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ABSTRACT

This article provides an overall tax analysis & ttomplexity of the Portuguese tax system.
Before discussing whether we should change the weayax ourselves, it will be useful to
compare the Portuguese tax system to other OCDEEanopean countries. However, the
main aim of this study is to discuss the main aspd@at make the Portuguese tax system
complex and difficult to enforce. Then, in orderginplify the Portuguese tax system, we
will focus on economic, administrative and legisfatissues that have introduced some kind
of complexity in the tax system.
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RESUMO

Este artigo fornece uma andlise tributaria geralcdmplexidade do sistema tributario
portugués. Antes de discutirmos se deviamos mudiam@a como nos tributamos, sera util
comparar o sistema tributario portugués ao de syiedses europeus e da OCDE. Porém, o
primordial objetivo deste estudo é discutir os gipais aspectos que fazem com que o
sistema tributario portugués seja complexo e tlifiei aplicar. Entdo, para simplificar o
sistema tributario portugués, nos concentrar-nogsenmas questdes econdmicas,
administrativas e legislativas que introduziramuaigtipo de complexidade no sistema
tributério.
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1 INTRODUCTION

There are three classic criteria for judging adgstem: fairness, neutrality, easiness of
enforcement and simplicity. Nowadays, in Portutgat, reformers emphasize simplicity more
than ever. This attitude is the result of an insieg awareness of more and more complex
Portuguese tax legislation, as well as the erosibtaxable amounts and the consequent
increase of tax avoidance and evasion.

This article provides, therefore, an overall taalgsis of the Portuguese tax system’s
complexity. Before discussing whether we shouldhgeathe way we tax ourselves, it will be
useful to consider the basic features of the Padsg tax system.

Thus, the study will be divided into three partsstfy, we will start surveying how
much revenue governments at all levels take intwimals of taxes they use, and how our tax
system compares to other OCDE and European cosintrie

Secondly, we will point out the basic frameworks tbé Portuguese income tax,
personal and corporate income taxes, the two naagets for reform or replacement in the
present political debate. Thus, here, we will expthe essentials of how these taxes work
and clarify some of the terminology that appeargnéver tax reform is discussed.

Thirdly, we will explain and discuss the main aspdbat make the system complex
and difficult to enforce. We will begin by examigirjust the economics issues that have
introduced complexity recently and then we will koat administrative and legislative
complexity in the Portuguese tax system.

Finally, we will try to summarize as conclusions tiesults of our analysis.

2 INTERNATIONAL COMPARISONS

To do international comparisons we will use theoratAX/GDP, which is usually
represented by the total tax revenues relativedcize of the economy. Tax revenues include
all the taxes usually collected from taxpayers sashncome tax, personal and corporate,
consummation taxes, property taxes, and in sometges also national social contributions.
In turn, GDP is a measure of the total money valual goods and services produced within
the different countries in a single year (see SLEMR Joel; BAKIJA, Jon . Taxing
ourselves: a citizen’s guide to the great debawr tax reform. 2. ed. Massachusetts Institute
of Technology, p. 17-47, 1998).

Therefore, as we can see in the chart below, dwerpast decade, Portugal’s tax
system has developed similarly to other OECD caesmtr

Table 1 - Tax/GDP Ratios in OECD Countries

1985 1990 1995 2000 2002 2003
Portugal 26,6 29,2 33,6 36,4 36,5 37,1
OECD Total 33,5 34,8 35,7 37,1 36,4 36,3
OECD Europe 36,4 37,3 38,3 39,7 39,0 38,9
EU 19* 38,6 39,3 39,9 40,4 39,6 39,4
EU 15* 38,6 39,3 40,1 41,7 40,6 40,5

SourcelOECD (2005)Revenue Statistics 1965-20@ris, p. 19.

* EU 15 area countries are: Austria, Belgium, Derméinland, France, Germany, Greece, Irelandyltal
Luxembourg, Netherlands, Portugal, Spain, Swederaited Kingdom.

* EU 19 area countries are: EU 15 countries plusod@ZRepublic, Hungary, Poland and Slovak Republic

The overall tax burden (total tax revenue/GDP) amtiyal, as the Table 1 shows, has
been increased considerably over the past 20 yBataeen 1985 and 2003, the Portuguese
tax burden rose by 10 points mainly due to the dsteexpansion of public spending,

Revista Universo Contabil, ISSN 1809-3337, Blumenad, n. 4, p. 140-163, out./dez. 2008.



THE PORTUGUESE TAX SYSTEM: COMPLEXITY AND ENFORCEABTY 142

particularly commitments to the development of waedf provision (This growth occurred
mainly in corporate income tax revenues, as a trefuhe reduction of some tax incentives
and deductible costs, and in consumption taxeseasilvsee forward).

The tax — to - GDP ratio was approximately, in 208337,1 percent of GDP. As we
can see in the table above, such ratio is not bighnternational comparison with other
countries in the European Union as well as in OECe overall tax burden ratio is higher
when measured according to national accounts.

The difference mainly stems from imputed employsdgsial security contributions for
government employees that are counted as taxestional accounts but not in OCDE
revenue statistics, although this does not chahgeosition of Portugal with respect to the
EU and the OCDE averages.

Table 2 examines the differences in overall lewélgxation, expressing total taxation
(including social security contributions) as a pertage of GDP at market prices in 2003.

Table 2 - Total tax revenue as percentage of GDP

Countries Total tax revenue as percentage of GDP - 2003

Sweden 50,6
Denmark 48,3
Belgium 454
Finland 44,8
France 43,4
Italy 43,1
Austria 43,1
Luxembourg 41,3
Netherlands 38,8
Portugal 37,1
Germany 35,5
United Kingdom 35,6
Spain 34,9
Canada 33,8
Australia 31,6
Switzerland 29,5
United States 25,6
Japan 25,3
Unweighted Average:

OECD Total 36,3
EU 15 40,5
EU 19 39,4

SourcelOECD (2005)Revenue Statistics 1965-20@%ris, p. 19.

The Table 2 shows a variation in overall tax lefrem over 50 percent of GDP
(Sweden) to under 30 percent (Switzerland, UnitiadeS and Japan).

In relation to the size of its economy, Japan baget taxes than almost any OECD of
comparable countries. United States was just $igiliove Japan, with taxes equal to 25,6
percent of GDP. In turn, Sweden had taxes amountirey whopping 50,6 percent of GDP,
followed by Denmark with 48,3 percent of GDP.

On average, Portugal raised taxes equal to 37,rdepeof GDP, below the 40,5
percent of GDP for European Union 15 but slighttyvee OECD countries with 36,3 percent
of GDP.

The Table 3 looks at the main groups of taxes esgae as a percentage of total
taxation.
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Table 3 — The structure of taxation by type of taxn selected OCDE countries 2003

Countries/Taxes Taxation by type of Tax (in per cent of total tax evenue)
Corporate Individual Social Consumption  Other Taxes
Income Tax Income Tax Security and Taxes
payroll taxes
Canada 10,4 34,6 17,5 26,1 10,0
Italy 6,6 25,1 29,4 25,7 8,0
Ireland 12,9 26,5 15,4 38,4 6,5
France 5,7 17,5 39,9 25,5 7,3
Germany 3,5 23,9 40,5 29,4 2,4
Greece 9,2 13,7 36,1 35,8 4,5
Japan 13,0 17,5 38,5 20,3 10,3
Portugal 8,7 15,8 31,7 36,7 4,1
Spain 9,0 18,6 35,3 28,2 7,5
United Kingdom 7,8 28,7 18,5 32,7 11,8
United States 8,1 35,3 26,4 18,2 12,1
OCDE TOTAL 9,3 24,9 27,0 30,4 5,6
OCDE EU 8,4 23,6 29,7 30,6 4,7
EU 19 8,1 22,6 31,8 30,0 4,6
EU 15 8,1 25,0 29,8 28,9 5,2

SourcelOECD (2005)Revenue Statistics 1965-20@%ris, p. 65-85.

The Table 3 above presents the major taxes usediffeyent countries in OECD,
illustrating the relative importance of each.

Here again, considerable divergence is apparert UFfited States and Canada are the
two countries with the heaviest reliance on incotave (over 40 percent) whilst Greece,
France, Germany and Portugal are the four countsiés the lowest percentage of tax
revenue from this source.

The divergences regarding goods and services tareess extreme but still marked,
with United States and Japan under 20 percentxafetizenue from goods and services taxes,
whilst Ireland, Greece, United Kingdom and Portugathin over 30 percent.

A particular characteristic of the current Portugpigdax system is, actually, the
relatively heavy reliance on consumption taxes,ciwhmow account for 36,7 percent of total
tax revenue, much above OECD and EU averages - ORDES); Revenue Statistics 1965-
2004, Paris, p. 22-24, as can seen in the Table 3.

Therefore, the biggest source of tax revenue intugaoese tax system is the
consumption taxes. The relatively heavy reliance consumption taxes became greater
following the introduction of the VAT system andsabsequent broadening of its base, and
was also due to growth in excise taxes, espedatys on petroleum products, motor vehicles
and tobacco.

Contributions to social insurance are the secorge$ source of receipts, providing
34,75 percent of total revenues. Social securityclvfinances retirement and health benefits
for the elderly and disabled, accounts for the waagprity of these contributions.

Corporate income tax has also increased subsigntiahe past five years or so and
its share is approximately the same as the OCDH=zhhdverage. Conversely, revenue from
the personal income tax accounts for a smalleresbértotal revenues than in most other
OCDE countries, as do property taxes.

The Portuguese tax system, which was created ruitent form in 1989 (VAT was
introduced three years earlier, in 1986, when Raitwas entranced to the European Union),
aims to satisfy both the financial needs of thentguand the income redistribution. About
the aims of Portuguese tax system see, for inst@ARCHES, José Luis (2003); Manual de
Direito Fiscal, Coimbra Editora, Coimbra; or CASAATNABAIS, José (2003); Direito
Fiscal, 2. ed., Almedina. Following the 1989 taform, tax bases were broadened and rates
lowered, thereby reducing the economic costs dittar.
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The current tax system, however, has been criidieea number of features, many of
which are legacies of the past but which contirmiadd to the complexity of the system and
make tax administration difficult.

According to the 1976 Constitution, the Portugudseal system adopted a
progressive income tax. However, while the legigtatopted for a progressive taxation of
labour income and pensions, taxation of many typesion-labour income instead was
subjected to a flat rate which was withheld at seudifferent sources of income were subject
to different effective tax rates.

At the same time, the numerous allowances and etk@mspexistent in the Portuguese
fiscal system or inherited from previous regime addre complexity to the system and,
consequently, make it more difficult for taxpaygrcomplain (BASTO, 2004, p. 16).

Furthermore, the distribution of income widenedotighout the 1990s, putting the
social and political acceptance of the tax systésome risk, which partly explain the long
history of poor compliance (CDRF, 1996).

There have been same changes since 1998 till 2608ube some important fiscal
laws were introduced. For example, some tax all@@anvere changed into tax credits, and a
new general tax law and the Taxpayer Defender wdreduced into the Portuguese tax
system in order to improve the relations betweetpagers and the tax administration
(BRONCHI; SANTOS, 2001).

However, Portuguese tax reform is again an impotgpic in political debate and is
now, more than ever, at the centre of attenticin@fgovernments.

The bulk of this work will provide, therefore, analysis of the main features of the
Portuguese tax system. We will explain the basidsow the personal and corporate income
taxes work, while at the same time identifyingnitain weaknesses.

3 GENERAL OVERVIEW OF THE PORTUGUESE INCOME TAXES
3.1 Basic features of the personal income tax

3.1.1 The Tax Base

A reasonable assumption is that the base of ai€meadax is income. However, most
tax systems worldwide are not this simple and tbeuguese fiscal system is no exception
(Albert Einstein is reputed to have said that thedhst thing in the world to understand was
the income tax).

First of all, the Portuguese personal income t&8]lis levied on income derived by
individuals resident in Portugal (including inconfimm abroad) and by non-residents
receiving taxable incomes originated in Portugdle Tncome is taxable in different ways
depending on different sources and types of agtiwhich means that the methods for gross
income determination and tax collection may vamgoading from category to category.

Therefore, there are six categories of income itiedtby letters from A to H. These
ones include those incomes from dependent emplay(enself-employment, business and
agricultural (B), capital (E), real estate (F), italpgains and winnings from gambling (G),
and, finally, income from pensions (H) (Art. 1°18° of the Code of Portuguese Personal
Income Tax — CIRS).

After the determination of the right and legal gaigy of income tax, special
deductions are made from gross income derived &oh éncome category. For instance,
employees can deduct 70% of the amount receivedoutitexceeding 72% of 12 time’s
national minimum wage, or the social contributions.
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The social contributions are shared between empoged employees. The tax base
for general employees is the gross salary andaties vary first, for employees, between 10%
for members of corporate boards and 11% for depenserkers and second, for employers,
between 21,25% for members of corporate board23ilf% in other cases. To sum up the
combined rate is 34, 7% and 31,25%, respectively.vile must indeed that for independent
workers they can opt between two social securibesees at a rate of 25,4% for compulsory
minimum coverage and at rate 32% for broader coeerélowever, those who begin an
independent activity at the age of 55 years or ncareselected a tax base with a maximum
limit of 6 x the minimum wage, if greater (Art. 26P CIRS).

Also, the pensioners can deduct from gross incofired amount up to the maximum
threshold fixed each year. Moreover, those penssowlo only obtain income from pensions
not exceeding the year amount of domestic minimwagenare not obligated to fill out the tax
return.

For category B, self-employment and business dgtivihe government was
introduced since the year 2001 a simplified mettoodncome determination, as a backstop to
the erosion of the tax base caused by deductiahstiers preferences.

Therefore, the self-employment and business agtiaite levied, generally, on
simplified method for income determination. The giifred method for income determination
was introduced in the Portuguese fiscal systemniBcén the year 2001 with the aim of
combat the evasion and avoidance in this categdryncome. This way of income
determination is very popular in other Europeanntoes such as France, Spain, German and
so on, an we usually call them “forfait regimess,France was the first country who had tried
to impose the small traders and self-employmenh vaimplified methods of income
determination.

To more details about this subject see, for ingan®©CDE (1994), which presume
their deductions in 65% or 80% of the amount reagirespectively (Art. 28° to 33° of CIRS).
However, they can also make an option for the attamey regime, where they can deduct
the expenses connected with the exercise of a gwiofeal activity or the costs effectively
incurred, mostly subject to several limits.

The capital income (E) is taxed at significantlx tates at source. With the main
exception of rents from land and buildings, almasbf the income from capital accruing to
individual savers is taxed under a separated dli@-regime at statutory rates ranging between
0 and 25 percent, depending on the manner in whielncome is invested and distributed to
the final investor.

For the taxpayers who received income from reae gt the deductions are only the
repairs and maintenance expenses effectively iaduénd for the category of capital gains
(G) only 50% of the net annual gain is taxablehalgh this rule does not apply to realised
gains from the sale of financial assets.

In conclusion, the total personal taxable incoméhés sum of all income categories,
although losses in one category cannot be dedacfioim credits in others categories;
otherwise they can be carried forward for five geéBubjacent to this article is the non-
communication principle between income categowesvbid probably losses of tax bases and
consequently in the tax revenues collected by toe Administration - Art. 47° of CIRS).

3.1.2 The unit of taxation

Countries differ in the unit they use for income. tahe differences lie primarily in the
treatment of married couples - We must say thabsimg the tax unit is undoubtedly affected
by the laws, traditions and social customs of antquand by its past history. Therefore, a
country with a strong family and Roman Catholiditian as Portugal or Spain for instance
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treated married couples as a single unit, whiletivers where the family have not the burden
in the society married couple is treated as twaviddal and different persons.

In same countries they are treated as a singlewiié in others there is individual
taxation and a married couple is treated the same@single adults’- However, there maybe
options, that means the married couple may chaobe treated as one unit or as two single
adults (SANDFORD, 2000). Apart from this distinctjothere is also the question of the
treatment of minor children as part of the famikhytu

Thus, in Portugal, the income of the spouses aeinl tlependents is aggregated, and
the tax is determined according to the splittingtem, i.e., division of income by two before
the application of personal income tax rate (BAST@08, p. 36). The use of splitting system
results in the tax liability of a married couplerzegenerally equivalent to twice the amount
payable by a single person with half the joint meo Consequently, the tax liability of
married couples is at worst the same and in masescéess, than if they were charged as
single persons.

However, nowadays, in Portugal there are some sksons between the policy-
makers to move towards individual taxation. Thistade is in line with the enhanced
position of women in the society as well as otheugs such as homosexuals. As Sandford
(2000) said there are several factors in favoundividual taxation mainly the decision to
marry or not to marry ought not to be affected d&y ¢onsiderations and also each taxpayer is
entitled to privacy in relation to his or her tdka#s.

By comparison, the history of the United Kingdortég unit reinforces, significantly,
the problems arising from choice of tax unit and tieed to change that choice in line with
changing customs - Prior to Second World War, urttier United Kingdom income tax,
husband and wife were treated as a single unit the@ incomes were aggregated in
determining the rate of tax.

The first major changes were brought about by taelvecause government wanted to
encourage married women to go out to work, thusnautative PAYE was introduced to cope
with the extension of population and some marriesnans’earned income relief. Since that
time same little changes have been introduced asi¢he allowances for singles and married
persons, but it was only after the year of 1990t thearried income were taxable
independently, as a result a husband’s and wifesmes are no longer aggregated (SOQOS,
1997, p. 227), (KAY; KING, 1990).

To sum up we need pointed out that the greatestudtlyy in choosing the tax unit is
decidedly the reconciliation of two widely acceptad conflicting principles: equal treatment
for all individuals irrespective of sex and margg&htus on the one hand, and, on the other, the
recognition that the overall financial circumstan@é a household are relevant to the ability
to pay tax.

3.1.3 Tax rates

The Portuguese personal taxable incomes are subjecgraduated tax rate structure.
This structure implies certainly a progressive taxa i.e., the higher the income the larger
the proportion of it taken in tax.

The following tables show the current range of udtaly tax rates as well as the
progressiveness in the Portuguese tax system asttiens OCDE countries.

The Table 4 above illustrates the progressivenéss Portuguese tax rate structure
with different marginal (A) and average (B) taxesfs well as different brackets (Art. 68° of
CIRS). Thus, the Portuguese income tax has seventtrettegary from 10,5% to 42%.
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Table 4 — Tax rates in Portugal*

Taxable Income Tax Rate

Normal (A) Normal (B)
Up to 4451 10,5 10,500
4451 — 6732 13 11,3471
6732 — 16 692 23,5 18,5986
16 692 — 38 391 34 27,3037
38 391 - 55639 36,5 30,1545
55 639 — 60 000 40 30,8701
Up to 60 000 42 -

* Cfr. Art. 68° of CIRS.

How does this rate structure work? To illustrate tinderlying calculation, consider
the example of a single person with 10 000 Eurosuadible income per year. Although this
person is “in” the 23,5 percent bracket, his tability is much less than 23,5 percent of his
total taxable income. Rather, he will pay 13 petaenhis first 6 732 Euros and 23,5 percent
on the remaining 3 268 Euros for a total tax Hill®43,14 Euros.

This calculation illustrates a critically importagbnceptual issue: the distinction
between an average tax rate and a marginal taxTragemarginal tax rate is the rate you pay
on your next Euro of income, in the example 23 fE@eat, whilst the average tax rate is your
total tax bill expressed as a percentage of yotwrnre. On the whole, the average tax rate of
this person is 1643,14 / 10 000, or 16,4% percaghjficantly lower than 23,5% marginal tax
rate.

Table 5 — Personal income taxation in selected OCD&ountries
Countries Portugal  France Germany ltaly Spain UK USA

Labour Income

Range of rates 10,5-42 10,5-54 0-53 18,5-45,5 15-39,6 10-40 15-39,6
(per cent)

Number of tax 7 6 4 5 6 3 5
schedules

Tax rates on income capital

Interest from 20 25 55,9 27 48 40 46,6
bank

Dividends 15 61,2 55,9 12,5 48 40 46,6
Financial o* 26 0 12,5 20 40 20
capital gains

Source: BRONCHI, Chiara; SANTOS, José Carlos Gof2@81);Revenue Statistics 1965-20@®ris, p. 10.

* Capital gains resulting from the alienation ofporate rights (shares) and other marketable sesudre liable
to a 10 per cent withholding tax if shares are aMog less than twelve months. See Art. 10, nPZIRS.

As can be also seen the Portuguese current rargjatafory tax rates is nearer to the
United Kingdom and Spain than to other Europeamtaas.

However, the progressivity of the tax system isidift to measure because it depends
on what happens to average tax rates at differmoime levels. Actually, as Sandford (2000
p. 53) said “an income with a tax free allowancéifh can be thought of as a zero rate) and
just one positive rate is progressive and may beerooless progressive than a multiple rate
system”. Moreover, to measure progressivity it €cassary to take into consideration the
wide range of expressive tax deductions and crediish reduce effective progressivity in
the personal income tax system.

For instance, in the Portuguese tax system in X898 60% of the gross income
declared by households was taxable and a large shh#ax expenditures was concentrated on
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taxpayers belonging to the highest income categgiiBRONCHI; SANTOS, 2001). The
reduction in taxable income was due to deductiBleeases such as health, education and
mortgage-interest expenses as well as to the Ibeakfretirement and housing saving
accounts, acquisition of shares and so on.

3.1.4 Tax expenditures: deductions, tax allowanceslits and exemptions

The Portuguese personal code is structured witida rnge of tax expenditures. Tax
expenditure is defined as an exemption or relieiclvis not part of the essential structure of
the tax but has been introduced into the tax cadesbme extraneous reason such as to
provide an incentive to develop a particular atgivar a special behaviour in a group of
taxpayers (Art. 1° of Portuguese Benefits Code).

The OCDE identifies and defines five categoriegaof expenditure (OCDE, 1996).
The first one is arexemptionin which some or all income is excluded from th& base,
including gaps in the charge as well as specifengptions. The second alowanceghat are
amounts deducted from gross income to arrive aliaxincome. Theredits thirdly, are
amounts deducted from tax liability. If the credihot allowed to exceed the tax liability they
are termed “wastable”, on the contrary, if any ascef credit over tax is paid to the taxpayer
they are termed “non-wastable”. Ttate tax reliefsfourthly, exist when a reduced rate of tax
is applied to a class of taxpayer or activity. Hinawhen the reliefs take the form of an
allowed delay in paying tax we will have tax defésr- In this situation the cost to the
Exchequer is the equivalent of the interest whiak to be paid (or forgone) on the amount
deferred for the period of the deferral. (SANDFORal, 1989).

We must say that all kinds of tax expenditures,ciwhieduced the tax paid were the
equivalent, in terms of revenue forgone, to dieqgienditures by government and should be
judged as such.

To improve the redistributive impact of the incotag, in 1999, some individual tax
allowances were converted into tax credits, howelier impact on the redistribution of
income was not very significant.

As we have already said the determination of Porsag personal income tax varies
between categories and special tax allowances edacted from gross income derived for
each income category. In general, when we multipdytax rate by the net income tax we will
obtain the tax liability. After that, all the taxetlits will be also deducted.

In fact, several expenses can be credited agdiadRS tax liability such as Art. 80°
to 88°:

a) 30% of the expenses in heath without any annuat;lim

b) 30% of expenses in education as well as cost iedusith homes for old-age care,
with an annual limit;

c) 30% of the expenses in personal insurance withameatriction;

d) 25% of the amount deposited in a saving accounigua®d to finance the
purchase, construction or restoration of primasydence with an annual limit;

e) 25% of the contributions to private pension andcation investment plan with an
annual ceiling;

f) 30%of expenses in renewable energy sources, wigmanal limit;

g) 30% of expenses incurred with tax advisers or lagygith limit.

In this stage, all the credits are wasteable andexquently no negative tax is refunded
to the taxpayers.
3.1.5 Payment and withholding tax rates
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The Portuguese personal income tax is paid annoallthe basis of the household
income tax return that must be submitted from Fatyruo April of the following year.
Discharged from filing the tax return are only tegsersons who solely obtain income from
pensions not exceeding the year amount of domesticnum wage (Art. 8° of CIRS).

The Taxpayers residents who obtain income from eympént as well as income from
capital, self-employment, real state and commeraaustrial or agricultural activity, under
certain conditions are subject to withholding atirse at the rates provided by law. For
example, the income from employment is subjectifégrént and provisional tax rates, which
are given each year by the government and whickerdepn the tax unit and the number of
dependents (Decreto Lei n. 22/90, de 21 de Jadeit®90).

On the other hand, the income from self-employmeoitnmercial, industrial or
agricultural activity is subject to withholding pisional tax rates since 15% till 20%
according to different sources (Art. 101° of CIRGhce the income from capital has some
relief, the tax rates became lower than the otbees. Therefore, the withholding varies from
10% on capital gains resulting of the sale of shageiotas and other securities to 20% on
deposits (Art. 74° of CIRS). In this case, mospegers can opt for or against the aggregation
of capital income and as a result the withholdiogld be final or provisional (Art. 21° of
CIRS).

In relation to the taxpayers non-residents, witbhng is final and is levied on earned
income and pensions (at a 25% rate), winnings fgambling (35%) and income from capital
where the tax rate is variable according to typmodme.

Apart from the withholding at source beneficiariek earned income from self-
employment or commercial, industrial or agricultuaetivity are required to pay three annual
instalments, in July, September and December, wiegrtee tax exceeds certain limits (Art.
96 of CIRS).

Because of the withholding at source and the patgnen account are in general
provisional and non-wastable the taxpayers coutgtiefrom refundable tax credit that is set
off against the tax liability.

For obvious reasons, the fact that most Portugpessonal taxpayers receive a refund
gives them a strong incentive to file their formd)ich provides useful information for the
Tax Administration.

3.2 Basic features of the corporate income tax

3.2.1 The tax base

The majority of businesses in Portugal are rel@tisenall, and for most, their incomes
are taxed directly under the personal income taRFC1996). But if owners of a business
want both the full protection from legal liabilithat a corporation offers and the ability to
raise funds by selling stock in the company to almited number of shareholders, then they
must form a traditional “Lda” or “SA” and becamebgect to the corporate income tax.

The Portuguese corporate income tax (IRC) is leviecdtorporate income earned by
resident companies. Also, non-resident entitie$ witpermanent establishment in Portugal
are taxable on profits attributed to them or, gréhis no such permanent establishment, on
incomes from different categories, as such defunedker the personal income tax (Art. 1° and
2° of Portuguese Corporate Income Tax - CIRC).

For the purpose of determining the taxable basdis@nction is made for resident
entities with respect to whether or not they exs&raas their main activity a commercial,
industrial or agricultural activity. In the firstase, (e.g. trading companies, co-operatives,
public enterprises, etc.), IRC shall be levied lairt profits. Otherwise, in the second case,
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(e.g. associations and foundations) IRC chargesuheof income from different categories,
as defined under personal income tax (Art.° 2 &af £IRC).

To calculate the corporate tax base the residetiiesnwho exercise their main
activity in commerce, industry or agriculture caeddct all the costs incurred and deemed as
absolutely necessary for the realisation of pr@ft. 17° to 2° of CIRC).

Thus, we can say that a corporation’s net inconmetd® purposes is, in the most
general sense, the proceeds from the firm’s sabssthe costs of doing business. The costs of
many inputs to production are deductible in theryafapurchase or when the items they
produce are sold. These include wages, salariab,banefits for employees, the cost of
material inputs, costs of repair, advertising coatsd many other miscellaneous expenses.
Deducting the costs of investment in durable egeipinand buildings, however, is a bit more
complicated.

The costs of investing in capital assets, suchraduygtive machinery and buildings,
are not deducted in full time of purchase. Insteadlepreciation deduction is employed -
Depreciation is the decline in value of an assethss a factory or a machine, which occurs
as the asset wears out or becomes obsolete. Agtdalbreciation allowances are available
for tangible and intangible assets that are uselludsiness purposes. A company can deduct a
portion of the capital asset’s purchase price eyear for several years until eventually the
full purchase price is deducted.

Inventories cannot be depreciated; however, a éuction may be granted if at the
end of a financial year the market value is lesstthe historic cost. Both straight-line and
declining balance methods are allowed.

In relation to the deductibility of interest, iftampany raises money for an investment
by borrowing, the interest payments are generayudtible from the corporate tax base in
the year they are made. Thus, business proceetarhgaid out in the form of interest
escape taxation at the corporate level and, in aretaxed only once at the personal level.

The double taxation of dividends and capital gamsPortuguese tax system is
attenuated by some mechanisms that eliminate aceetbtally the double taxation.

The corporate income that is distributed as divildeor capital gains is deductible by
100 percent from the corporate tax base, but drilyei company partner has more than 95%
of capital participation and more than 2 yearsartipipation (Art. 45° of CIRC). Otherwise,
if the company partner doesn’'t meet these conditianly 50 percent of dividends are
deductible (Art. 45° n. 7 of CIRC). This last medhis in line with the other one adopted by
personal income tax code (Art. 40° of CIRS/CIRC).

A credit is also allowed for taxes paid to foreigovernments by Portuguese
corporations. The principle here is to have Porsgucompanies pay Portuguese tax, and
only Portuguese tax, on all of their income regassdlof the country in which the income was
earned. This credit reduces tax liability by a @ertpercentage; however, most foreign
governments offer symmetric treatment in their ¢oas.

We also have a special regime for capital gainsage of reinvestment (Art. 45° of
CIRC) in four years - The period fiscal is now tyears before purchase the tangible asset
and two years after his sell. In the past usecktthkee years after the sell of the assets.

To sum up, the tax base calculation we must reczegihiat losses for tax purposes can
be carried forward for up to six subsequent fiqoadiods (Art. 47° of CIRC). Due to the
difficulty of assessing revenues and costs of smoathpanies, the infrequent controls on
companies’ books and abusive tax-avoidance practiceughly a third of Portuguese
companies’ present losses for tax purposes (sele Bab
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Table 6 - Companies presenting tax losses

Year Total companies Companies with tax losses
Number (1 000) Number (1 000) In % of total companies
1996 233 92 39
1997 230 89 37
1998 248 85 34

Source: BRONCHI, Chiara; SANTOS, José Carlos Gof2@81);Revenue Statistics 1965-20@ris, p. 17.

Because of these issues, the burden of corporatenm tax falls on a very small
number largely big companies. (see Table 7).

Table 7 — Corporate income tax revenues by compargjze

Number of companies Corporate income tax revenues cumulative
Amount (Billion Escudos) Percent of total

5 biggest 159 28

10 biggest 187 33

20 biggest 213 37

50 biggest 254 45
100 biggest 293 51

Total National 569 100

Source: BRONCHI, Chiara; SANTOS, José Carlos Gof2@81);Revenue Statistics 1965-20@aris, p. 17.

3.2.2 Exemptions

There are several kinds of exemptions in the catgoincome tax as in the tax base
(objective exemption) as well as in the taxpay&ALDANHA SANCHES, 2003).

Therefore, in the subjective exemptions the maitities that are exempt from the
corporate tax are the State, regional and localir@dtration, public social security and
solidarity institutions (excluding capital incomd)he objective exemptions are, in general,
agricultural and cultural activities as well as siog and social solidarity co-operatives and
pension funds (Art. 8° to 15° of CIRC).

3.2.3 Special regimes

The Portuguese corporate income tax has a spesgal fegime, known as the Fiscal
transparency regime, for some companies such &ssgronal companies and complementary
enterprise groupings (ACE’s).

The fiscal transparency regime was introduced entdx system for the purpose of
neutrality, prevention of tax avoidance and eliniora of the economic double taxation on
profits between company members, under certainitonsd. The profits shall be attributed to
members thereof their share in profits, regardiédbese being distributed or not (Art. 5° of
CIRC). At the same time the profits of the transpailcompany are exempt from income tax
(Art. 13° of CIRC).

3.2.4 Corporate tax rate

The Portuguese corporate tax rate is proportidaever, as a result of a range of
tax relief and tax incentives for particular ecomomr social aims, the effective tax rate is
much lower than the statutory rate. Recent estsnlayethe Ministry of Finance of Portugal
based on macro data, show that the effective catpancome tax rate for the manufacturing
sector as a whole was around 30% in 1998, somecgage points below the statutory rate.
Also, a comparative study for the EU finds thaflB98 the difference between statutory and
effective corporate tax rates was the largest ista, Belgium and Portugal. The difference
can be due either to more favourable deprecatidniraerest expenses deductibility rules or
low enforcement of statutory rules. (BRONCHI; SANF(001).
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A Proportional tax is one in which tax is propon#b to income at every level.
Portugal uses, since January of 2004, a statusédeyfor corporate income tax of 27, 5% (25%
plus 10% surcharge collected by municipalities)e Tast five years the corporate tax rate has
been decreased from 39, 6% in 1998 to 27, 5% i4.200e Portuguese government has been
tried to be close to EU average and, at the same, tio will attract more foreign investment
to the country. This attitude is in line with thextreform of the eighties and early nineties
years in the developed countries with developedsyatems. This tax rate is imposed only on
profit obtained by resident entities exercisingoanmercial, industrial or agricultural activity
as their main activity as well as a non-residerthvai permanent establishment in Portugal.
For resident entities exercising cultural or soeitivities, the corporate tax rate decrease, in
turn, to 20%. Also a tax rate of 20% applies to libasinesses with an average turnover
below 150 million Euros.

Moreover, a 25% tax rate is levied on income oletibhy non-resident legal persons
and not attributable to a permanent establishmexdept if derived from intellectual or
industrial property, or from the supplying of Kndww (15%), from bonds and debentures
and other income from capital (20%), or winningrfirgambling (35%).

In general, confidential or non-substantiated espen as well as entertainment
expenses and motor vehicles charges, are taxedcamtwsly at 20%o0f tax rate of corporate
income tax, i.e., 5% (20%x25%=5%).

3.2.5 Tax expenditures

As stated earlier, the effective corporate income tate is much lower than the
statutory rate (We need to indeed that the effedix rate is much lower than the statutory
rate in a degree that is probably higher than tleeame tax relief in the European Union). The
main reason for this difference is not only theevidx evasion practices, but also the range of
tax incentives.

In Portugal the major corporate tax incentivespmvided on a regional and sectored
basis. They include investment tax credits, padratotal exemption of the tax base, lower
statutory rates for micro-companies and compangading in the region of the Azores,
while entities registered in the free-trade zorfddadeira and the Azores are tax exempt.

The main beneficiaries are small and medium ensaprSME), all resident entities
investing in R&D (a feature common to most OCDE rdoes), undertaking large
commercial and manufacturing projects or projecesighed to internationalise the
Portuguese economy, and also companies operatiimgaimcial markets.

We can see below the total of tax expendituresuangtto the corporate sector.

Table 8 - Tax expenditures in portuguese corporateector

Incentives Tax expenditure
Billion escudos Per cent of GDP

Dividends from shares 7,6 0,0
Public debt interest 1,2 0,0
Investment incentives 9,0 0,0
SUB TOTAL 17,8 0,1

Free zone Madeira / Azores

Temporary exemptions 28,8 0,1
Permanent exemption 162,9 0,8
Total tax expenditure 209,5 1,0

Source: BRONCHI, Chiara; SANTOS, José Carlos Gof@@81, p. 17).

The Table 8 shows that corporate tax incentives tb@sPortuguese budget too much
money, particularly in the free — trade zones ofd®lea and the Azores. Although these
incentives have attracted an increasing numbeewf Iousinesses to the regions, they do not
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seem to have a proportional effect on the numbejob$, while large amounts of tax

revenues, about 0,8 percent of GDP, were not dellem the year of 1998. Furthermore,
policy makers have expressed worries about taxdawngoe practices that emerge from the
combination of these special tax regimes and inaategauditing of inter-company practices
such as transfer-pricing, thin capitalisation aodtolled foreign companies.

In fact, as we know, anti-avoidance measures arallysdifficult to apply because, for
example, no market which assesses the price agféotapany transfers of goods and services
exists, and therefore their application requirgglyi qualified and experienced tax-inspectors
who, at present, do not represent the majorityaaf inspectors in Portugal (BRONCHI;
SANTOS, 2001, p. 17).

Because of anti-avoidance rules are incomprehengiblmost taxpayers and is at the
same time difficult for them to apply, which is oetely one source of complexity in the tax
system (SLEMROD; BAKIJA, 2000).

In conclusion, tax incentives, which are equivalentax expenditures, can be used to
correct market failures faced by specific sectarslisadvantages regions. However, to be
efficient they require precise and clear definitiand tight attention, which are both very
difficult to achieve since they may distort resaiadlocation as well as introduce complexity
in the tax system.

3.2.7 Payment and withholding at source

The Portuguese corporate income tax is paid anpuail the basis of tax return and
payable, as a general rule, upon submission dbthesturn.

Resident entities exercising as their main activitycommercial, industrial or
agricultural activity, as well as non-residentshnét permanent establishment must pay IRC
on three instalments based on 85% of the IRC peilda previous year, the difference will be
set upon delivery of the annual tax return of thiesequent year.

In relation to withholding at source that one Has mature of an advance payment and
has the same rates as personal income tax witlmgoldkes. For income paid to non residents
that are not a permanent establishment, the witligltax is final, with the exception of
income from real state

4 COMPLEXITY AND ENFORCEABILITY IN THE PORTUGUESE TAX SYSTEM

The first two sections have presented some maituries of the Portuguese tax
system, in particular the income taxes that shddhelpful as an introduction to analyse
critically some aspects of our tax system suchamsptexity and enforceability in the last
years.

Based on the above analysis, the Portuguese tagnsyisas important flaws that
introduced complexity, which surely have implicasdor enforceability.

Therefore, in this part we will explain and discuee main aspects that make the
system complex and difficult to enforce. We willgoe by examining just the economical
iIssues that have been introduced complexity and the will look at administrative and
legislative complexity in the tax system.

4.1 Economic issues and complexity

Based on the above analysis, the tax/GDP ratioomuBal seems to be in line with
other countries. Furthermore, the fact that théesyss significantly biased towards indirect
taxes, with 36,4 percent of total tax revenue, camegp with 30 percent on average in the
OCDE, this bias can be a positive feature from emnemic perspective, given the better
neutrality and efficiency of consumption taxes bymparison with income taxes - The
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consumption taxes would reduce investment distortiecause it would abolish the “tax

wedge” between the return on the physical assetrandhte of return the saver receives. This
distortion is not uniform. For example, with a preggive tax it depends on the marginal tax
rate of the taxpayer and varies with any reliefalkhinay be accorded to particular forms f
saving, like home ownership or pension contribigi@®ANDFORD, 2000).

However, the system has important flaws which hasignificant complex
implications. Firstly, as we said above, the Paragg tax system has the same level of
statutory rates on income bases as in the majofi@CDE countries, although average rates
are generally low when measured in effective tetmesause of relatively narrow tax bases. In
fact, Portuguese income tax is surrounded by alhoes and credits that are generally aimed
at social, cultural or economic purposes; howewas, unclear whether these objectives are
achieved in the most efficient way, because, inyrases, they only add complexity to the
tax system. Moreover, tax expenditures have inhetsadvantages over direct expenditures
as instruments of policy (SANDFORD, 2000). Theisttm terms of revenue forgone is more
difficult to estimate because the value of the glyp® taxpayers is indeterminate. Also, they
do not enable the same degree of agency discrafiatirect programs do, largely because
they are provided automatically and are not measted.

We must also say that incentives, in general, cmaig tax administration and tax
system, increasing compliance costs as well aswagion and avoidance. Thus, we think that
tax incentives in Portugal should be limited totrecs minimum and only provided in areas,
such as generic R&D and training (BASTO, 1994).

To sum up the Portuguese tax system will succegality makers re-evaluate and
reduce allowances and credits in income taxes cddes would broaden the personal and
corporate tax base and would likely eliminate sonsket distortions resulting in a simpler
and more efficient system (BASTO, 2004).

Secondly, the presence of a separate incentiveneefpr the free-trade zone of the
regions of Madeira and the Azores also represefurther distortion within Portuguese
corporate tax system and should be phased-out nanise incentives for tax-planning by
companies or investors that are in a position tmsk between these regimes. Once again, the
potential base-broadening of corporate income taxlavmake the system more neutral by
reducing the existing rate differentiation in favai both small companies and autonomous
regions; it would also reduce tax avoidance ineestand could improve enforcement.

Thirdly, wide differences in the tax treatment drious sources of income can
significantly distort economic choices and erodecaltive efficiency.

In general, the tax system favours activities utaden by self employment since, as
in other OCDE countries, they are more difficulttéax and can under report business profits
with low probability of sanction. Besides the ptsfiorgone, this creates a sense of unfairness
among taxpayers that may lower the degree of saaidl political acceptance of the tax
system and increase non-compliance. Portugal’bdar is especially exposed to this problem
because the number of self-employment and smalhésses is large and enforcement has
been lax. The Ministry of Finance has no estimdtéhe degree of compliance among the
self-employment, but we suppose that the levelnafen-declared income is likely to be high.
For example, in 1998, dependent workers and peasspwho account for three-quarters of
taxpayers, contributed 90 percent of personal irecdéaxx revenues. Almost all independent
workers (99,6 percent) were able to keep simplifedounting books for their transactions
and operations and 18 percent of the total prederggative returns (BRONCHI; SANTOS,
2001).

In order to combat this problem, the governmentoohiced a simplified regime in
2001 budget. According to this simplified incomeginee, independent workers and business
activities are subject to a minimum taxable incopased on coefficients fixed by law. In
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comparison with self assessment income, the mininaxable income has the advantage of a
simplified the tax system, keeping a fixed amouhtax revenues as well as improve the
enforcement (The presume methods of calculatioonmec tax base are present in all the
Europe, such as regime forfeit, in France, versamanificato, in Italy, or, last, modulos
regime, in Spain).

Fourthly, another source of economic distortiorthis presence of different forms of
capital income which are taxed at different rafHsis distortion arises from two principal
sources: The personal income tax rate levied derdifit forms of income from capital and
the extent to which these earnings are subjeatrjpocate income taxation.

Almost all of the income from capital accruing talividual savers is taxed under a
separate flat-rate regime at statutory rates rgnigatween 0 and 15 percent, depending on the
manner in which the income is invested and distetuo the final investor.

For instance, interest payments from both bank siepand bonds are taxed at a flat
rate of 20 percent, being fully deductible from theese of corporate income tax. Financial
capital gains, which are taxed at 10% (or exemghdres are held for more than twelve
months) at the level of the individual, are amoing most favoured forms of passing profits.
In contrast the taxation of dividends that areritisted is considerably high and depend on
the form that the dividend takes before arrivingha hands of the individual shareholder or
in investment fund. On the whole, such disparitees to affect both the allocation of capital
and firms financing decisions.

Last, but not least, is the bias in favour of daidnce that the Portuguese tax system
shows. As with most OCDE tax systems, Portugal devalebt finance, since corporate
interest payments-in contrast to distributed psefitre deductible from the corporate tax base
and this heavily penalises new equity finance (BRXBIN SANTOS, 2001, p. 29).

As we see in this part of the study, the Portugt@seystem contains some particular
features and economic distortions which increasaptexity such as opportunities for tax-
expenditure abuses, discouraging tax complianceraiing tax collection inefficient.

4.2 Administrative complexity and compliance

The most informative measure of tax complexity e tesource cost of collecting
taxes. Different costs arise from the existenciheftax system.

The administrative costs, which are the costs mecliby revenue department, are not
the sole component in the total costs of collectidhis brings us to the question of tax
compliance costs, the costs which taxpayers inouorder to comply with the tax law.
Administrative and compliance costs together can tbemed tax operating costs
(SANDFORD, et al., 1989, p. 3).

In this part of the study we will start by examigithe costs to Portuguese government
to collect taxes as well as taxpayers’ compliandh #he tax system. We will also look at
attempts to compare these costs across countpesigbemphasis is given to a number of the
main technical features of the Portuguese tax systhich are likely to give rise to fiscal
complexity.

4.2.1 Administrative costs

The most evident administrative costs are thoseriad by the revenue departments
in collecting the tax revenue, e.g. wages and isslanf revenue staff, accommodation
(including rents, cleaning), postage, telephonentipg, travel, equipments costs as
computing and so on.

This definition of administrative costs has the @ubage of according closely with the
costs attributed to the revenue departments. Almlbshe developed countries usually keep
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the detailed components of expenditure as a mattteyutine. Consequently, it is possible to
do international comparisons.

A measure is used sometimes to compare the penfimenaf tax administrations,
either as a time series for a particular countrypetween countries, is usually the ratio of
administrative cost to tax revenue, which can keglder one tax or tax system as a whole.

This ratio is, therefore, very often used as ancatdr of Inland Revenue efficiency
(GODWIN, 1979, p. 20).

The Table 9 below shows this ratio for ten coustri€herefore, we can compare
Portuguese Inland revenue efficiency with the ctferes OCDE countries.

Table 9 — Comparison with overseas tax authorities

Countries Ratio = Costs Inland Revenue/ Fiscal Revenues
Sweden 0,42%
USA 0,52%
Spain 0,78%
Ireland 0,95%
United Kingdom 1,15%
Canada 1,20%
France 1,44%
Italy 1,52%
Portugal 1,68%
Germany 1,71%
Netherlands 1,76%

Source:OCDE, L administration fiscale dans les pays deCIDE, 2004; Série «Informations comparatives»,
Paris, p. 74; European Union, Summary Internal WagykDocument, 2001; Learning Lab on the Cost of Tax
Management Following the Meeting of 1 October, (. 2

The Table 9 shows a variation in Inland Revenueieficy from 1,76 percent, in
Netherlands, to 0,42 percent in Sweden. For thegse of comparisons, we can divide the
countries into three groups. The first group, Swealed USA, includes the most efficient tax
administrations, with costs under approximatelyOOgercent of tax revenue. The second
group comprising Spain, Ireland, United Kingdongn@da, and France incurred costs of
about 1,00 percent of tax revenue, which are ia ith the average in the sample above
presented. Finally, the third group comprisingytéPortugal, Germany, and, Netherlands,
with costs above 1,5 percent of tax revenue (Howelre Portugal, this ratio has been
decreased considerably, from 1,8 percent in 1997,% percent in 1998, to 1,6 percent in
1999, to 1,6 percent to 2000. European Union, Sumniaernal Working Document,
Learning Lab on the Cost of Tax Management Follgwire Meeting of 1 Oct. 2001, 20 pp).

These kind of international comparisons are maeguiently, particularly by tax
administrators; however, contemporary tax litermtdealing with cost of collections ratios
highlights the limitations of such comparisons whassessing overall efficiency and
effectiveness (SANDFORD, 2000).

In fact, international comparisons of any statatidata are notoriously difficult to
undertake because of the difficulty in getting ditan different countries on a reasonable
standard conceptual basis. Also, demographic, igallit social, economic, legal and
government factors can significantly affect elersenit the cost of collections ratio. Indeed,
one of the major limitations in comparing cost evenue ratios, between countries or in the
same country over time is that administrative costsolation are only one part. They take no
account of tax compliance costs (SANDFORD, etl#189; SANDFORD, 1995).

4.2.2 Compliance Costs
As Sandford (1973) said, compliance costs are tdstscover and above actual tax
payments and over and above any distortion cosez@mt in the tax or in tax system.

Revista Universo Contabil, ISSN 1809-3337, Blumenad, n. 4, p. 140-163, out./dez. 2008.



Cidalia Maria da Mota Lopes 157

For personal taxpayers they include the time takecomplete tax returns and store
and retrieve the necessary tax data, the payments tax adviser or tax preparer and
miscellaneous costs such as transport to visitxaativiser or the tax office. In turn, for
businesses compliance costs may arise from taxésegoroduct, the profits or the employees
and include the costs of learning legal obligatjarsd of collecting, recording and remitting
tax to the authorities.

Together, the administrative and compliance cosdg be termed “operating costs”.
The operating costs are the total real resourdesntap in running the tax system, which is
the important concept from the standpoint of theneeny as a whole.

Adam Smith was the first economist who recognidesl itnportance of compliance
costs in theNealth of Nations1776. After Smith, however, the subject was Iprgeglected
and no serious attempt to measure tax complianses ezas undertaken until 1930 (HAIG,
1935). Thereafter studies of compliance costs gdligavere small scale or lacking in rigour
until 1970, but the period since then has seemareasing number of high quality studies,
such as Sandford et al. (1989), in United Kingd&emrod et al. (1987), in United States of
America, and Vaillancourt (1987), in Canada. Nowadtne number of studies grows world
wide.

However, in Portugal no estimates of compliancesco$ taxation have been made
yet. Therefore, international comparisons made abofv administrative costs have little
meaning because we have considered them in isolétion compliance costs. And even
when administrative and compliance costs are censid together, there are a factors
affecting either or both of them which need to &leeh into account before one can consider
the aspects, structure, and administrative featifrdse tax systems.

Above, in the first part of the study, we outling@me administrative, technical, and
economic features of Portuguese tax system, whiakenthe system more complicate to
enforce.

In fact, Knowing that the tax system is complicaiedne thing. It is also important to
understand exactly what makes the Portuguese sgmsycomplex if we want to simplify it
in order to decrease administrative and compli@osts (LOPES, 2003).

A number of measures have been implemented in dsefpw years to enhance the
performance of Portuguese tax administration and legist improve enforceability
(BRONCHI; SANTOS, 2001).

The changes made to improve tax administratiorudesl for instance, the unification
into one register of separate direct taxes (exndiocial security contributions) and VAT
(which has facilitated the introduction of a taemtfication number and its association to the
taxpayer’s address), the introduction of an autechabaxpayer database system (RITTA,
1996), and also measures specifically aimed at remhg taxpayer services, such as the
Virtual Tax Office, which permits access to a widenber of services online.

A new supervisor body, the General Tax Administratt The main purpose of this
body is to co-ordinate auditing, training and theategic planning of the three general tax
directorates (Directorate General for Taxation -@) Directorate General for customs and
excise taxes (DGAIEC) and Directorate General fdorimation Assistance to Taxation and
Customs Services (DGITA). At the same time, theerimhl organisations of DGCI and
DGAIEC were radically changed from a tax-specificusture (personal incomes taxes,
corporate taxes, consumption taxes) to a functistmatture (assessment, collection, auditing,
taxpayer services and tax justice). This followe #pproach adopted in several other OCDE
countries (BRONCHI; SANTOS, 2001, p. 29). Was adan 1999 and the structure of the
overall tax administration was completely reorgadiswith the aim of improving tax
administration.
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The Tax Training Institute has been reformed aathitng now provides tax inspectors
in new areas of taxation and customs policy as aglh the planning of information systems.
For example, about 2000 highly-qualified tax emplesy have been hired, of which 250 are
tax inspectors.

Finally, recently approved changes include pardiasing of bank secrecy for tax
purposes. Although these changes are already anhiessults, several deficiencies are still
in place.

First, the number of tax inspectors with expenteséackle difficult international cases,
such as those related to transfer-pricing and ¢hpitalisation practices, is insufficient and
also a large number of corporate profits remairaxsed. Second, auditing resources are
substantially concentrated on bigger companiesrd]hihere is still no cross-checking
between income taxes and social security regisfds®, the tax court trials are very slow
while tax evasion is much faster. Finally, in thstlfew years, the Portuguese tax system has
been subject to frequently revisions and tax addemndvhich contribute to increasing the
legislative complexity.

All of these features together significantly diskage tax compliance as well as make
tax collection inefficient.

4.3 Legislative complexity

The Portuguese tax system has imposed unnecessargases of legislative
complexity on taxpayers as a whole. The compleaityax system depends on the increase
and uncertainty of tax legislation (LOPES, 2003).

The Portuguese tax system has known five importaatreforms in the twentieth
century, which further complicate system. The vatuoh fiscal legislation has been increased
as well as the extent of uncertainty in their iptetation. The extent of this uncertainty is just
one indicator of the tax system’s complexity. Aretis the sheer length of the tax code.

For example 2001 edition of Portuguese corporatente tax includes 71 385 words,
375 410 characters, 445 170 characters with spa®&22; rows and 2973 paragraphs
(www.agt.min-financas.pt). In turn, the Personaldme Tax Code, includes 48 396 words,
259 275 characters, 306 462 characters with spd&®%] paragraphs and 6344 rows
(www.agt.min-financas.pt).

We also did the same exercise for consummationstaxeparticular for the VAT
(LIMA, 2000), the 1987 edition includes 655 pagbe, 1995 edition 1194 pages and, finally,
the one of 2000 1439 pages.

The Table 10 below points out the number of paged articles that had been
introduced during the last tax reforms (LOPES, 2003

As can be seen in table above, the volume of fikmgklation has been increased
during the Portuguese tax reforms. oreover, regagh# tax law is subject, every year, to
frequent and several revisions and amendmentdévat not simplified the system. It can be
difficult for both tax administration and taxpaye@n one hand, it is decidedly difficult for
the tax administration to maintain constantly updatx system, which consequently elicits
the complaints of taxpayers. On the other handedame more difficult for businesses and
citizens to identify the full requirements of tla, resulting in low compliance.

In order to simplify the tax legislation severaitigtives have been made from several
countries. For example, in United Kingdom a Tax LReview Committee (1995, p. 71) was
created, in 1995, with the purpose of simplifiesd are-writes English tax law in
comprehensible and easy English (GAMMIE et al.,3)99
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Table 10 — Points out the number of pages and artes that had been introduced during the last tax
reforms
TAXES* N.° PAGES N.© ARTICLES
INCOME TAX
1922**
-Industrial Contribution 4 12
-Capital Taxes 3 11
-Personal Income Tax 6 33
1929***

-Industrial Contribution 33

6
-Capital Taxes 1 11
-Professional Income Tax 4 22
-Complement Income Tax 2 5
1960/70
-Industrial Contribution (Portugal, Decreto-Lei, n. 45103, 1963) 28 165
-Capital Taxes (Portugal, Decreto-Lei n. 44 562, 1952 16 100
-Capital Gains Taxes (Portugal, Decreto-Lei n. 46 373965) 11 67
-Profissional Taxes (Portugual, Decreto-Lei n. 44 303.962) 15 85
-Complement Taxes (Portugal, Decreto-Lei n. 45 399963) 30 161
1989****
-Corporate Income Tax (Circ) (Portugal, Decreto-Lein. 442-B/88, 1988) 52 115
-Personal Income Tax (IRS) (Portugal, Decreto-Lei n442-A/88, 1988) 50 141
-Fiscal Benefits Code (Portgal, Decreto-Lei n. 2189, 1989) 19 55
-Fiscal Penalities (RJIFNA) (Portugal, Decreto-Lei n20-A/90, 1990) 12 58
CONSUMATION TAXES
1922-Transation Tax (Portugal, Lei n. 1368, 1922) 4 9
1929-Transation Tax (Portugal, Decreto-Lei n.° 16 7311929) 4 9
1960/70-Transation Tax (Portugal, Decreto-Lei n.° 4765, 1966) 32 134
1986-Value Add Transation (VAT) (Portugal, Decreto-lei n.° 394-B/84, 1984) 54 125

* To make the table easier to read as a result wedodmetter comparisons, we have built the tablé whe
original information published in the original LaWwherefore, the articles above are those in thgirai Law as
well as the number of pages is in line with the henmof columns in the same Law.

* |Lei n.° 1368Diario da RepublicaN.® 197, | Série, 21 de Setembro, 1922.
*** Decreto-Lei n.° 16 731Diario da RepublicaN.° 83, | Série, 13 de Abril, 1929.

**** The information in the table is not completebomparable on the whole. Actually, the main inrimraof tax reform in
1989 was the change from a system based on talxediders to a system with global income taxes.

On the whole, transparency and reliability of tha&rtBguese tax system should be
further improved, while giving priority to a lowé&equency of tax changes. Consequently, we
can promote a higher degree of tax compliance.

5 CONCLUSIONS

Overall, it is important to summarize some maimpsi

a) The Portuguese tax burden is not high by intemnal comparison with other
OCDE countries as well as European countries.

b) The biggest source of tax revenue in Portugteessystem is the consumption tax
and the second biggest is the contributions toasagsurance. The personal income tax is
below the OCDE average whilst the corporate inctae although it has been increased in
the past years, is above the OCDE average;

c) According to the 1976 Constitution, the Portigpudiscal system adopted a
progressive income tax. However, while the legigtatopted for a progressive taxation of
labour income and pensions, taxation of many typeson-labour income was subjected to a
flat rate withheld at source, consequently, différgources of income were subject to
different effective tax rates;
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d) The Portuguese personal taxable incomes areetut) a graduated tax rate
structure. The current range of statutory tax regasearer to the United Kingdom and Spain
than to the others European countries;

e) To measure the progressivity of tax systens, fteicessary to take into consideration
the wide range of tax allowances and credits whetluce effective progressivity in personal
income tax;

f) The numerous allowances and exemptions existethie Portuguese personal tax or
inherited from previous regime add more complexitythe system and, at the same time,
make it more difficult to complain;

g) The majority of businesses in Portugal are it small and the burden of
corporate income tax falls on a very small numberompanies almost the big ones;

h) The corporate tax rate is proportional. Howewasrresult of a range of tax relief and
tax incentives for other purposes such as econdmicsocial aims, the effective tax rate is
much lower than the statutory rate as seen in patsocome tax rate;

i) The major corporate tax incentives are provideda regional and sectored basis.
They include investment tax credit, partial or k@eemption of the tax base, lower statutory
rates for micro-companies and companies operatiriga free zones of Madeira and Azores
are tax exempt;

) The existence of these special regimes leatixtavoidance practices of companies
such as transfer-pricing, thin capitalisation aadtoolled foreign companies;

k) The anti-avoidance rules are, in general, incamnensible for most taxpayers and
difficult for them to apply and as a result thesges are decidedly another source of
complexity for the tax system;

[) Therefore, tax incentives should be limited tstiact minimum. This would broaden
the income tax base and could possibly eliminateesmarket distortions and as a result in a
more simple and efficient system;

m) To be efficient, tax expenditures require pre@sd clear definition, which is very
difficult to achieve, otherwise they may distorsoearce allocation, discourage tax compliance
and make tax collection inefficient;

0) The measure used to compare the performan@xa&dministration is the ratio of
administrative cost to tax revenue, which is veitgro used as an indicator of Inland Revenue
Efficiency. Portugal presents one of he highesb iatOCDE countries;

p) However, international comparisons are diffictdt undertake because many
factors, such as demographic, political, sociak@rnomic, can significantly affect elements
of cost of collections ratio. Also, administratieests take no account of tax compliance.

g) In Portugal no estimates of compliance costsuxdtion have been made yet;

t) A number of measures have been implemented ituggese tax system to improve
compliance and performance tax administration sagla new supervisor body as well as
2000 new highly qualified tax employees, of whidd0z2are tax inspectors, easing of bank
secrecy for tax purposes and so on;

u) Despite these changes, several deficienciéesidt, such as the low number of tax
inspectors with the expertise to tackle difficufitarnational cases, the large number of
corporate profits that remain untaxed, the slowrsstax court trials combined with the
rapidity of tax evasion, and, finally, the increagaevisions and tax addendum, all of which
considerably contribute to the complexity of theteyn;

V) Legislative complexity has been increased dutiregPortuguese tax reforms since
the volume of tax legislation and the extent ofartainty has also been increased.

X) To sum up, as Portugal can not afford to redteoees without reconsidering
expenditure, the main options for a revenue taxrakveform should include transparency
and reliability while giving priority to a lowerdiquency of tax changes.
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