of their tax
and fiscal sovereignty to the European Community.

These barriers led the European Commission to reas-
sess its approaches to complete harmonisation, and the-
refore in the second stage its attention was focused on
those measures enabling the creation of conditions for
a functioning single market. Specifically, this concerned
the harmonisation of indirect taxes — value-added tax
and excise duties.

The basic aim of harmonising indirect taxes was to int-
roduce a uniform system of indirect taxation. In 1967 the
first directive was adopted, introducing VAT and recom-
mending member states to harmonise their systems of
indirect taxation. Following its adoption came the so-cal-
led Sixth Directive (77/388/EEC) which was considered
the basic directive, since it laid down the rules for setting
the tax base, territorial application, taxable persons, tax
rates, etc. The first step was the structural harmonisation
of VAT (subject of activities). The second step represen-
ted the harmonisation of tax rates. In this field results did
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not meet results set nor expected. Despite the fact that
in 1992 Directive No 92/77/EEC on approximation of VAT
rates entered into force, a large variability in these rates
still persists. This directive stipulated that there may be
only a single rate in the amount of at minimum 15%, and
only two reduced rates in the amount of at minimum 5%.
Many states however have not respected this delimitati-
on. A significant harmonisation priority was the applicati-
on of basic VAT principles — the principles of destination
and origin, which are connected with basic fiscal issues
of indirect taxation?.

The harmonisation of excise duties is contained in
Directive No 92/12, which was adopted in connection
with the single internal market. According to this directi-
ve goods at the moment of their importation or producti-
on are subject to excise duties, the tax is payable only
upon the final consumption. With effect from 1 January
1993 the harmonisation of tax bases has been ensured
by the Common Customs Tariff. In 1994 a directive was
issued that in member states excise duty may apply only
to mineral oils, alcohol, tobacco, beer and wine. The
directive allows for the existence of other taxes, provided
that these do not present a barrier to free trade, must not
require frontier checks and another amendment in tax
legislation.

Application of value-added tax
following the SR’s accession to the EU

On the date when the Treaty of Accession of the SR to
the EU entered into force on 1 May 2004, the new Act No
222/2004 Z.z. on value-added tax (hereinafter simply the
VAT Act) also entered into force also acquired its force.

The Slovak Republic through entering the EU also
became a part of its single internal market. In connecti-
on with value-added tax it is necessary to emphasise
that on the basis of Article 99 of the EC Treaty the legis-
lation in the field of indirect taxes of each EU member
state must be harmonised with EU law. Rules in the field
of VAT, contained in the Sixth Directive, became the
basis of the new VAT Act in the SR. Since each Council
directive has greater legal force than an act of the SR, in
practice this means that should the VAT Act in the SR be
at variance with that directive (either incorrectly transpo-
sing the directive into the act of the SR, or through the
absence of mandatory rules and principles in the act of
the SR), each subject can demand tax treatment accor-
ding to the Sixth Directive of the Council.

The EU single market, which has existed since 1 Janu-
ary 1993 constituted the closure of customs offices and

1 These principles and their application are explained in the
second part of this article.
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customs checks at borders between member states of
the EU. The establishment of a common area free of
internal borders, providing for the free movement of per-
sons, goods, services and capital, where no tax barriers
exist between EU member states, also required a seri-
ous change in the rules of the common system of VAT
that had applied prior to its formation. In the framework
of the EU single market it was not possible, in a VAT sys-
tem, to adopt or apply a general principle of origin, mea-
ning the principle of taxing goods or services to the
supplier of goods and services in the supplier's member
state, since this would cause fiscal consequences una-
cceptable for the recipient country. For example, in the
sales of goods or services between two registered VAT
payers from Denmark to Germany the tax on the output
would constitute an income of Denmark's state budget
and the tax on the input in Germany would be a tax
deduction and thus a deduction from Germany's state
budget. This principle of taxing supplies of goods and
services between businesses (taxpayers) from one
member state to another member state could exist only
concurrently with a clearing system ensuring the reallo-
cation of taxes collected in the country of origin to the
country of consumption. In establishing the single market
the member states however did not manage to agree on
such a clearing system, which was and still is today com-
plicated also by various VAT rates in these countries.
Therefore for supplies of goods and services from one
member state to another member state between registe-
red tax payers a destination principle has been adopted.
This principle means that goods and services are taxed
in the member state of the recipient. The origin principle
is applied in the sale of goods to final consumers, pri-
marily citizens. This means that goods are taxed once,
this in the country of the supplier, where these sold and
taxed goods may move freely within the EU without furt-
her checks and without further obligation to pay tax. In
summary it may be said that the VAT system within the
EU single market is applied on the basis of combining
two general principles, the destination principle and the
origin principle, as depicted in the following diagram?2:

1. destination principle
business — »Dbusiness

2. origin principle
business ————————————> consumer

There are three special exceptions exist from the

2 Jablonkova, Z.: Complete wording of the Act on Value-Added
Tax. Tax and Consultancy Guide for Businesses no. 10/2004,
commentary on Act, pg. 7.
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application of these general principles:

(a) in the case of the package sale of goods from one
member state to another member state and where the
buyer is a person not registered for value-added tax,
then in such a sale of goods the origin principle is appli-
ed only up to a certain value and above this value desti-
nation principle is applied,

(b) in the purchase of goods by a juristic person that is
not a taxable entity and where this purchase is made
from one member state to another member state, the ori-
gin principle is applied up to a certain value of the goods
purchased, and then above this value the destination
principle is applied,

(c) in the sale of a new means of transport, the desti-
nation principle is always applied.

Slovak VAT legislation has since 1993 undergone
a complicated eleven years of development. In the years
1993 — 1995 VAT was applied according to Act No
222/1992 Zb. as later amended and from 1 January 1996
to 30 April 2004 according to Act No 289/1995 Z.z. as
later amended. On the date of the SR’s accession to the
EU a third legal amendment to this tax came into force in
the form of Act No 222/2004 Z.z.

In comparison with previous legal standards the inter-
nal arrangement of the VAT Act, its content and scope
are completely different. The new VAT Act contains 88
articles and six annexes. New terminology is used too,
mainly in connection to the subject of taxation and the
taxpayer.

From the definition of the subject of the tax it is appa-
rent that the Act contains specific rules for the applicati-
on of the tax in the case of:

— the supply of goods and services for consideration in
the domestic market and effected by a taxable entity,

— the acquisition of goods for consideration in the
domestic market from another member state,

— the importation of goods from third countries.

Subjects of the tax are defined in more detail as taxab-
le transactions in Articles 8 to 12 of the Act: the supply of
goods (within the domestic market), the intra-Communi-
ty supply of goods, the supply of services, the acquisiti-
on of goods in the domestic market from another mem-
ber state (the intra-Community acquisition of goods), the
import of goods (import from third countries). In com-
mercial transactions between businesses registered for
the tax in various member states the destination princip-
le applies. Since upon entering the EU Slovakia became
a part of the common market free of internal tax and
customs borders, ensuring free movement of persons,
goods, services and capital, and without internal bor-
ders, the Slovak Act had to cancel the taxation of goods
from another member state, and cancel the exemption
from tax for goods supplied to another member state in
the form performed prior to the accession to the EU. The
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taxation of goods and tax exemption in the case of
export of goods was retained only towards third countri-
es, i.e. those territories that are not a part of the common
system of VAT in the EU. The delimitation of the subject
of tax together with territorial application (the place of
taxable trade in Articles 13 to 18) and the time definition
of the occurrence of the tax obligation (Articles 19 to 21)
may be considered as the core of the new VAT Act.

For the practical implementation of the common VAT
system in the EU a “personal” definition is also very
important — defining the sphere of taxable persons and
their obligations in registration. It may be said that even
despite certain terminological changes the act continues
to define mandatory registration and voluntary registrati-
on. Mandatory registration applies to a taxable person —
resident having reached a turnover of SKK 1.5 million
over the preceding consecutive 12 calendar months,
where this person is obliged to register by the 20th day
of the calendar month following that in which the turno-
ver of SKK 1.5 million was achieved. The registration
obligation applies also to foreign businesses carrying on
an activity in Slovakia, where this activity is a subject of
the tax. In this case registration is not bound to the atta-
inment of an SKK 1.5 million turnover. A new feature is
the registration for tax pursuant to Article 7 — registration
for the payment of tax on the acquisition of goods from
another member state, where such persons do not beco-
me “classical” taxpayers, i.e. they will not have the right
to deduct the tax, but have the obligation to tax in the
country the goods acquired from another member state.
This concerns cases where such persons acquire goods
from another member state and the value of these
goods, excluding tax, totals SKK 420 000 or more per
calendar year. The registration is connected with the allo-
cation of VAT payer identification numbers, a component
of which are prefixes identifying the country of registrati-
on of the particular payer. Identification numbers toget-
her with prefixes must be stated upon the relevant docu-
ments and records. Tax bodies in each member state
have created a system by means of which it is possible
to check a customer’s registration for VAT in any member
state. Taxpayers in their own member state may ask the
tax authority to check the validity of the identification
number of the customer from another member state in
writing, or by phone, fax, or e-mail3.

Since 1 January 2004 a single VAT tax rate has applied
in the Slovak Republic in the amount of 19% on all taxab-
le transfers. The introduction of this tax rate in the Slovak
tax system was connected with Slovakia's tax reform, in

3 This verification is made on the basis of Act No 472/2002 Z.
z. on international assistance and cooperation in tax administra-
tion. The validity of tax identification numbers issued in all mem-
ber states may be checked also on the European Commission
website http://europa.eu.int/vies.
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place since 1 January 2004, together with other systemic
changes in the whole tax system. Despite the fact that
there is no obligation to apply a single VAT rate in member
states and despite the fears of experts and the lay public
that the introduction of this tax rate will cause harsh soci-
al impacts, primarily on a low-income groups of the popu-
lation, the introduction of a single tax rate of 19% in Slo-
vakia has not brought about protests and after 10 months
of its application positives may be “enjoyed”, primarily due
to simplicity and the actual application of taxation neutra-
lity in the VAT system.

A further element of taxation policy in the VAT system —
tax exemption — is solved in a similar manner as in the
past. It however concerns a substantially broader definiti-
on of exemption as regards the EU common market. For
this reason we may classify tax exemption as follows:

(a) in the framework of supply of services in Slovakia
(Articles 28 to 41):

e social tax exemptions, covering the public interest
field,

¢ commercial tax exemptions, having a more technical
reason (in some cases it would be technically complica-
ted to apply the tax).

In these types of exemptions it is not permitted to
deduct input tax. This means that it in these activities the
tax is collected at the preceding level and the final supp-
ly to the end consumer is no longer taxed.

(b) in the supply of goods and services (Articles 42 to
48) within the EU common market, where the deduction
of input tax is applied provided that conditions set in
advance are met. This type of exemption fully respects
the basic principles of VAT application in the EU.

This concerns primarily tax exemption:

* in the supply of goods on which tax has not been
deducted, tax exemption in the intra-Community supply
of goods,

¢ in the acquisition in the domestic market of goods
from another member state,

¢ in the case of trilateral trade,

¢ in the case of transport services,

¢ in the export of goods and services,

¢ in the import of goods (defined supplies).

A basic feature of value-added tax is the fact that col-
lection is made at each level of the production and distri-
bution chain as the balance between the “tax on output”
and the “tax on input”. For this purpose the rule on
deducting tax is set out in Articles 49 to 55 of the VAT
Act. The system of deducting tax is founded on the prin-
ciple of the material allocation of each good and service
received in respect of fulfilments, supplies that the tax-
payer makes according to whether individual goods and
services are intended:

e exclusively for fulfiilments that are subject to output
tax, intra-Community supplies of goods, the export of
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goods to third countries — the full deduction of input tax,
¢ exclusively for fulfilments exempted from tax (Articles
28 to 41) without the possibility of deducting input tax,

* concurrently for fulfilments with the right of deducting
input tax and also without the right of deducting tax.

This concerns differentiating goods and services rece-
ived for the needs of deducting tax (full deduction, pro-
portional deduction with the aid of a coefficient or without
deduction) in the taxpayer’s records.

The VAT Act contains also provisions (Articles 65 to
68) solving specific cases in the application of tax and
simplifying the tax regime in the case of certain taxable
transactions. This specifically concerns arranging the
application of tax for travel agencies, in the purchase of
works of art, collectors items, antiques, used goods,
investment gold, as well as in the electronic supply of
services from non-member states.

The new legislative arrangement has newly specified
the obligations of persons obliged to pay tax, i.e. to main-
tain tax records, issue invoices, complete tax returns and
summary statements. The Tax Act also includes annexes
and measures of the Ministry of Finance of the SR sti-
pulating a specimen value-added tax return and instruc-
tion for filling in the tax return and summary statement.

In conclusion to this part it may be said that the new
legislative provision for VAT in the SR respects in full
degree and great detail all the rules of applying this tax
in the framework of the single market. For the business
community this legal arrangement is demanding, though
on the other hand also very transparent. It may be said
that the application of a single tax rate in this system is
a significantly simplifying element.

Harmonisation of excise duty legislation

The harmonisation of excise duty legislation in Slovakia
reached its peak on 3 February 2004 when the National
Council of the SR passed the acts on excise duties?.
Complete harmonisation in the EU was achieved by the
application of the provisions of Council Directive
92/12/EEC on the general arrangements for products
subject to excise duty and on the holding, movement and
monitoring of such products. Through harmonising the
national legislation of the SR with EU law one of the prin-
ciples of the common market’s functioning has been ful-
filled, that being the free movement of goods in the case

4 Act No 98/2004 Z. z. on excise duty on mineral oil; Act No.
104/2004 Z. z. on excise duty on wine; Act No. 105/2004 Z. z. on
excise duty on spirits and on the amendment and supplementing
of Act No 467/2002 Z. z. on the production and marketing of spi-
rits as amended by Act No 211/2003 Z. z.; Act No 106/2004
Z. z. on excise duty on tobacco products; Act No 107/2004 on
excise duty on beer; Act No 556/2004 Z. z. of 21.9.2004 amen-
ding Act No 105/2004 Z. z. as later amended.
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of excise duties. This harmonisation set off in Slovakia the
first tax reform and application of a new tax system in
1993, specifically harmonisation in the sphere of goods
subject to excise duties on:

¢ mineral oils (until 2001 termed “hydrocarbon fuels and

lubricants”),

¢ alcohol and alcoholic beverages (spirits, beer, wine),

¢ tobacco products(cigarettes, cigarillos, smoking toba-

CCo).

The process of harmonising tax legislation in the SR
with that of the EU has been underway since 1993 in all
elements of the tax system. This concerns primarily the
harmonisation of excise duty tax rates, with the exception
of tax rates on cigarettes — in this case the Slovak Repub-
lic committed itself to achieving the level of the minimum
rate within a transitional period to 2008, which was agre-
ed in the framework of accession negotiations with the
EU. As regards individual excise duty laws only the sub-
ject of tax and tax rate remained unchanged, with the
exception of the rate on cigarettes, in the case of which,
for the first time in the SR, and as the last state in the EU,
a combined tax rate will be introduced composed of a
specific part expressed in SKK/piece and a percentage
part expressed as a percentage of the price of cigarettes
of a consumer package for the final consumer. From the
aspect of taxable subjects the term used to date, “tax-
payer” has been replaced by the new term “tax debtor”,
whose obligations in respect of registration and payment
of taxes are defined precisely in the legislation.

Since 1 May 2004 rules for the movement of goods
subject to excise duties have been changed similarly as
in the case of VAT. The supply of goods subject to excise
duties has since 1 May 2004 from Slovakia to other mem-
ber states ceased to be deemed an export and their col-
lection from other member states an import. This move-
ment of goods is termed intra-Community supply or
acquisition of goods. The procedure applied in importing
or exporting goods prior to 1 May 2004 has been retained
only in the case of the contact with third countries. The
exclusive administrators of excise duties are customs
authorities, whether this now concerns the tax territory of
the SR or the customs or tax territory of the EU, or terri-
tories that are not a part of the EU.

Since this is a very extensive issue, | will focus on only
the most important elements: primarily the newly-amen-
ded tax regime provisions reflected in the excise duty tax
legislation. Goods subject to excise duties become a sub-
ject of tax upon their production in the territory of member
states or their importation into the territory of the EU. The
EU area is one tax territory with harmonised rules gover-
ning the movement, monitoring of the movement, as well
as the holding of goods subject to excise duties. Member
states are “autonomous” primarily in their possibility to
individually set tax rates, their minimum level being set by
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respective directives, in the possibility of their own setting
of the periods for submitting tax returns, the payment
date of the tax and the conditions for authorising tax
warehouses, etc. One of the basic rules, contained in
individual tax laws, is the destination principle. This
means that goods subject to excise duties shall be taxed
in the country for which they are intended for end con-
sumption. With regard to the fact that the mechanism for
excise duties, in contrast to that for VAT, does not recog-
nise intra-Community supplies of goods subject to excise
duties exempted from tax, and in order for the destination
principle and the principle of the free movement of goods
within the EU to be fulfilled, a special tax regime has been
introduced - a duty suspension regime. This regime
means the deferral of the tax obligation. If goods are in
this regime, they may be produced, processed, re-pro-
cessed, stored and transported freely without the burden
of excise duty. Movement in the duty suspension regime
may be made at the national level and throughout the
whole of the EU. Tax warehouses are holders of the duty
suspension regime, where such warehouses occupy a
paramount position in the hierarchy of tax subjects in the
field of excise duty. This paramount position however is
“redeemed” through fulfilling demanding criteria. The ope-
rator of a tax warehouse is obliged to deposit a security
relating to the transport, production, processing and sto-
ring of goods subject to excise duties. The setting of this
security is in the legislative competence of member sta-
tes. A tax registration number is assigned to tax ware-
houses, the number being registered in a tax database.
Member states exchange these databases by means of
the System of Exchange of Excise Data (SEED).

The changes made to the previous system in the field
of excise duties, lying in the significant change in the
structure of taxpayers, the application of financial securi-
ties of tax, as well as the transition of tax administration
from tax authorities to customs authorities constituted
significant changes in the Slovak tax regime. As a result
tax legislation and its gradual smooth application in tax
practice have created the preconditions for Slovakia’s
incorporation into the common EU area.
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