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Foreword

Fostering the development of small and medium-sized enterprises (SMEs) is rightly a
cross-cutting priority of the Turkish G20 Presidency. SMEs are the economic backbone of
many of our economies and they serve as key engines for job creation. This study, Taxation
of SMEs in OECD and G20 Countries, examines the influence of tax systems on a range of
challenges faced by SMEs, including decisions relating to their creation, form and growth.
SMEs make up the vast majority of business entities and contribute strongly to employment
and economic growth, spanning the full breadth of industries and sectors, and differing in
their propensity to innovate and grow. At the same time, SMEs face particular challenges
in relation to their access to finance. The tax system plays a dual role: at times, as a tool to
assist in overcoming these challenges, and at others, as an obstacle.

Understanding the role of the tax system in the decisions of SME owners and managers
is therefore critical in providing policy solutions to support their success. This study
provides insights into the influence of tax systems on SMEs in 39 OECD and G20 countries,
including Argentina, Australia, Austria, Brazil, Belgium, Canada, Chile, China (People’s
Republic of), the Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece,
Hungary, Iceland, India, Ireland, Israel, Italy, Japan, Korea, Luxembourg, Mexico, the
Netherlands, New Zealand, Norway, Poland, Portugal, the Slovak Republic, Slovenia, South
Africa, Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the United States.

Taxation of SMEs in OECD and G20 Countries finds that rather than being neutral
in their impact on SMEs and their decisions, tax systems often provide incentives for
SMEs to incorporate, and to distribute income in the form of capital, particularly in
the form of capital gains, which is often lower-taxed. In addition, some tax systems can
disproportionately affect SMEs relative to large enterprises, to the extent that they treat
profits and losses asymmetrically, have a bias towards debt over corporate equity, and
impose relatively higher compliance costs.

Governments take many measures to reduce these impacts, providing tax preferences and
simplification measures targeted at SMEs. Tax preferences are also intended to assist with other
challenges faced by SMEs, and to support their creation and growth. This study discusses these
measures and encourages careful targeting of any special tax rules for SMEs, to ensure they
meet their policy objectives in a cost-effective way. It cautions against introducing preferences
or simplification measures that create further distortions or complexities.

The taxation of SMEs, and the provision of SME-specific tax rules can, if carefully
designed, play a useful role in addressing the challenges and the disproportionately high tax
compliance burdens faced by SMEs. Taxation of SMEs in OECD and G20 Countries provides
cross-country comparison and analysis that can assist policymakers in designing tax policy to
support the creation, innovation and growth of SMEs in G20 countries and beyond!
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Angel Gurria
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Executive summary

In most countries, small and medium-sized enterprises (SMEs) represent more than
95% of all firms. SMEs account for a large proportion of total employment and contribute
significantly to national and global economic growth. They are also strongly heterogeneous:
across and within industries and sectors; in their innovation behaviours; and in their
profitability and growth potential. Importantly, SMEs also generate a significant share of
all taxable business income in most economies.

SMEs are important for their contribution to employment, economic growth, innovation
and the diversity and competition that they can bring to markets. As a large and important
part of all national economies, SMEs often face challenges to their viability and growth,
some of which are created by market failures, capital market imperfections and compliance
costs.

This study examines the tax policy and tax administration arrangements affecting
SMEs in OECD and G20 countries, drawing on the results of a questionnaire completed by
38 countries and on existing OECD databases. Based on the experiences of these countries,
the study considers the influence that general tax rules and special tax measures can
have on a number of economic margins, including the decision to enter self-employment,
decisions over business form and whether to incorporate, the form of distribution of SME
income, the size and growth of the business, decisions relating to investment, employment
and finance, and compliance with tax rules.

Ideally, a country’s tax system should be neutral with regard to its impact on business
decisions, including the creation, form and growth of SMEs. However, the study finds
that many of the tax systems examined provide incentives to incorporate and to distribute
income in the form of capital, particularly as capital gains. In addition, certain features of
the tax system may inadvertently disadvantage SMEs relative to larger enterprises. These
features included the asymmetric treatment of profits and losses, a bias towards debt over
equity and higher fixed costs associated with tax and regulatory compliance regimes.

The study notes that one of the most important issues affecting SMEs is the
disproportionately high impact that regulatory requirements and the costs of tax compliance
have on them. Even though many tax requirements may appear to be relatively “neutral”
for businesses of all sizes, the significant fixed costs associated with compliance represent
a higher cost for SMEs as a percentage of sales and income, and consequently have a
greater adverse impact upon SMEs than larger businesses.

Another key issue affecting SMEs, which has been exacerbated since the financial
crisis, relates to their limited access to finance for growth and expansion. With limited
access to equity financing, SMEs also face considerable constraints in relation to debt
financing. Availability of debt finance and the terms upon which it is granted to SMEs
means that they are more finance-constrained and generally face greater costs in accessing
finance than their larger competitors.

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015
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Against this backdrop, many governments provide support to SMEs through non-tax
programmes, such as credit programmes, as well as through special tax rules, including
both tax preferences and simplification measures for SMEs. This study presents details of
the range and scope of special SME tax rules currently provided by governments. These
measures include special small business corporate tax rates in fifteen jurisdictions; more
generous tax deductions, tax credits or tax exemptions; preferences that apply directly to
the owner or investor of the SME, providing relief for initial investment, ongoing income,
or on disposal of the SME’s assets; and special simplification rules, including special
presumptive tax regimes for small enterprises reported in seventeen countries and special
SME replacement taxes (presumptive or cash flow) reported in six countries.

While many of these special SME tax rules are designed to support the growth and
profitability of SMEs, their design and introduction can have distortive impacts by giving
businesses an incentive to remain small or to split up into different businesses to continue
benefiting from the preferential tax treatment. These preferences need to be carefully
targeted and designed to overcome the specific economic or tax difficulties identified or to
provide support to companies providing positive spillovers to the economy.

After assessing some of the benefits and disadvantages of various approaches, the
study highlights and identifies some principles to guide governments when developing and
implementing measures to encourage the creation, growth and innovation of SMEs.

Some of the key findings include:

* SMEs often face higher tax compliance costs, in relative terms, due to their
smaller size. When designing and implementing tax policies, governments should
consider whether certain measures have a disproportionate impact on SMEs. Many
countries provide special provisions and simplification measures that are designed
to reduce the tax compliance costs of SMEs.

* The heterogeneity of the SME population means careful targeting is required
to ensure that any government interventions, including tax preferences, achieve
their stated policy objectives. With the exception of the disproportionately high
compliance costs on SMEs, the size of a business alone may not be sufficient
justification for government intervention in the form of special rules. Careful
targeting of special tax rules can reduce their costs and potential distortions while
ensuring that the intended goals are met.

* There may be a particular case for targeting preferences and simplification
measures toward younger SMEs, who are most affected by finance and cash flow
difficulties, face barriers to entry and growth from incumbent firms, are more
likely to grow than older SMEs, face the highest compliance cost burdens and are
likely to have higher spillover effects from innovation. Nonetheless, even within
this group, measures should be carefully targeted to address the specific problem
(e.g. access to finance, compliance costs) or particular objective (e.g. innovation).
Young, small firms are also the riskiest and most likely to go out of business.

» Caution is needed to ensure that tax preferences or simplification measures do not
introduce further distortions. These distortions can result in incentives to alter
economic activity in unintended ways to benefit from special tax rules, horizontal
inequities in the treatment of different firms or individuals depending on their
characteristics, or the creation of additional barriers to SME growth owing to the
creation of sized-based thresholds which provide incentives to remain under that
threshold, whether artificially or by restraining growth.

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015
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*  When introducing special tax rules for SMEs, care should be taken to ensure that
these measures do not increase complexity. The costs associated with tracking
eligibility, keeping specific records and interacting with the tax system for multiple
different preferences or simplification measures can increase the complexity of the
system. In this regard a simpler general tax system may be more advantageous to
SMEs than a series of simplification measures.

»  Process simplifications, particularly through targeted use of technology, offer many
advantages in lowering compliance costs by streamlining and reducing the steps
required to comply. They can, therefore, be a powerful tool to enhance compliance
and reduce its costs.

The taxation of SMEs is an important issue given their importance to the economies
of countries. Careful design of government programmes for SMEs, including special tax
rules, can address market failures and the disproportionately high compliance burdens
faced by SMEs. Consideration of the heterogeneity of the SME sector and the different
challenges faced by SMEs and their owners need to be considered in the design of the
taxation rules as governments endeavour to promote the creation, innovation and growth
of SMEs.

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015
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Chapter 1

The role of SMEs in domestic economies

This chapter provides an overview of SME characteristics in OECD and G20
countries. It firstly considers their role in domestic economies, examining their
contribution to employment, value-added and exports. It then considers characteristics
of SMEs for tax purposes, considering their share of total taxable business income,
their average taxable income at the entity level, and whether their income is subject to
single or double-level taxation.

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015
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1.1. Introduction

This chapter describes some overarching characteristics of small and medium-sized
enterprises (SMEs) in OECD and G20 countries. In particular, it considers their role in
the economy and their characteristics relevant for tax purposes, including their taxable
business income and tax status as single or double-taxed entities. It draws on existing
OECD databases as well as data on taxable income and business form that were reported
by the 38 countries that replied to a questionnaire on the taxation of SMEs distributed in
March 2015. This information is intended to provide context for the discussion of tax policy
and administration issues in the remainder of the study.

The chapter uses definitions of SMEs which are based on either the number of
employees or the annual turnover, using categories that are consistent with the European
Commission’s definition of micro, small and medium-sized enterprises (see Box 1.1 for a
fuller description of how SMEs can be defined). Recognising that countries use a number
of definitions of SMEs, the later chapters of the study consider SMEs as defined in national
jurisdictions for the purpose of the measure being addressed.

This chapter is structured as follows. Section 1.2 considers the role of SMEs in the
economy through their contribution to employment, value-added, exports and innovation.
It also considers their survival rates. Section 1.3 considers tax characteristics of SMEs,
including the amount of taxable business income from entities of different sizes and tax
statuses. Section 1.4 concludes.

Box 1.1. Defining SMEs

There is no single agreed definition of a SME, nor is there a sole criterion that determines
SME status. A variety of definitions are applied in OECD and G20 countries, though almost
all make references to SMEs as non-subsidiary, independent economic entities that are not
controlled by a large or medium-sized enterprise. Common categories used in the definition,
however, include the number of employees, annual turnover and the size of the balance sheet
(net assets).

A commonly-used categorisation for SMEs is provided by the European Commission
(Recommendation 2003/361/EC of 6 May 2003). The commission classifies micro, small and
medium-sized enterprises based on their number of employees and either turnover or balance
sheet total, stating that SMEs are “enterprises which employ fewer than 250 persons and
which have an annual turnover not exceeding EUR 50 million, and/or an annual balance sheet
total not exceeding EUR 43 million”. Within this definition, a small enterprise is defined as
having less than 50 employees and turnover or balance sheet of less than EUR 10 million; and
a microenterprise as a firm with less than 10 employees and a balance sheet or turnover below
EUR 2 million.

Many non-EU OECD and G20 countries use alternative definitions. Canada defines SMEs
as firms with fewer than 500 employees, while a number of countries cap the limit for a SME
at a lower number of employees, such as 100 in Israel and 19 in New Zealand. Chile uses
an annual turnover cap of UF 100 000 (CLP 2.49 billion, EUR 3.59m) to define SMEs, the
Russian Federation has a RUB 1 000 million (EUR 16.76 million) turnover limit, India places
upper bounds of INR 100 million (EUR 1.38 million) and INR 50 million (EUR 0.69 million)
on investment in plant and machinery, and equipment, respectively, and Indonesia requires net
assets worth less than IDR 200 million (EUR 13 250) and ownership by an Indonesian national
as two of five necessary criteria for SMEs. Further, within China, Japan, Korea and Mexico,
the definition of a SME varies depending on the sector being examined.
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Box 1.1. Defining SMEs (continued)

Definitions within countries may be set to reflect different country-specific considerations.
These often relate to economic, financial, political and social settings or concerns, and thus
greater harmonisation of definitions both within and across countries has proved challenging.
Furthermore, within-country differences may exist for data collection purposes. For example,
some banks and financial institutions do not use national statistical definitions for a SME but
a different definition to collect data on SME financing

The definition of a SME may also vary for tax purposes. For example, eligibility for
the reduced SME tax rate in Luxembourg is based on the level of taxable income, whereas
in Canada and Japan it is based on the capital of the business. France and Spain use a gross
turnover test to determine eligibility for their concessionary SME rates. Businesses in Belgium,
on the other hand, are only eligible for the reduced SME rates if they meet requirements
relating not just to taxable income, but also to the activities of the company, the shareholding,
the dividend yield and the remuneration of the managers of the business.

1.2. SMESs’ contribution to domestic economies

Based on the definition of SMEs used by the European Commission (less than
250 employees and less than EUR 50 million of turnover), responses to the questionnaire
indicate that SMEs account for almost all firms, representing over 99% of all firms in each
country. In all countries, micro-firms (defined as firms with less than 10 persons employed)
are the most common form of enterprise: they account for between 78% of firms in Japan and
96% of all firms in Denmark, India, the Netherlands, Spain and Sweden).!

SMEs are a diverse group of entities, differing largely in terms of size, from micro-
enterprises to medium-sized companies. They operate in a wide range of sectors, as shown
in Figure 1.1 within the service provision sector.

Figure 1.1. Composition of SMEs in the service sector, 2012
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Source: OECD Structural and Demographic Business Statistics, http://dx.doi.org/10.1787/sdbs-data-en.
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SMEs also vary markedly in terms of their competition, propensity to innovate and
growth potential. Some SMEs are new firms that tend to grow quickly while many remain
small firms. Across all firms, OECD (2014) estimates that high-growth firms (defined as
firms with average employee growth of more than 20% per year over three years and with
more than ten employees at the outset) account for between two and six per cent of the firm
population, with 1% of the population of firms being “gazelle” firms — high-growth firms
in their first five years of employing staff.

This section considers the importance of SMEs in economies with respect to a number
of characteristics, including their contribution to employment, value-added, exports and
innovation. It concludes by looking at their survival rates. Information in this section
has been drawn from the Structural and Demographic Business Statistics database,
Entrepreneurship at a Glance (OECD, 2015) and questionnaire responses.

Employment

SMEs contribute significantly to total employment. In all countries for which data
was provided, with the exception of India, SMEs account for over half of total employees,?
whether defined by the number of employees or by the amount of turnover.

Figure 1.2 shows the number of persons employed by firms with less than 250 employees
(left-hand panel) and with a turnover smaller than EUR 50 million (right-hand panel), as a
percentage of total employment. The remaining percentage of total employment is provided
by large firms (i.e. those classified above these thresholds). The figure shows that although
countries vary in the proportion of employment provided by SMEs, as a whole, SMEs employ
at least 60% of persons employed in all but four countries for which data was reported
(Australia, France, India and Luxembourg). They account for over 75% of persons employed
in Chile, Estonia, Japan and New Zealand, with firms with less than 250 employees employing
66% of the labour force on average, and 77% for businesses with an annual turnover of less
than EUR 50 million. The low proportion of those hired by SMEs in India may reflect the
presence of unregistered firms that account for a significant proportion of employment.

Figure 1.2. Relative contribution of SMEs to total number of persons employed, 2014
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Annex B for country details and caveats. The mean is the unweighted average of the countries shown in each graph.
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Micro-enterprises (i.e. less than 10 persons employed, or less than EUR 2 million in
turnover) in particular account for a significant share of employment. Together with small
enterprises (less than 50 employees or turnover smaller than EUR 2 million) they provide
the greatest share of employment, accounting for at least 30% of total employment across
all countries, except India, and over 50% in Estonia, Japan and New Zealand. However,
in some countries, such as the United States, businesses without employees may be
“independent contractors” and are similar to workers.?

The contribution of SMEs to employment differs by sector. In the service sector, a
greater proportion of employment is found in SMEs than in the manufacturing sector, partly
reflecting the capital intensive nature of manufacturing, although SMEs account for over 50%
of employment in both sectors in all countries except Germany, Russia and the United States.
SME:s operating in the service sector employ a greater percentage of employees than those in the
manufacturing sector in all countries except the Netherlands, Portugal and the United Kingdom.
Figure 1.3 shows the proportion of total employment in each sector in SMEs across countries.

Figure 1.3. Employment, SME share, manufacturing and services
(2012 or latest available year)
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Source: Calculations based on OECD (2015), Entrepreneurship at a Glance 2015, OECD Publishing, Paris.
Figures for Ireland and Israel are for 2011. Figures for Mexico are for 2009. Data for Japan are provided by
the Small and Medium Enterprise Agency in Japan, using the 2012 Economic Census for Business Activity
(MIC, MET]I) in Japan, and show the share of enterprises with less than 300 employees.

SMEs employ around 60% of employees in the manufacturing sector despite making
up over 99% of the firm population. Micro-enterprises also play a more significant role
in the services sector than in the manufacturing sector, accounting on average for around
34% of total employment in the service sector and 14% in manufacturing (OECD, 2015).

SME contribution to value-added and exports

In most economies, SMEs account for a considerable proportion of value-added
(defined as the difference between production and intermediate consumption), although the
proportion is lower than for the number of persons employed due to the typically lower labour
productivity of SMEs compared to larger firms. SMEs’ share of value-added, however, varies
by sector and also by country, with SMEs in certain sectors (such as transportation, storage,
gas, steam and air conditioning) contributing more to value-added in some countries than
larger firms, although the relevant sectors differ between countries. The proportion of value-
added derived from SMEs at an economy-wide level is shown in Figure 1.4 for 31 countries.
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Figure 1.4 shows that the proportion of value-added from SMEs ranges from just
over 30% in Mexico to 84% in Luxembourg, with SMEs in most countries accounting
for between 55 to 75% of value-added. A significant proportion of this comes from the
smallest SMEs, due to their greater numbers. Large enterprises account for comparably
more value-added on a firm by firm basis; on average, they account for 42% of value-added
despite accounting for less than 1% of firms (OECD, 2015).

Figure 1.4. Value added, by enterprise size (2012 or latest available year)
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*Data for Japan for the 50 to 249 size class is not shown as the data collected for Japan does not separately
identify these enterprises.

The share of direct exports from SMEs varies significantly across countries, ranging
from just over 6% in Mexico to over 54% in Ireland. SMEs account for less than half of
total exports in all but two countries, as shown in Figure 1.5. Notably, within the SME
sector, it is medium-sized enterprises (enterprises with between 50 and 250 employees),
rather than micro or small enterprises, which contribute most to exports in each country,
with the exception of Ireland.

Figure 1.5. Export by enterprise size class (2012 or latest available year)
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Source: OECD (2015), Entrepreneurship at a Glance 2015, OECD Publishing, Paris.
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Figure 1.5 notes only the direct contribution to exports made by SMEs. SMEs may
also make indirect contributions to exports as suppliers of larger exporting businesses.
Preliminary estimates of the scale of this impact suggest that it can significantly exceed
the direct effect (OECD, 2015).

SMEs are also increasingly involved in global value chains as partners, suppliers and
distributors of large and multinational companies. This presents a range of opportunities,
including benefits from involvement in new, global and niche markets for the provision of
specialised products and services, the ability to outsource non-core activities, and co-operation
with partners both upstream and downstream (OECD, 2008). Firms that are able to respond
quickly and to innovate are better-positioned to play a part in these global value chains
(OECD, 2014). Tax settings that are conducive to growth and that support SME finance and
innovation are part of the broad backdrop necessary to promote SME involvement in global
value chains.

In all countries for which data were reported, higher shares of large firms are involved
in innovation activity than SMEs. On average, in these countries, 27% of SMEs engaged
in some form of innovation against 55% of larger enterprises. This may reflect the greater
impact of barriers to innovation (such as lack of funding, or the high costs of innovation)
on smaller than larger enterprises (OECD, 2014).

Survival

Younger businesses tend to have a high failure rate than older firms, with over half
of enterprises failing by the fifth year of their operation. Data for a selection of countries
in Table 1.1 indicates the successive survival rates of new enterprises (regardless of their
size) in the first five years of their operation. While this will be affected by prevailing
macroeconomic conditions which can differ between years, it indicates the high rate of
volatility among younger firms.

Table 1.1. Survival rates of new businesses in first five years of operation, 2012

Country Year 1 Year 2 Year 3 Year 4 Year 5
Austria 87% 7% 66% 60% 55%
Czech Republic 84% 63% 54% 48% 43%
Hungary 70% 53% 41% 32% 27%
Italy 83% 69% 53% 45% 38%
Luxembourg 91% 75% 66% 58% 50%
Portugal 85% 68% 56% 46% 39%
Slovenia 84% 70% 52% 48% 43%
Spain 74% 60% 45% 36% 29%

Source: OECD calculations based on OECD Structural and Demographic Business Statistics, http:/dx.doi.
org/10.1787/sdbs-data-en.
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1.3. Taxable income and tax status of SMEs

This section discusses characteristics of SMEs from a tax perspective, drawing on
data reported by G20 and OECD countries in questionnaire responses. It considers first
the total taxable business income of SMEs (at the entity level), looking at the share of
total taxable income of different sized SMEs and the average taxable income for firms of
different sizes. It then considers the proportion of entities at different size levels that are
double-taxed (i.e. where SME income is taxed at both the entity and the personal level) and
the respective contributions to taxable business income from single-taxed and double-taxed
entities.

Taxable income

Taxable business income at the entity level includes taxable income from single-taxed
entities (reported as personal income) as well as business-level income from double-taxed
entities. It does not include personal income from double-taxed entities in the form of
dividends or capital gains, to include this would be double-counting. However, taxable
income at the entity level will not necessarily include all SME income, particularly for owner-
operated business as it will not include SME income paid as labour income to the owner.
The labour income of the owner of a SME, whether single or double-taxed, will typically
be deductible against business income and treated as taxable personal income of the owner.*

The share of SMEs in total business income differs markedly across the countries
which provided data in response to the questionnaire. These results are summarised in
Figure 1.6, which indicates the relative contribution to total taxable business income at the
entity level reported within countries by different sized firms. The left hand side of the
figure shows the break-down by the number of people the SME employs, while the right
hand side is broken-down by the annual turnover of firms. The remaining contribution is
derived from large firms, defined as firms with more than 250 employees and turnover
greater than EUR 50 million, respectively.

Figure 1.6. SMEs relative contribution to total taxable business profits at entity level, 2014
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Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015. See
Annex B for country details and caveats. The mean is the unweighted average of the countries shown in each graph.
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Figure 1.6 shows that the amount of taxable business income of firms with less than
250 employees ranges between 31% of total business income in Argentina to 85% in
Estonia, averaging 63% for the countries for which data is available. A similar pattern is
observed for firms with turnover of less than EUR 50 million, whose share of total taxable
business income ranges from 38% of total business income in the United States to 90% in
Estonia, averaging 63% among the countries that provided data.

The smallest category of firms by employment (i.e. those with nine employees or fewer)
accounts for a larger share of taxable income than firms with 10-250 employees, averaging
35%, seven percentage points more than the three other SME categories combined. A
similar picture can also be seen for firms with the lowest level of annual turnover (less than
EUR 2 million), averaging 34%; in all but two countries these firms contribute over 20% of
taxable income, while in the majority of countries this rises to over 30% of taxable income.

The greater contribution of the smallest SMEs to total taxable business income is largely
due to their high share in the firm population in each country. Although the share of total
business income is larger for the smallest SMEs than for larger entities, average taxable income
per firm increases relatively steadily with firm size, both on an unweighted average basis
across the countries that provided this data and also within each of the individual countries.

Figure 1.7 illustrates the average total taxable business income at entity level reported by
single and double-taxed firms across the countries that provided data. For the figure on the
left-hand panel, firm size is categorised by the number of employees, and on the right-hand
side, by annual turnover. The underlying data for each country is presented in Annex B.

The average total taxable business income for both single and double-taxed firms
increases quasi-exponentially as the size of the business increases. The average total
taxable business income at entity level of double-taxed micro-enterprises is EUR 47 000
compared to EUR 12.1 million for the largest firms (by employees) and EUR 22 000
compared to EUR 22.1 million (by turnover). At all business sizes — defined by number
of employees — double-taxed firms have higher average taxable income than single-taxed
firms. The difference between the two is relatively small when the size of the business is
small, but the gap between the two firm structures widens as the size of the firm increases.

Figure 1.7. Unweighted country averages of total taxable business profits at entity level for
single-taxed and double-taxed firms, 2014
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Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
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hand panel) and AUS, AUT, CAN, EST, FRA, DEU, HUN, ISL, IRL, ITA, KOR, NZL, POR, SVN, USA
(right-hand panel). Individual country calculations and caveats are provided in Annex B.
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Both the increasing levels of taxable income with entity size and the higher levels
of taxable income in double-taxed entities are representative of the patterns observed at
individual country level, which are shown individually in Annex B.

Tax status of enterprises as single- or double-taxed

The income of SMEs may be taxed at the personal level only, or at both the entity level
and again at the personal level when the income is distributed to the owners or investors. In
many but not all cases, the tax status of a SME follows its legal form, with unincorporated
entities generally being single-taxed and incorporated entities generally being double-taxed —
although this assumption is not true for all countries, as described in Chapter 2. Incorporation
may offer a number of advantages to business, including in many cases limited liability of the
shareholders, improved access to capital markets and increased ease of business continuity.’
However, the formation of an incorporated business is generally more costly in terms of legal
fees in establishing and registering articles of incorporation, compared with setting up an
unincorporated business, and typically has higher ongoing costs.

Double-level taxation of businesses is increasingly common as business size increases,
whether measured by employment or by turnover. Across all countries for which data was
provided in response to the questionnaire, larger entities are more likely to be doubled-taxed
than smaller entities. This likelihood increases as firm size increases, whether measured

Figure 1.8. Proportion of double-taxed entities by firm size, 2014
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Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015. See
Annex B for country details and caveats. The mean is the unweighted average of the countries shown in each graph.
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in terms of number of employees or turnover, where all countries except the United States
(which allows flow-through taxation of many incorporated entities so that they are taxed
only at the personal level) report that over 60% of large firms are taxed at both the entity and
the personal level. The most marked difference in tax status is observed between micro and
small enterprises: that is, in firms on either side of the boundary marked by ten employees or
turnover of more than EUR 2 million. As double-tax status often, but not necessarily, follows
incorporation, this implies that firms are more likely to incorporate as they grow in size. An
unweighted average of the respondents to the questionnaire illustrates that 38% of firms with
nine or fewer employees have double-tax status. The number of firms with double-tax status
rises to 79% and 86% for businesses with 10-49 employees and 50-249 employees, while the
rate for enterprises with 250 employees or more is 94 percent. The equivalent rates for firms
classified by turnover size follow a similar pattern; 40 percent, 83 percent, 85% and 87%
for businesses with turnover smaller than EUR 2 million, between EUR 2 and 10 million,
between EUR 10 and 50 million and over EUR 50 million, respectively.

Figure 1.8 illustrates the proportion of entities of each size that are taxed at both the
entity and the personal level. It shows entities by the number of employees working in
firms (left-hand side) and by the amount of firm turnover (right-hand side). Countries are
ranked by the share of microenterprises.

Business income by tax status

The amount of total taxable business income reported by single and double-taxed
entities also varies considerably between countries. Figure 1.9 shows the relative share of
total taxable business income of single and double-taxed firms of all sizes in each country
which provided this information.

Figure 1.9. Contribution to total taxable business profits at entity level by firm structure,
2014
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Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015. See Annex B for country details and caveats. The mean is the unweighted average of the countries
shown in the graph.

In all countries other than Austria, Germany and the United States, double-taxed
enterprises report a greater share of taxable business income than single-level taxed entities.
This is partially linked to the fact that double-taxed entities typically report higher levels
of taxable income than single-taxed entities. On average, double-taxed firms reported 74%
of total taxable income. A significant factor in the difference between the contributions to
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taxable firms across countries is the overall level of double-level taxation of entities within those
countries. For example, in Austria and the United States around 13% of businesses are subject to
double-level taxation, compared to 33% and 58% in Slovenia and Estonia, respectively.

1.4. Conclusions

SMEs are a strongly diverse group, spanning all sectors of the economy. They differ
in terms of employment, from micro-enterprises with less than ten employees and less
than EUR 2 million in turnover to medium-sized enterprises with up to 250 employees
and EUR 50 million in turnover. They also differ in whether they export or innovate;
and growth rates differ strongly among SMEs, from high-growth young enterprises to
businesses that fail in the early years of their operation.

In all of the countries measured, SMEs make up over 99% of all firms. The large
numbers of SMEs mean that they contribute significantly to total employment, particularly
in the service sector. The number of micro-enterprises means that they account for a
substantial share of employment in most of the jurisdictions considered. Micro-enterprises
also account for a significant share of value-added, although the higher labour productivity
of larger firms means that the share of value-added from SMEs is lower, relative to their
share in employment. Medium-sized enterprises and larger firms contribute more to
exports, although SMEs indirect contribution to exports as suppliers and partners of larger
firms should not be underestimated.

From a tax perspective, SMEs report the largest proportion of total taxable business
income, with much of this being reported by micro-enterprises due to their share in firm
population. Taxable income rises steadily with firm size, as does the proportion of firms
subject to double-level taxation. On average, double-level taxed firms are more profitable
than single-level taxed firms of the same size, and consequently they report a greater share
of total taxable income.

The following chapters examine the different dimensions of tax policy and administration
that affect SMEs of different sizes, forms and activities. Those tax dimensions can affect a
number of important economic margins at which SME owners, investors and managers make
decisions.

Notes

1. Full information for each country is provided in Annex B, showing the number of firms (as a
proportion of total firms) at different levels of turnover in each country, by single- and double-
taxed status.

2. Data provided in the questionnaire was on the number of persons employed, not the full-time
equivalent employment.

3. The distinction between an independent contractor and an employee depends on the specific
facts. In the United States, the general rule is that an individual is an independent contractor
if the payer has the right to control only the result of the work and not what will be done and
how it will be done. The earnings of a person who is working as an independent contractor are
subject to Self-Employment Tax (United States Internal Revenue Service, 2015).
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4. Labour income of owners is not deductible in the United States if the SME is organised as a
sole proprietorship or partnership.

5. The United States is an exception in that limited liability of shareholders is not limited to
corporate entities and may explain why most SMEs in the United States are organised in
single-taxed entities discussed below.
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Chapter 2

Income taxation of SMEs

This chapter describes the different tax regimes that apply to SME income under
both corporate and personal tax regimes. Firstly, the chapter provides a framework
for considering the influence of tax policy issues on the decisions of SME owners,
before considering the link between legal and tax status. Secondly, the chapter
considers the taxation of SMEs taxed only at the personal level, estimating the
marginal tax rates at different levels of SME income. Thirdly, the chapter discusses
the taxation of SMEs which are double-taxed, considering taxation at the corporate
level and subsequent taxation at the personal level when the income is distributed
to the owner. Finally, the chapter concludes by discussing the impact of income
taxation on the decisions of SME owners.
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2.1. Introduction

This chapter describes the different tax regimes that apply to income from SMEs
under personal and corporate income tax regimes. It describes the general rules rather than
preferences that apply in some cases, which are described in Chapter 3 of this study. The
study considers tax rules as they apply to SMEs operating in a domestic context and does
not consider cross-border or international tax issues that may arise for SMEs engaged in
transnational activity.!

Section 2.2 of this chapter provides an overview of the framework and assumptions
used in this chapter. Section 2.3 discusses the taxation of SMEs when they are taxed only
at the personal level. Section 2.4 discusses the taxation of SMEs that are subject to taxation
at both the business and personal levels. Section 2.5 concludes by discussing the impact of
income taxes at different economic margins.

2.2. Framework and assumptions

The way in which SME income is taxed, and the different forms of taxation depending
on the form of the business or distribution of income, can influence a number of decisions
made by the owner. These decisions include whether to move into self-employment
from employment (or unemployment), whether to operate a SME formally or informally,
whether to incorporate the business or not, and decisions about whether income should
be distributed as dividends, capital gains, or as compensation for labour (i.e. wages). The
decisions do not occur linearly and may be revisited throughout the life and growth of the
SME. They are summarised in Figure 2.1.

Many of these decisions will be affected by a myriad of factors not examined in this
study, such as the ability of SMEs to attract finance or the availability of limited liability.
However, examining marginal statutory tax rates that apply to different forms of income
and to unincorporated and incorporated SMEs can provide some indication of the influence
of the tax system on each of these economic margins.

This chapter reviews the income taxation of SMEs considering personal and corporate
income taxes. In most countries, the taxation of a SME under personal and corporate taxes
will depend on its business form: typically, unincorporated SMEs are taxed only at the
personal level whereas incorporated SMEs are taxed first at the corporate level and then
again when profits are distributed at the personal level, subject to any integration measures
between these levels of taxation. When corporate taxes apply, differential rates may be
applied for business under a certain size threshold. In some countries, the nature of the
tax treatment may differ from the legal status of the firms, where in some circumstances
unincorporated businesses are taxed at both the corporate and personal levels, or incorporated
businesses may be taxed only at the personal level. Table 2.1 summarises the extent to which
taxation follows the legal form of the entity in 37 countries.

In addition to personal and corporate income taxes, social security contributions (SSCs)
may also apply to SME income. Thirty-two OECD countries levy SSCs, with Australia and
New Zealand being the only exceptions. Contributions are levied on both employees and
employers and separately on the self-employed. Germany and Japan do not have compulsory
self-employed SSCs and Poland has compulsory self-employed SSCs paid as a lump sum.
Employee and employer SSCs are typically levied on labour income alone, whereas self-
employed SSC are generally levied on total taxable business income, including both labour
and capital income. The design of these systems varies, as described more fully in Annex C.
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Figure 2.1. Influence of taxation on SME economic margins
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*This assumes that the tax consequences of incorporation are to add a layer of taxation at the entity level. This may not be the
case for all entities as in some countries, some incorporated entities are taxed only at the personal level, or some unincorporated
entities may be subject to taxation at both the entity and personal level. Table 2.1 provides a brief description of these exceptions.

In some countries, SMEs may be taxed under special taxation regimes that differ
from standard personal or corporate income tax rules. Examples of these regimes include
presumptive taxes that base the calculation of tax on a proxy for income (e.g. turnover or
number of employees) or the specific SME tax regimes existing in Hungary and Mexico.
Eligibility for these schemes may be based on an entity’s size, capitalisation, income, or
age. These systems are described in Chapter 4.

Tax preferences may also affect the overall tax liability for a SME. Many countries
apply preferential taxation of capital gains made on SME investments, or provide enhanced
credits or deductions in respect of SME tax calculations. These are described in Chapter 3
but are not taken into account in this analysis of the general tax rules.

The tax rates reported in this chapter are statutory rates rather than effective rates as they
do not include tax base considerations that determine the extent to which taxable business
income differs from economic income, or the impact of tax credits in reducing tax liabilities.
The way in which the tax base is calculated, particularly with regard to allowable deductions,
may differ by entity type. Similarly, some tax credits are only available to one form of entity.
For these reasons, cross-country comparisons of these rates require caution and care in the
analysis. To the extent that tax base and tax credit provisions do not differ based on the form
of entity, within country comparisons of single and double-taxed entities are useful as the tax
rates provide an indication of the difference in effective tax rates between these forms. Where
deductions and tax credits apply specifically to SMEs but not to other business forms, these
are described in chapter 3, but are not taken into account in this analysis.
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The marginal statutory tax rates shown in this chapter generally assume that the taxpayer
is subject to the top marginal rate. However, not all SME owners face top personal rates so
there is some discussion of rates faced at lower levels of income. Further assumptions specific
to each form of taxation are described in the relevant subsections of this paper.

Table 2.1. Single and double level taxation and relationship with incorporation

Tax follows Unincorporated entities Incorporated entities
legal form taxed under corporate income taxes taxed only under personal income taxes

Argentina Y

Australia Y

Austria Y

Belgium Y

Brazil Y SCP (silent partnerships)

Canada Y Corporate-equivalent tax regime applies to Co-operative corporations can distribute earnings as
publicly-traded partnerships and trusts (other than tax-deductible patronage dividends which are taxable
real estate investment trusts) only at the member level.

Chile Y Sociedad de hecho; a Fondo de inversion privado Sociedades professionales and (as of 1 Jan 2017)
if it does not comply with the requisites for being any Sociedad with only individuals as owners or
taxed as such; co-ownerships; and an Empresario participants, may opt to pay the personal tax.
individual (individual business person) will be
taxed under the Business Profits Tax.

China Y

Czech Republic Y

Denmark

Y Partnership companies and limited partnerships

Estonia Y Firms only subject to PIT

Finland Partnerships and limited partnerships, although losses
are quarantined at the entity level

France Y Afiscally-transparent tax regime applies to Fiscally-transparent companies (including sociétés

unincorporated entities (sociétés créées de fait), civiles, sociétés en nom collectif, entreprises
who can opt to be taxed under corporate tax. unipersonnelles en participation) can opt to be taxed

under corporate tax.
Companies with limited liability status taxed under CIT
(sociétés anonymes, sociétés par actions simplifiées,
sociétés a responsabilité limitée) can opt, under
conditions, to be taxed only at the personal level
for five years of creation of an unlisted company
the capital of which is owned at least for 50% by
individuals and at least for 34% by the company’s
president and or CEO and their family members.

Germany Y

Greece Y

Hungary Y Trust funds

Iceland Limited partnership companies, associate limited
companies or general partnership companies that do
not apply for independent tax status

India Y Partnership firms or limited liability partnerships

Ireland Y

Italy Y

Japan Y Y Trusts (other than group investment trusts etc. and

only where certain requirements are met)
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Table 2.1. Single and double level taxation and relationship with incorporation (continued)

Tax follows Unincorporated entities Incorporated entities
legal form taxed under corporate income taxes taxed only under personal income taxes
Korea Y
Luxembourg Y
Mexico Y Trusts and non-profit entities
Netherlands Y Some partnerships
New Zealand Y Unit trusts and Maori authorities Y Look-through companies
Poland Y Limited partnerships
Portugal Y
Slovak Republic Y Limited partnerships
Slovenia Y
South Africa Y
Spain Y
Sweden Y
Switzerland Y Associations and trusts; investment funds
Turkey Y Partnerships, if double-tax status is requested Y Unlimited companies
United Kingdom Y
United States Y Check the box partnerships can elect taxationas |Y S corporations (no more than 100 shareholders, under
corporations. Certain publicly traded partnerships certain conditions). Certain kinds of funds (RICs and
taxed as corporations REITs) generally face single level of tax.

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015.

2.3. Single-level taxation of SME income

This section discusses the taxation of SMEs that are subject to tax only at the

personal level of the owner or owners. SMEs taxed only at the personal level are typically
unincorporated businesses. They include both sole proprietors with or without employees
and businesses with two or more owners, for example, general or limited partnership
structures. In both cases, net business income typically flows through to the owner and is
taxed at the personal level according to the relevant personal income tax structure. In certain
cases, income from incorporated businesses may also flow-through to the owners and be
treated as their personal income for tax purposes. These include look-through companies
in New Zealand and S-corporations in the United States. Given the similar tax treatment of
sole proprietorships and partnerships, the discussion in the paper around personal taxation
of unincorporated business income concentrates on the sole proprietorship case.

In most countries, net unincorporated business income is taxed together with other
personal taxable income, including employment income, according to the graduated
personal income tax rate schedule applicable in that country. In countries with a dual income
tax system, income from unincorporated businesses is divided into a business component
(often based on a measure of a return to capital), which is taxed at business income tax
rates (or, in the case of Norway, subject to a shielding deduction at the personal level), and
a return to labour, which is included with other income from labour and taxed accordingly.

Box 2.1 provides further information on dual tax systems in Finland, Denmark and
Sweden.
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Box 2.1. Taxation of business income under dual income tax systems

Under the dual income tax system operating in Finland, income from capital and earned
income are treated separately. In particular, income from capital is subject to national income
tax rate at a rate of 30% below EUR 30 000 and at 33% above this, while earned income is
subject to national income tax at progressive rates and to municipal income tax and church tax
at flat rates (depending on the municipality and church) and to social security contributions.
Net business income generated by sole proprietorships and partnerships is distributed to their
owners and taxed only in the personal income taxation of the owners. Net business income
is divided into a capital income component and an earned income component in the personal
taxation of owners using a formal division rule. The general division rule states that net business
income is treated as capital income to a maximum amount of 20% of net capital used in the
business (at the end of the previous tax year), with earned income determined as the residual
amount of net business income. However, unlike the owners of partnerships, owners of sole
proprietorships can also choose a) to have their net business income treated as capital income to
a maximum amount of 10% of the net capital used in a business (at the end of the previous tax
year), or b) have their whole net business income treated as earned income. Income from labour
is subject to combined personal taxes and social security contributions (at the threshold for the
highest income tax rate) of 62%. Dividends earned by natural persons on shares in non-listed
companies are taxed in a different manner. Dividend income up to a maximum post-corporate
tax return of 8% on the investor’s shareholding is treated as capital income, with the remainder
treated as earned income. Twenty-five per cent of the capital income dividend component (up to
a maximum of EUR 150 000, and 85% beyond this limit) is taxable as capital income. Seventy-
five per cent of the earned income dividend component is taxable as earned income.

Under the dual income tax system operating in Denmark, capital income, personal income
(including employment income and business income), dividend and capital gains income
from shares and controlled foreign company income are treated separately. Taxable income,
consisting of the aggregate of personal income and capital income less general deductions, is
subject to national income tax at progressive rates and to municipal income tax and church
tax at a flat rate (depending on the municipality), with employment income subject to social
security contributions. Income from shares up to DKK 49 200 is subject to national income
tax at a flat rate of 27%, with a 42% rate applying above this limit. A special regime for
business income of individuals allows income retained in a reserve to be taxed at a 24.5%
rate (corresponding to the rate of corporate income tax). When income is withdrawn from the
reserve, it is taxed as personal income at progressive rates with a credit for the 24.5% (reserve)
tax. Income from labour is subject to combined personal taxes and social security contributions
(at the threshold for the highest income tax rate) of 56%.

Under the dual income tax system operating in Sweden, capital income, business income
and employment income are calculated separately, with net business income and net employment
income aggregated to determine earned income. Capital income is subject to national income tax
at a flat rate of 30% (20% for dividend income from a closely held company), while employment
income is subject to national income tax at progressive rates, to municipal income tax at a flat
rate (depending on the municipality) and to social security contributions. A special regime for
business income of individuals allows income retained in an “expansion fund” to be subject
to tax at a 22% rate (equal to the corporate income tax rate). When income is withdrawn from
the expansion fund it is either taxed as employment income, or, if optional “positive interest
allocation” rules are utilised, is split into a capital income component and an employment income
component [with a credit for the 28% (reserve) tax]. Income from labour is subject to combined
personal taxes and social security contributions (at the threshold for the highest income tax rate)
of 69%.
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There is a wide range of diversity in income levels within single-level taxed SMEs, as
discussed further in Box 2.2. Consequently, the applicable marginal tax rates and social
security contributions (SSCs) payable vary considerably between SMEs. To consider the
difference that the level of income of the SME and its owner makes, this study considers tax
rates on single-taxed enterprises at two levels of income: firstly, at the marginal tax rate where
the top personal income tax threshold applies, and secondly, at the level of the average wage.

Box 2.2. Single-taxed entities and levels of taxable income

As detailed in Chapter 1, the SME population is vastly different in terms of number of
employees, turnover, the sectors that SMEs are involved in, exports and growth potential.
There are consequently significant differences in the taxable income of SMEs. While taxable
income tends to increase with size, as shown in Chapter 1, there remains significant variation
in levels of taxable income reported by entities within each size group.

Single-taxed SMEs encompass a wide range of actors and entity types, not all of which
correspond to the image of a small business. One example includes SMEs which provide a
platform through which a sole proprietor offers professional services to larger companies, for
example, a consultant. These types of SMEs typically have no (or a very limited number of)
employees and in many ways, do not strongly differ economically from employees. As they
are primarily a vehicle for supplying the labour of the owner, they may also have minimal
deductions for tax purposes. Another example relates to providers of professional services,
such as doctors or lawyers, who may operate alone or in partnerships. To the extent that
these SMEs have higher incomes than the average SME income, the marginal rate at the top
personal tax threshold may be a useful indicator. A third group of SMEs are those engaged in
substantive business activity, providing goods and services to the public, often with a number
of employees in addition to the owners. Each of these types of single-taxed SMEs has very
different characteristics for tax purposes, including the level of taxable business income.

To better define the small business sector, Knittel (et al., 2011) developed two tests to determine
whether reported business income was derived from “‘substantial operations’... carried out in a
‘businesslike’ manner”. The first of these tests was to determine whether the activity generated or had
the potential to generate non-negligible income. For this test, a minimum of USD 10 000 of income or
deductions was applied. The second test determined whether the business was making businesslike
deductions (for example, rent employment, or payment to other firms for goods and services), so
excluded entities that reported less than 5 000 of deductions. To identify small businesses in the
remaining population, a threshold of USD 10 million of income and deductions was set.

Using this approach, the amount of small business income for different owners was identified,

as set out in the following table:

Average income from small businesses and from other sources for small business owners
in the United States, 2010, USD

Taxpayers with flow- With small business income/loss
through income With employees No employees All
Flow- Adjusted Small Adjusted Small Adjusted Small Adjusted
through gross business gross business gross business gross
income income income income income income income income
Median 2500 44800 14 200 90700 3400 47700 4700 54 400
Mean 18 500 92100 47100 202 200 10 700 92 300 18 600 113 400

Source: Information provided by the United States Treasury Department.

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015



38 - 2. INCOME TAXATION OF SMES

Box 2.2. Single-taxed entities and levels of taxable income (continued)

When considering the applicable rate for small businesses, these results demonstrate
that the top marginal rate in the United States applies only to a small proportion of the small
business population. The top marginal rate applies to income above USD 310 000, whereas the
average income of SME owners, even with all other sources of income included is well below
this level. Estimating tax rates at the average wage level (USD 53 000 in 2010), as shown in
the table in this box may, therefore, be more representative of the small business population.

This result is also consistent with information provided in the questionnaire responses,
where many countries report average levels of taxable profits of singled-taxed entities that are
well below the top marginal tax rate threshold. These results are presented in full in the Annex.

Table 2.2 shows the marginal statutory tax rates applying to the net income of SMEs
taxed only at the personal level. The second column shows the marginal rate applying to
net personal income at the top statutory threshold under personal income taxes from SMEs
(or to the labour income component, in the case of dual income systems) in each country,
exclusive of self-employed SSCs. This shows the marginal rate at the earnings level where
the top statutory personal income tax rate first applies and may therefore differ from the top
statutory rate. The third column shows the amount by which the tax rate increases after self-
employed SSCs have been taken into account. The level of SSCs has been determined as at
the top personal income tax (PIT) threshold, rather than as at the top SSC threshold. This is
consistent with the approach taken in Taxing Wages (OECD, 2015a) to the calculation of top
marginal PIT rates. Where applicable, deductibility of SSCs under personal income taxes has
been taken into account. The fourth column shows employee SSCs at the threshold for the
top marginal PIT rate. The fifth column shows the threshold above which the top marginal
personal income tax rate applies and at which self-employed SSCs have been calculated.
Further detail on the rates and thresholds of self-employed SSCs can be found in Annex C.

Table 2.2. Top marginal personal income tax rates, thresholds and social security
contributions?, 2014

Self-employed Employee SSC Threshold at which
Top marginal rate, SSC differential differential top rate applies

excl SSCs (%)° (percentage points) (percentage points) (EUR, thousands)
Australia 47 122
Austria 50 647
Belgium 45 22 14 47
Canada 50 150
Chile 40 118
Czech Republic® 15 15 " 4
Denmark 56 66
Estonia 21 34 2 2
Finland 49 13 8 108
France 54 1 561
Germany 47 260
Greece 46 12

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015



2. INCOME TAXATION OF SMES - 39

Table 2.2. Top marginal personal income tax rates, thresholds and social security
contributions?, 2014 (continued)

Self-employed Employee SSC Threshold at which
Top marginal rate, SSC differential differential top rate applies
excl SSCs (%)° (percentage points) (percentage points) (EUR, thousands)
Hungary® 16 46 19 -
Iceland 44 63
Ireland 51 4 4 100
Israel 50 171
Italy 48 300
Japan 51 0 159
Korea 39 4 127
Luxembourg 44 1 1 164
Mexico 35 0.2 0.3 170
Netherlands® 50 3 59
New Zealand 33 44
Norway 39 1" 8 103
Poland 21 23 18 24
Portugal 50 " 281
Slovak Republic 22 13 40
Slovenia 39 22 95
Spain 52 305
Sweden 57 12 68
Switzerland 36 6 6 247
Turkey 36 38
United Kingdom 45 2 2 186
United States 46 2 310
Unweighted mean 42 14 8 154
Median 46 12 5 118

Notes: a. Social security contributions have been calculated as at the top PIT threshold. This means that in
many countries the top SSC threshold has been exceeded.

b. This is the marginal rate at the earnings level where the top statutory personal income tax rate first
applies and is taken from Table 1.7 of the OECD Tax Database (OECD, 2015b). The rate takes account
of the effects of tax credits, the deductibility of sub-central taxes against central government taxes, etc.

c. In the Czech Republic, personal income tax is levied on employee income calculated as gross wages
plus employer social security contributions. This leads to a top marginal rate, excluding SSCs, of
20.1% on employee income. The rate of SSC contributions for the self-employed is 29.2%; however,
this applies only to 50% of the tax base.

d. The 46% rate for self-employed SSCs in Hungary assumes that wages are above the minimum tax
base for each of the components of the SSC (150% of minimum wage for health insurance and the
labour market contribution, 112.5% of minimum wage for the social contribution tax and 100% of
minimum wage for the pension contribution).

e. Figures for the Netherlands exclude the impact of the SME profit exemption (which exempts 14%
of the profits of single-taxed entities from taxation) and the deduction for entrepreneurs (a fixed
deduction of EUR 7 280). Both are discussed further in Chapter 3. These reduce the marginal tax
rates on SME profits and increase the effective threshold for the top marginal rate. The impact of
these reductions is shown in Table 2.7.

Source: OECD calculations based on OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/
tax-database.htm. The calculations for France assume that the maximum level of self-employed contribution
has been reached.
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In moving from employment to self-employment (in the form of a sole proprietor), there
are two main changes to taxes payable, based on the calculations in Table 2.2 at the top
marginal rate. For countries which separate the taxation of labour and capital from small
business income, the taxpayer will face a lower average tax rate on their income due to the
lower rates applied on the business income component. The second change is due to the
difference in SSCs payable, moving from employee and employer SSCs to self-employed
contributions, and in some cases, to changes to the base for SSC calculations.? Table 2.2
also shows the additional tax payable under self-employed and employed contributions.
Although within individual countries this can vary markedly, self-employed contributions
are greater at the level of the top personal threshold in most countries and on an unweighted
average basis, in many cases as the self-employed do not have an employer making social
security contributions on their behalf.

However, as seen in Box 2.2, the top marginal rate will not apply to the full SME
population. Depending on the level of the threshold applied, it may only apply to a small
proportion of owners of SMEs in some countries. For this reason, Table 2.3 shows the
marginal tax rates applying to net income at the level of the average wage in each country.
The second column shows the marginal rate applying to net personal income from SMEs at
100% of the average wage (or to the labour income component, in the case of dual income
systems) in each country, exclusive of self-employed SSCs. This information has been
taken from 7axing Wages (OECD, 2015a). The third column shows the amount by which
the tax rate increases after self-employed SSCs have been taken into account at 100%
of the average wage, including any effect of deductibility if relevant. The fourth column
shows the level of employee SSCs that apply at this income level. The fifth column shows
the level of the average wage in 2014. Further detail on the rates and thresholds of self-
employed SSCs can be found in Annex C.

Table 2.3. Marginal personal income tax rates less cash contributions and social security
contributions® at 100% AW, 2014

Self-employed Employee SSC

Marginal rate at AW, SSC differential differential The average wage

excl. SSCs (%) (percentage points) (percentage points) (EUR, thousands)
Australia 34 54
Austria 31 18 18 43
Belgium 42 22 13 46
Canada 30 10 5 34
Chile - 7 9
Czech Republic® 15 15 1 "
Denmark 34 8 53
Estonia 21 34 2 12
Finland 37 16 8 43
France 30 29 14 37
Germany 4 1 46
Greece 35 20
Hungary 16 46 19 10
Iceland 38 44
Ireland 48 4 4 34
Israel 33 28
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Table 2.3. Marginal personal income tax rates less cash contributions and social security
contributions® at 100% AW, 2014 (continued)

Self-employed Employee SSC
Marginal rate at AW, SSC differential differential The average wage
excl. SSCs (%) (percentage points) (percentage points) (EUR, thousands)
Italy 31 22 9 30
Japan 27 1 35
Korea 17 4 28
Luxembourg 37 15 12 55
Mexico 18 7 1 6
Netherlands 46 5 49
New Zealand 30 34
Norway 36 " 8 65
Poland 10 26 17 10
Portugal 32 1 17
Slovak Republic 30 10
Slovenia 21 22 18
Spain 28 21 6 26
Sweden 25 22 7 45
Switzerland 22 8 B 74
Turkey 18 15 10
United Kingdom 30 9 2 44
United States 32 13 8 38
Unweighted mean 30 10 7 33
Median 30 8 6 34

Notes: a. Social security contributions have been calculated as those applying at 100% of the average wage.
When the top SSC threshold has been exceeded, this is shown as zero.

b. In the Czech Republic, personal income tax is levied on employee income calculated as gross wages
plus employer social security contributions. This leads to a top marginal rate, excluding SSCs, of
20.1% on employee income. The rate of SSC contributions for the self-employed is 29.2%; however,
this applies only to 50% of the tax base.

c. Figures for the Netherlands exclude the impact of the SME profit exemption (which exempts 14%
of the profits of single-taxed entities from taxation) and the deduction for entrepreneurs (a fixed
deduction of EUR 7 280). Both are discussed further in Chapter 3. These reduce the marginal tax
rates on SME profits and increase the effective threshold for the top marginal rate. The impact of
these reductions is shown in Table 2.7.

Source: OECD calculations based on OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/
tax-database.htm. The calculations for France assume that the maximum level of self-employed contribution
has been reached. For Hungary, which has a flat rate of personal tax, the SSC rate at the lowest minimum
SSC threshold is shown.

At the level of the average wage, the marginal tax rate applicable to labour earnings is
lower in almost all countries, as in almost all countries the threshold for the top marginal rate
is above the level of the average wage (with exceptions being the Czech Republic, Estonia,
Hungary and Ireland). Social security contributions are however often higher than at the
threshold for the top marginal rate, as more countries apply both self-employed and social
security contributions at the average wage.’> For social security contributions, this is the
case in Finland, Hungary, Luxembourg, Poland, Sweden, Switzerland, the United Kingdom
and the United States. Self-employed contributions add more to the total marginal rate than
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employee social security contributions, on a simple average basis. However inter-country
differences are strong, with self-employed contributions being greater in most countries at
the level of the average wage, as before, often due to the fact that self-employed persons do
not have employers making contributions on their behalf.

If the owner of the SME has other income that is in excess of the top marginal rate
thresholds, the average marginal statutory rates shown for SME income in Table 2.2 will also
be the average statutory tax rate on that income (except under a dual income tax system). For
individuals without other sources of income, or with lower levels of other income, SME income
will be taxed at lower rates under the marginal income tax system, meaning the average of the
statutory tax rates on SME income will vary depending on the level of taxable income.

Table 2.4 shows the average tax rates on SME income at different levels of personal
income on labour income, assuming the tax payer has no other income, that are calculated
using the Taxing Wages model (OECD, 2015a). The table excludes self-employed SSCs.
Average rates are compared at different levels of the average wage. The average wage is
used as a basis of comparison across countries given that the total income generated by
a SME may be influenced by many other variables in these countries that would render
comparisons at a given level of business income less useful, for example, GDP per capita,
wage earnings per capita, or labour productivity.

Table 2.4 shows that there is a wide variation in the average tax rates applied to labour
income, with the increases in tax rates on different levels of small business income, measured
in multiples of the average wage. This variation is a function of the tax rate systems and
structures in each country, including the relationship between the average wage and the
top marginal tax rate applied to personal income. Both the unweighted mean and median
demonstrate the pattern shown in most countries, where most of the increase in the average
tax rate takes place between the first and third multiple of the average wage, with the increase
in average rates tapering off after this as the average wage level in most countries increases
past the threshold for the top marginal rate.

Table 2.4. Average personal tax rates (excl. SSCs) at different levels of average wage income,

2014
Average tax rate at multiples of the average wage (AW) (%)
100% of AW 200% of AW 300% of AW 400% of AW 500% of AW
Australia 23 31 35 38 40
Austria 17 26 32 35 37
Belgium 28 37 40 42 43
Brazil 0 4 9 13 16
Canada 16 25 32 36 38
Chile 0 1 2 3 4
China 0 4 8 12 15
Czech Republic 12 16 17 18 18
Denmark 36 44 48 50 51
Estonia 18 19 20 20 20
Finland 23 32 38 40 42
France 15 22 26 30 33
Germany 19 30 35 37 39
Greece 9 22 27 30 33
Hungary 16 16 16 16 16
Iceland 28 35 38 40 41
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Table 2.4. Average personal tax rates (excl. SSCs) at different levels of average wage income,
2014 (continued)

Average tax rate at multiples of the average wage (AW) (%)

100% of AW 200% of AW 300% of AW 400% of AW 500% of AW
India 0 3 10 17 21
India® 0 3 9 16 20
Indonesia 0 2 3 5 7
Ireland 16 32 37 40 42
Israel 9 19 24 27 31
Italy 22 31 34 37 39
Japan 8 14 20 26 30
Korea 5 12 17 22 25
Luxembourg 18 27 32 36 37
Mexico 9 15 17 19 21
Netherlands® 16 32 38 41 43
New Zealand 17 25 27 29 30
Norway 21 29 32 34 35
Poland 7 8 11 14 16
Portugal 16 27 31 34 36
Slovak Republic 9 13 15 17 18
Slovenia 1" 18 23 25 26
South Africa 12 20 25 29 31
Spain 17 25 32 36 38
Sweden 17 35 42 46 48
Switzerland 1" 18 23 26 28
Turkey 12 18 20 22 25
United Kingdom 14 25 32 36 37
United States 17 24 28 30 32
Unweighted mean 14 21 25 28 30
Median 15 22 26 29 31

Note: a. Results for the minority case where the employee is in a firm with over 20 employees.

b. Figures for the Netherlands exclude the impact of the SME profit exemption (which exempts 14%
of the profits of single-taxed entities from taxation) and the deduction for entrepreneurs (a fixed
deduction of EUR 7 280). Both are discussed further in Chapter 3. These reduce the average tax
rates on SME profits and increase the effective threshold for the top marginal rate. The impact of
these reductions is shown in Table 2.7.

Source: Calculations based on OECD (2015a), Taxing Wages 2013-2014, OECD Publishing, Paris, for a single
taxpayer with no children.

2.4. Double-level taxation of SME income

This subsection discusses the tax treatment of SMEs that are subject to taxation at both
the entity level and again at the personal level when profits are distributed, either as dividends
or capital gains (on realisation). Any integration between the corporate and personal levels of
taxation will be relevant to determining the total level of taxation on SME income.

Double taxation most commonly applies to incorporated SMEs, where the separate
legal status of the entity confers a separate status for tax purposes. However, in some
countries, unincorporated entities may also be taxed at both the corporate and personal
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level. Examples of these include certain trust funds (for example in Hungary, New Zealand,
Mexico and Switzerland), or limited partnerships that are able to be taxed as corporations
in India. Table 2.1 provides more information on unincorporated entities that are taxed at
both the corporate and personal levels.

This subsection begins with a discussion of taxation at the corporate level and is
followed by a consideration of the taxation of income from SMEs at the personal level on
dividends, capital gains, or labour income, including any applicable integration measures
between the two levels of taxation.

Taxation at the entity level

Net income of SMEs subject to double level taxation is taxed first under the corporate tax
system. Most countries apply a single statutory corporate income tax (CIT) rate (including
relevant federal and state taxes) to the full amount of taxable profits of incorporated
businesses, regardless of the size of the company or the amount of taxable income. However,
fourteen countries tax SME income using graduated small business corporate tax rates.
These rates apply to SME income under a particular level, often in conjunction with other
eligibility criteria based on the turnover or capitalisation of the business.

Table 2.5 shows the basic statutory corporate tax rates in 37 countries. It also shows
statutory small business tax rates and income thresholds where these are applicable, together
with any other eligibility criteria. Where a series of graduated small business rates apply at
different levels of income, Table 2.5 shows each of the rates and thresholds that apply.

Table 2.5. Basic and small business corporate tax rates, thresholds and eligibility criteria,
2014

Basic Small Threshold(s)
CiTrate business CIT (income, EUR

(%) rate(s) (%) thousands) Notes and other eligibility criteria for small business rates

Argentina 35

Australia® 30

Austria 25

Belgium® 33.99 24.978 25 Applicable when total taxable income is less than EUR 322 500. In order to

31.93 90 qualify for the reduced rates, the company must fulfil additional conditions,
35.535 323 relating to the activity of the company, the shareholding, the yield on the capital

and the directors’ remuneration.

Canada 26.3 15.2¢ 341 Applies to qualifying active business income of Canadian-controlled private
corporations when taxable capital is less than CAD 10 000 000. Relief is phased
out between CAD 10 000 000 and CAD 15 000 000

Chile 20

Czech Republic 19

Denmark 24.5

Estonia 21

Finland 20

France 31.33¢ 15 38 Applicable where turnover does not exceed EUR 7.63 million and at least 75%
of ownership is held by natural persons (or by companies owned at least 75% by
natural persons)

Germany 29.8

Greece 26

Hungary 19 10 1620
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Table 2.5. Basic and small business corporate tax rates, thresholds and eligibility criteria,
2014 (continued)

Basic Small Threshold(s)
CITrate business CIT (income, EUR
(%) rate(s) (%) thousands) Notes and other eligibility criteria for small business rates
Iceland 20
India 30.9 33.99 124
32.445 1235
Ireland 12.5 Full relief is available for the first three years of operation for companies
incorporated after 1 October 2008 and that have started a new trade for CIT up
to EUR 40 000 and partial relief for CIT up to 60 000.
Israel 26.5
Italy 21.5
Japan 34.62 See notes See notes Basic corporate tax rate is 32.11% from April 2015 and 31.33% from April 2016.
For corporations whose capital is JPY 100 million or less, there are special
measures that mean a reduced tax rate (15%) is applied to part of their income
(up to JPY 8 million per year)
Korea 24.2 1" 143
Luxembourg 29.2 28.2 15 Applies only to income under EUR 15 000
Mexico 30 Reductions apply to primary sector companies:
Taxpayers with an income up to 20 annual minimum wages (AMW) per
associate (with a total limit of 200 AMW) are exempted from the corporate
income tax, while those with an income over this threshold benefit from a
30% reduction until their income reaches 423 AMW. Additionally, companies
or associations of producers with an income up to 4 230 AMW receive a 30%
income tax reduction.
Netherlands 25 20 200
New Zealand 28
Norway 27
Poland 19
Portugal® 315 18.5 15 Except for the 18.5% rate, these tax rates apply to all companies with income
24.5 1500 below the respective thresholds
275 7500
29.5 35000
Slovak Republic 22
Slovenia 17
South Africa 28 0 ® Enterprises with a turnover below EUR 1 300 000
25
21 38
Spain 30 25 300 SMEs with a turnover below EUR 5 000 000 and an average payroll of less than
25 employees are eligible for a 20% rate.
Sweden 22
Switzerland 211
Turkey 20
United Kingdom 21 20 372 Rates as of 1 April 2014. From 1 April 2015 the basic rate was reduced to 20%
21.25 1860 and the small business rate abolished.
United States 39.1 20.02 38
29.89 57
38.76 75
43.64 252
38.51 7537
39.39 11 306
42.26 13818
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Table 2.5. Basic and small business corporate tax rates, thresholds and eligibility criteria,

2014 (continued)

Basic Small Threshold(s)
ClTrate business CIT (income, EUR
(%) rate(s) (%) thousands) Notes and other eligibility criteria for small business rates
Unweighted 2545 21.41 -
mean (all)
Median (all) 25.50 21.07 -
Unweighted
mean (countries 2909 18.69 i
with small
business rates)
Median
(countries with 9992 20.00 i

small business
rates)

Notes: a. Since 1 July 2015, companies with an annual turnover of less than AUD 2 million have had their tax rate reduced by
1.5 percentage points to 28.5 per cent. Unincorporated small businesses with annual turnover less than AUD 2 million
will receive a 5 per cent discount on tax payable (capped at AUD 1 000).

b. As in the Tax Database, the Allowance for Corporate Equity has not been taken into account. All rates listed (standard
CIT and small business rates) include a 3% austerity surcharge.

c. This includes corporate tax at the central government level at 11% and an additional 4.2% (average) at the provincial/
territorial level. In April 2015, the Canadian government announced that the 11% federal government corporate tax
rate for small businesses would be gradually reduced to 9% by 2019.

d. Companies not eligible for the small business rate also pay a solidarity surcharge which brings the CIT rate for these
companies to 34.4%.

e. Assumes a subnational tax rate of 1.5% at all levels of federal taxation.

Sources: OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/tax-database.htm, IBFD (2015), IBFD Tax Research
Platform, accessed at http://online.ibfd.org/kbase, and responses to an OECD questionnaire, Survey on the Taxation of Small
and Medium-Sized Enterprises, 2015.

Table 2.5 shows that fourteen countries have lower corporate income tax rates for small
businesses below a prescribed threshold. The largest differences between the basic and small
business rates are found in Canada, France, South Africa and the United States. Across the
whole group of countries considered, small business rates reduce the corporate tax rate by four
percentage points on average. Across countries with a small business rate, the difference between
the unweighted mean of the lowest small business rate and the basic rate is ten percentage points
(nine percentage points if the median rates are measured). The level of income threshold differs
between countries, with countries with higher thresholds typically offering a lesser reduction
than those that apply small business rates only to the very smallest levels of income.

A number of approaches are used in applying small business corporate tax rates:

Lower tax rate on first tranche(s) of profits, regardless of total income level: for
example, Korea and the Netherlands tax the first amount of corporate profits at a
lower small business rate, up to a small business profit threshold, regardless of the
size of the company;

Withdrawal of tax relief at higher profit levels: for example, the United States
applies a tiered CIT rate structure that taxes small business profits at lower rates,
but withdraws this tax relief when taxing firms with significant profits through
the use of rates above the basic corporate tax rate for higher brackets of corporate
income, before returning to the basic corporate rate;
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* Reduced CIT rates for corporations with income below a certain level: Other countries
including Luxembourg and Belgium apply reduced CIT rates only to firms with taxable
profits less than a small business profit threshold; once a business exceeds this income
threshold, full basic corporate tax rates apply to the entirety of the firm’s income;

» Eligibility for small-business rates determined by non-income criteria instead of or
in addition to income criteria: Japan uses a test based on the capital amount of the
enterprise to determine eligibility for a small business rate, while France and Spain
rely on a gross turnover test. Canada limits application of its small business tax rate to
qualifying active business income of Canadian-controlled private corporations (CCPCs),
while using a capital test to withdraw small business tax rate relief. Firms that meet these
eligibility criteria are eligible for a reduced rate of corporate tax on the first tranche of
their profits. Belgium requires that the company also meet non-income criteria relating
to their activities, shareholdings, capital yield and directors’ remuneration.

For entities that are taxed under basic CIT rates, the average statutory rate at different
levels of income will be the same as the marginal statutory rate. For those entities subject
to different rates based on their level of income, the average statutory rate will increase as
income passes the relevant thresholds, converging, in first and last case described above,
on the basic corporate tax rate as income increases.

Figure 2.2. Average statutory CIT rates at different levels of business income
(measured by multiples of the average wage), 2014
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Source: OECD calculations based on OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/
tax-database.htm, responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized
Enterprises, 2015, and IBFD (2015), IBFD Tax Research Platform, accessed at http://online.ibfd.org/kbase.
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To compare the average corporate tax rates at different income levels in countries with
more than one corporate income tax rate, Figure 2.2 presents the average statutory CIT
rates at different levels of wage income. As before, average wage income is used as a means
of comparison across countries. Figure 11 assumes that the firms shown meet all of the
eligibility criteria for the small business rates.

Figure 2.3 shows average statutory corporate income taxes, including small business
rates and thresholds, for the same fourteen countries, at a range of different taxable income
levels.

Figure 2.3. Average statutory CIT rates under small-business rates at different levels of business income,

2014
(G20 countries, left-hand panel; non-G20 OECD countries, right-hand panel)
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Source: OECD calculations based on OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/tax-database.htm,
IBFD (2015), IBFD Tax Research Platform, accessed at http://online.ibfd.org/kbase, and questionnaire responses.

Figures 2.2 and 2.3 show the variation in the impact of small business corporate tax
rates at different levels of small business income. In many countries, small business rates
markedly reduce the amount of tax payable at lower levels of SME income (particularly
among the G20 countries); whereas in others the difference in average tax rates is much
smaller. Figure 2.3 shows the level of the first relevant threshold in each country (except
Hungary, where the threshold of HUF 500 million (EUR 1.6 million) is beyond the right-
hand side of the scale) at the point which the average tax rate starts increasing. If the change
in rates is relatively significant, the impact of the small business rates and thresholds is
to impose a sharply increasing average tax rate on SME income, as seen, for example in
France, Japan, South Africa and the United States, in the left-hand panel of Figure 2.3.
Canada, which also has a larger differential between the small business tax rates and the
basic rate does not show this pattern because the threshold at which the small business
rate ceases to apply is comparatively high, meaning that the average tax rate beyond this
point increases more slowly. This pattern is also seen on Figure 2.2, where the increase in
tax rates at different levels of the average wage (which is again used as a proxy for levels
of business income) is sharper in these countries. In countries where the thresholds are
relatively higher (for example, in Hungary or Spain) or where the small business tax rate
differential is relatively small (e.g. India, Luxembourg and the United Kingdom) the increase
in the average statutory tax rate at different levels of business income is much less marked.
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Taxation at the personal level

After taxation at the corporate level, the income from incorporated SMEs may be
subject to a second level of taxation at the individual shareholder level when they are
distributed to the owner. Taxation at the personal level will depend on the form in which
the income is received and on any available integration mechanisms between corporate and
personal level taxation.

There are three possible forms in which the income can be received. Distributed after-
tax corporate profits are normally subject to shareholder-level dividend taxation, while
capital gains on shares that result from the retention of after-tax profits may be subject to
capital gains taxation upon the disposition of shares. Finally, the wage income of an owner
for hours worked in the business, deductible for corporate income tax purposes, is subject
to personal income tax. This subsection considers each in turn.

The owner or owners of a small business can receive post-corporate tax income from the
business in the form of dividend income. How dividend income is taxed at the personal level
will differ depending on the degree of corporate and personal integration in the country
concerned. Under a classical income system, dividend income is included together with
other income and is taxed at personal rates, with no integration relief for corporate tax paid.
Under this system, there is double-taxation. To reduce this, modified classical systems apply
in several OECD countries, which apply a lower rate of taxation to dividend income than
to other forms of personal income. Another method of reducing double taxation is to tax
only a portion of the dividends received at the personal level. Several OECD countries use
a final withholding tax rate to apply a lower rate of taxation to capital income than to other
forms of personal income. Finally, a group of countries apply imputation credits, taxing
individual taxpayers on the grossed up value of the dividends but allowing tax credits to
offset corporate tax paid, thus reducing or eliminating the amount of double taxation.

These forms of integration also affect the benefit of reduced corporate tax rates on
small business income. To the extent these methods double tax business income, any
benefit from the reduced rates on small business income will be partially reduced by taxes
at the personal level, so that the amount of the reduction in small business rates is reduced
by the net of shareholder tax rate. For example, if a business earns EUR 100 and faces
a corporate tax rate of 25%, EUR 75 will be taxable at the personal level (assuming the
profits are distributed as dividends) under a classical system. If a small business corporate
tax rate of 15% applies, EUR 85 will be taxable at the personal level. Where double
taxation exists, the value of the small business rate to the shareholder (assuming income
is not retained and later distributed as untaxed capital gains) will depend on the rate of
tax they pay at the personal level. This impact will be reduced in systems where double
taxation is lessened or avoided.

The form of integration between the corporate and personal levels will affect the
resulting tax rate on dividend income and therefore the difference between tax rates on
single and double-taxed entities. Where a full classical system applies, corporate tax will
add a second level of taxation to the owner, increasing the marginal statutory tax rate on
business income. Different forms of integration may, however, have the opposite effect,
where lower taxes on corporate income combined with lower withholding or capital rates,
and the removal of SSCs, reduce the marginal statutory rate on business income.

If post-corporate tax profits of a SME are reinvested, the resulting capital gains may be
taxed again at the personal level, subject to any preferences applicable to the sale of shares
from SMEs (see Chapter 3 for an overview of these). Capital gains are typically taxed
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on realisation at their nominal level, although Chile, Israel, Mexico and Portugal adjust
the amount of the nominal gain for inflation. In many countries, shares that have been
held for longer than a set period may benefit from a reduction or exemption from capital
gains taxation. Either part or all of the gains from the sale of shares may be included in
taxable income and may be subjected to tax at personal rates, special capital gains rates, or
withholding rates (see Harding, 2013, for further information).

Finally, profits from the business can, in the case of owner-operators, be distributed in
the form of labour income. Where labour income is a deductible expense for the business,
no corporate income tax will be paid at the entity level. At the personal level, labour
income will be taxed at the applicable marginal tax rate on labour income and will also be
subject to employee and employer SSCs.

Table 2.6 shows the marginal statutory tax rates applying to each scenario. The first
two columns show the top statutory rates on labour income inclusive and exclusive of
employee SSCs (effectively assuming that employer contributions do not affect wages).
The third and fourth columns show the combined rate of tax on dividend income in each
country, including integration between entity and personal levels, where used. The third
column shows the combined rate under the basic CIT rate, whereas the fourth column
shows the combined rate at the first step of the small business rate.* The fifth and sixth
columns show the combined tax rates on capital gains, including integration, under basic
and small business tax rates, respectively. Capital gains rates assume that the shares had
been held beyond any holding period test prior to sale and are based on Harding (2013) and
consultations with national officials.

Table 2.6. Labour tax rate, employee SSCs* and combined statutory rates on dividends under basic and
small business taxation, 2014

Combined corporate and personal Combined corporate and personal
Top marginal rate on labour® rates on dividends rates on capital gains°®
Reduction in Reduction in
combined rates combined rates
Employee SSC due to small due to small
differential Combined rates business CIT Combined rates business CIT
(percentage under basic CIT  rates (percentage | underbasic CIT  rates (percentage
excl SSCs (%) points) rates (%) points) rates (%) points)
Australia 47 47 42
Austria 50 44 39
Belgium 45 14 51 -7 34 -9
Canada 50 51 2 40 -9
Chile 40 40 21
Czech Republic 15 " 31 19
Denmark 56 56 48
Estonia 21 21 33
Finland*® 49 8 42 39
France 54 1 64 -10 54 -14
Germany 47 49 44
Greece 46 33 26
Hungary 16 46 32 -8 19 -9
Iceland 44 36 32
Ireland 51 4 5B 44
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Table 2.6. Labour tax rate, employee SSCs* and combined statutory rates on dividends under basic and

small business taxation, 2014 (continued)

Combined corporate and personal Combined corporate and personal
Top marginal rate on labour® rates on dividends rates on capital gains°®
Reduction in Reduction in
combined rates combined rates
Employee SSC due to small due to small
differential Combined rates business CIT Combined rates business CIT
(percentage under basic CIT  rates (percentage | underbasic CIT  rates (percentage
excl SSCs (%) points) rates (%) points) rates (%) points)
Israel 50 49 38
Italy® 48 46 42
Japan 51 0 50 -1 42 -13
Korea 39 4 51 -9 24 -13
Luxembourg 44 1 43 -1 29 -1
Mexico 35 0.3 42 30
Netherlands 50 3 44 -4 39 -4
New Zealand 33 33 28
Norway 39 8 47 37
Poland 21 18 34 31
Portugal 50 1 5 44
Slovak Republic’ 22 13 88 33
Slovenia 39 22 38 20
Spain? 52 49 -4 44 -4
Sweden 57 45 40
Switzerland 36 6 37 21
Turkey 36 34 20
United Kingdom 45 2 45 -1 38 -1
United States 46 2 60 0 49 -1
Unweighted mean 42 8 44 2 35 2
Median 46 5 44 2 37 -4
Notes: a. Social security contributions have been calculated as at the top PIT threshold. This means that in many countries the

a

]

g.

top SSC threshold has been exceeded.

This is the marginal rate at the earnings level where the top statutory personal income tax rate first applies and is taken
from Table 1.7 of the OECD Tax Database (OECD, 2015b).

. Personal tax rates on capital gains have been reduced by 25% to approximate the impact of deferral of taxation until

realisation.

. Combined rates for Finland show the tax rate for listed dividends, which is also the maximum combined rate for non-

listed dividends (if they are taxed wholly as capital income). However, non-listed dividends are taxed at lower rates
(between 26-30%, depending on the amount of the income and the capital of the distributing company).

. In Italy, the taxation of non-qualified dividends and capital gains at the personal level was increased from 20% to 26%

from 1 July 2014. The combined rates shown here include the new rate of 26%.

The combined statutory rate on dividends in the Slovak Republic includes health contributions of 14% which are levied
at the personal level, but the maximum effective assessment base is not taken into account.

Spain applies a progressive tax regime to capital gains, with rates as follows: EUR 0-6 000 in capital gains, 21%;
EUR 6-24 000, 25%; over 24 000, 27%.

Source: OECD calculations based on OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/tax-database.htm.
Capital gains rates were taken from Harding, M. (2013), Taxation of Dividend, Interest and Capital Gain Income, OECD
Taxation Working Paper, and from discussions with national officials, are for sales of long-held shares and do not consider any
different treatments that may apply to liquidated SMEs.
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Taxes on capital gains can be deferred, often for many years, since most tax systems
only tax capital gains when realised, not as they accrue over time. Deferral can significantly
reduce the net present value of taxes on income earned through the accumulation of
unrealised capital gains. This can occur when a small business owner chooses to receive
lower wage compensation in return for growing “sweat equity” in the business in the form
of unrealised capital gains. In Table 2.6, the combined tax rates on capital gains include
the impact of corporate taxation, the relevant integration method between company and
personal taxes, personal tax rates, and the benefit of tax deferral. To approximate the impact
of deferral in reducing the effective tax rate on capital, the effective tax rates shown in
the table have been calculated using the personal tax rate applying to capital gains in each
country, reduced by 25%.° The amount by which deferral reduces the effective tax rate
on capital gains on SME business income depends on the appreciation rate, the discount
rate and the time for which the asset is held. A 25% reduction in the effective tax rate can
occur under a number of combinations of these factors and is consistent, for example, with
a holding period of 10 years, an appreciation rate of 6% and an annual discount rate of 7%.

Table 2.6 shows that whether tax rates are higher on labour, dividends or capital gains
income will depend not only on the respective rates applied to each form of income but
also on the method of integration between corporate and personal taxation, the existence
of small business rates for entity income, the level of SSCs and any capital gains tax
exemptions that apply. For most countries, income received in the form of capital gains
income faces the lowest combined statutory tax rates (even where small business tax
rates are not taken into account). Capital gains tax rates are often lower than tax rates on
other income and a significant number of countries allow exemptions for capital gains on
shares held for longer than a set period to be exempt from taxation. Moreover, the impact
of deferred taxation of capital gains (i.e. when gains are taxed on a realisation rather than
an accrual basis) also reduces the effective tax rate on capital gains income (assuming the
interest rate is higher than zero). For all but ten countries, income received in the form of
labour is the highest taxed. For the remaining ten, dividends face the highest tax rate (seven
when the impact of small business rates is considered).

The unweighted mean and median also follow these patterns. When the impact of
SSCs is included, the highest average rates are found on labour income, although not
significantly higher than dividends. Capital gains tax rates are the lowest, on an unweighted
average basis. This implies that for many countries, the tax system provides incentives for
incorporated SMEs to distribute their income as lower-taxed capital gains. This impact is
particularly pronounced when other preferences on the sale or disposal of SME assets are
considered; for example, further reductions or exemptions from capital gains tax, or gift
and inheritance tax preferences. These are described in Chapter 3.

2.5. Comparisons and conclusions

Table 2.7 summarises tax rates that apply to different forms of SMEs. The second and
third columns show the case of a SME owner subject to taxation at only the personal level,
at 100% of the average wage and at the threshold for the top marginal rate, respectively. For
such a SME owner, profits are taxable as the personal income of the owner under personal
income taxes (with part of the income taxed as capital income in dual income tax systems).
Self-employed SSCs apply to the total level of taxable income. In most countries, the top
threshold is above the average wage, leading to lower income taxes on labour income
earned at 100% of the average wage. However, in many cases, the level of self-employed
contributions is also higher at this level of income than at the threshold for the top marginal
rate, in some cases cancelling out the reduction in labour tax rates.
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The last three columns show the situation of SMEs subject to taxation at both the entity
and personal levels, subject to top marginal rates. At the entity level, income will be taxed
at either basic or small business rates that apply to income from SMEs. The second column
shows the combined statutory rates applied to dividend income from a small business,
including corporate taxation at small business rates (where applicable) and the top dividend
marginal tax rate for the taxpayer, together with any integration mechanisms that apply.
The third column shows the same information for income distributed in the form of capital
gains income. It assumes that the shares were held longer than any applicable holding period
test prior to sale, halving the relevant capital gains tax rate applied at the personal level to
approximate the advantage of deferring taxation. The final column shows the case of an
owner-operator of a SME who pays themselves in labour income at the top marginal statutory
tax rate, which is deductible at the corporate level and subject to employee and employer SSCs.

In summarising the combined statutory tax rates for top rate taxpayers under the four
different kinds of business income, Table 2.7 indicates that income distributed through a
double-taxed entity in the form of capital gains is likely to be the lowest taxed for a SME
owner at the top marginal rate. This is the case for all countries except for Estonia and
the Slovak Republic and is also reflected in the unweighted mean and median tax rates
applicable to each of the four forms of entity. Dividend income is typically the second-
lowest taxed (when small business tax rates apply at the entity level); with the impact of
lower corporate tax rates and personal/corporate integration outweighing the impact of the
additional level of taxation in all but nine countries. This is also reflected in the average
rates shown in Table 2.7. Labour income, whether received as an employee of the SME
or as sole-proprietor income, is typically the highest taxed form of income for a top-rate
taxpayer who owns a SME.

Table 2.7. Marginal tax rates on different forms of business income, 2014

Single-level taxation Double-level taxation (typically, for incorporated SMEs)
Nature of income Labour or business Dividends Capital gains Labour
Deductible against
Corporate tax None Basic or small business rates corporate income
Labour Dividend, incl. Capital gains, ® incl.
Labour (at top marginal rate integration (at top integration (at top Labour (at top
Personal tax (at 100% AW) threshold)? marginal rate) marginal rate) marginal rate)
Self-employed
Self-employed (at top marginal rate
SSCs (at 100% AW) threshold) None Employee
Australia 34 47 46 42 47
Austria 49 50 44 39 50
Belgium 64 67 44 25 59
Canada 40 50 49 30 50
Chile 0 40 40 21 40
Czech Republic 30 30 31 19 26
Denmark 34 56 56 48 56
Estonia 54 54 21 33 23
Finland 53 62 42 39 57
France 58 54 52 40 55
Germany 41 47 49 44 47
Greece 35 46 33 26 46
Hungary 62 62 24 10 35
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Table 2.7. Marginal tax rates on different forms of business income, 2014 (continued)

Single-level taxation Double-level taxation (typically, for incorporated SMEs)
Nature of income Labour or business Dividends Capital gains Labour
Deductible against
Corporate tax None Basic or small business rates corporate income
Labour Dividend, incl. Capital gains, ® incl.
Labour (at top marginal rate integration (at top integration (at top Labour (at top
Personal tax (at 100% AW) threshold)? marginal rate) marginal rate) marginal rate)
Self-employed
Self-employed (at top marginal rate
SSCs (at 100% AW) threshold) None Employee
Iceland 38 44 36 32 44
Ireland 52 55 55 44 55
Israel 33 50 49 38 50
Italy® 54 48 46 42 48
Japan 27 51 39 29 51
Korea 17 39 43 1" 43
Luxembourg 53 44 43 28 45
Mexico 25 35 42 30 35
Netherlands ¢ 39 39 40 35 53
New Zealand 30 33 33 28 33
Norway 47 50 47 37 47
Poland 36 44 34 31 39
Portugal 32 50 51 44 61
Slovak Republic® 30 22 33 33 35
Slovenia 21 39 38 20 61
Spain 50 52 45 40 52
Sweden 47 69 45 40 57
Switzerland 30 42 37 21 42
Turkey 18 36 34 20 36
United Kingdom 39 47 44 37 47
United States 45 49 60 48 49
Unweighted mean 40 56 42 32 49
Median 39 58 43 33 50

Notes: a. This is the marginal rate at the earnings level where the top statutory personal income tax rate first applies and is taken
from Table 1.7 of the OECD Tax Database (OECD, 2015b)

b. Personal tax rates on capital gains have been reduced by 25% to approximate the impact of deferral of taxation until
realisation.

c. In Italy, the taxation of non-qualified dividends and capital gains at the personal level was increased from 20% to 26%
from 1 July 2014. The combined rates shown here include the new rate of 26%.

d. Figures for the Netherlands include the impact of the SME profit exemption (which exempts 14% of the profits of
single-taxed entities from taxation). They therefore differ from the figures shown in Tables 2.2 and 2.3.

e. The combined statutory rate on dividends in the Slovak Republic includes health contributions of 14% which are levied
at the personal level, but the maximum effective assessment base is not taken into account.

Source: OECD calculations based on OECD (2015b), OECD Tax Database, www.oecd.org/tax/tax-policy/tax-database.htm. Capital
gains rates are for long-held dividends and were taken from Harding, M. (2013), Taxation of Dividend, Interest and Capital Gain
Income, OECD Taxation Working Paper, and from information provided by national governments. The combined personal tax and
SSC rates on labour income may differ from the sum of the individual components (presented earlier in this chapter) due to rounding.
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Comparing these five cases provides some insights into a number of different economic
margins faced by the owners of SMEs, summarised in Figure 2.4. In considering the
tax rates shown in the tables in this chapter, three important caveats should be kept in
mind. The first is that these show the situation only for personal taxpayers paying the top
marginal rate and do not capture incentives applying to lower rate taxpayers. Secondly,
these are statutory rather than effective tax rates; differences in the calculation of tax bases
between different forms of entity will also affect these incentives. Thirdly, in countries
with small business rates, combined tax rates will increase if the amount of SME income
exceeds the top small business threshold.

Figure 2.4. Influence of taxation on SME economic margins

1. Employment

(under dual systems)

If-
ofse + Change to self-employed SSCs

employment?

« Labour or labour and business income

« Increased ability to deduct expenses

T 1
Self-employment

Employment
2. Informal or
formal
operation?
Influenced by personal/corporate
integration, small business rates, Infolrmal Formal
capital gains preferences, level of SSCs
Combined statutory rates on
Labour |Dividends| CGs 3. Incorporated
—————————————————— or not
Mean 49 42 32 incorporated*?
Median 50 43 33
I 1
Incorporated Non-incorporated

5. Size of
business

4. Distribution of
business income

6. Investment,
employment,
finance decisions

7. Compliance
with tax rules

Lowers marginal and average rates for || Low:
small businesses; may provide

incentive not to outgrow thresholds

gains provides incentive
to retain earnings

er taxation of capital

Impact of small business rates on
Combined statutory
rates on
CIT rates | Dividends| CGs
Mean -10 -2 -2
Median -9 -2 -4

*This assumes that the tax consequences of incorporation are to add a layer of taxation at the entity level. This may not be the
case for all entities as in some countries, some incorporated entities are taxed only at the personal level, or some unincorporated
entities may be subject to taxation at both the entity and personal level. Table 2.1 provides a brief description of these exceptions.

The income taxation of SMEs is most relevant to decisions 1, 3, 4, 5 and 6 of this
schematic. In respect of the first, when facing the decision of whether to leave employment
for self-employment, the resulting changes in taxation will depend on the respective levels
of income in each form of activity, together with the form of entity used to conduct the
business. If the decision is narrowed to a choice between employment or self-employment
in an unincorporated SME, the difference in tax rates applicable will be a change in SSC
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contributions from employee and employer contributions to self-employed contributions,
and the application of lower rates to business income from capital in a dual income tax
system. In addition, the self-employed may have more flexibility in deducting personal
expenses from income for tax purposes. Finally, self-employed individuals may benefit
from tax preferences available to SMEs, discussed more fully in Chapter 3.

In respect of the decision to incorporate, incorporation typically introduces another
level of taxation at the entity level, which could have the impact of increasing taxes relative
to income from an unincorporated entity. However, this is not necessarily the case, for
two reasons. Firstly, if income from an incorporated entity is distributed to the owner
through dividends or capital gains,® SSCs, which can be a significant part of the tax burden
even at lower levels of SME income, typically no longer apply. Secondly, a combination
of corporate tax rates that are generally lower than top personal tax rates (particularly
where small business rates are used), together with integration at the personal level and
preferential taxation of dividend or capital gains income, may mean that the combined
statutory tax rate on dividends or capital gains from small business are in fact lower than
tax rates on unincorporated business income.

As a general result, incorporation does not necessarily place a higher income tax burden
on a top PIT rate investor. Although it typically leads to some degree of double taxation
of SME profits, small business rates and the form of integration between the personal and
shareholder levels of taxation, together with the removal of SSCs on dividend or capital gains,
often result in lower tax rates for entities subject to double taxation.” For firms reinvesting their
earnings (generally a cheaper source of finance than new equity), the taxation of corporate
profits at a low rate, compared with a top PIT rate on personal business income, combined with
the ability to defer shareholder taxation of profits, tends to increase the relative attractiveness
of incorporation as a choice of business form to profitable SMEs, at least for a top personal tax
rate investor, and in particular where small business tax rates apply.

For SMEs in a loss-making position, the impact of the loss on marginal effective tax
rates on profits in future years (assuming the SME survives to make a profit) will depend
on whether the loss is able to be used to offset other income or whether it must be carried
through to offset future income. For double-taxed entities where losses cannot be passed
through to be used against other income of the owner, or for single-taxed entities where the
owner has no other income, a carried-forward loss will be worth less in present value terms
than if it were able to be used in the year in which it was incurred, increasing the marginal
effective tax rate on future profits. If losses are able to be deducted against other income,
however, they may be able to be deducted at higher personal rates, giving a tax advantage.
This can be a significant incentive to choose single-taxed status. The treatment of losses is
discussed further in Chapter 3.

For SME owner-operators without other sources of income, the average statutory tax
rates on business income will be less than the top personal income tax rate and will be
determined by the level of business income and the structure of the tiered personal tax
rate schedule. For relatively low levels of business income, the average personal tax rate
on business income may be below the basic corporate tax rate (and possibly zero). Thus,
for relatively small firms, incorporation may involve a higher tax rate being applied to
business profits even for growth-oriented firms reinvesting their earnings, making it a less
attractive choice for small sole proprietorships and partnerships. This is consistent with the
information on rates of double-taxation for microenterprises shown in Chapter 1.

Tax may also influence the decision to incorporate in other ways, including through
the use of tax preferences described in Chapter 3. In addition, it may be easier for

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015



2. INCOME TAXATION OF SMES - 57

unincorporated businesses to characterise personal expenses as business expenses, an
informal form of tax relief that will lower the average effective tax rate on income earned
through an unincorporated SME relative to employment or incorporated SME income.

Taxes also influence the way in which income is distributed, again within the framework
provided by other business considerations and anti-avoidance provisions of the tax code.
Income that is retained and distributed in the form of capital gains generally has the lowest
marginal statutory tax rate, in part due to lower taxation at the personal level and in part
due to the deferral of taxation until realisation. Countries also report a number of tax
preferences for capital gains on SME shares that increase the attractiveness of this option.
A lower tax rate on retained corporate earnings than the combined tax rate on distributed
earnings can also provide a deferral advantage that favours retention of earnings within a
corporation. However, particularly among the SME population, many taxpayers may not
be able to defer realisation of their earnings.

Finally, taxation can also impact decisions about the size of the business. Small
business corporate tax rate thresholds may provide a disincentive to grow past a particular
income threshold, particularly where the change in the marginal or average rate is steep.
Tiered SSCs may also provide a disincentive to grow income past a particular threshold in a
SME subject only to single-level taxation. Finally, many tax preferences and simplification
measures (for example, presumptive taxes) are also based on size criteria.

Therefore, there are three main influences income taxation has on the economic margins
faced by owners of SMEs. Firstly, the main tax difference in non-dual tax systems between
the treatment of employment and self-employment will be determined by the respective levels
of social SSCs. The increased ability of self-employed persons to determine the amount of
labour income earned as well as to deduct expenses may also be relevant. Secondly, while
incorporation typically adds a second layer of taxation at the entity level, this does not
necessarily result in a higher level of taxation. This is for several reasons, including the
availability of small business tax rates at the corporate level, preferential treatment of capital
income (particularly capital gains, but to a lesser extent dividends) at the personal level and
the removal of SSCs on business income. However, incorporation may restrict the usefulness
of SME losses. Finally, SME income that is received in the form of capital gains is very often
taxed at considerably lower combined statutory rates than income earned in other forms,
even before the impact of further SME-specific exemptions and reductions (described in
Chapter 3) are taken into account, providing a tax-incentive to distribute income in this form.

Notes

1. Many countries are reforming or considering reforming their tax rules, including changes
under consideration as part of the OECD/G20 project on base erosion and profit shifting
(OECD, 2013).

2. In Finland, employee and employer SSCs are based on gross wages, whereas the base of (most)
self-employed SSCs is YEL-income (defined as gross wage that would be paid to an equally
competent person). The YEL is determined by the self-employed person, but the level of the
contribution affects future entitlements.

3. The United States is an exception in that the SSC rate is lower above the USD 117 000 social
security threshold.
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4. For most countries, this is done at the first step of the applicable small business rate. For the
United States, the small business rate used is the rate that applies at the top personal income
tax threshold.

5. Reducing the personal tax rate on capital gains to reflect the benefit of deferral in decreasing

effective tax rates was also the approach followed, for example, in King and Fullerton (1984)
and Jorgenson and Yun (1987).

6. The ability of the taxpayer to defer receipt of income is also relevant. If the taxpayer needs
current distributions of SME income for living expenses, which is particularly likely at lower
levels of SME income, the capital gains rate may be less relevant to the incorporation decision.

7. However, the removal of social security contributions may also reduce a SME owner’s entitlement
to future benefits.
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Chapter 3

Tax preferences for SMEs

This chapter discusses tax preferences that are available to SMEs. It begins with
an assessment of the case for the provision of tax preferences for SMEs, before
discussing tax preferences provided to SMEs in 38 OECD and G20 countries. Tax
preferences are divided into preferences provided at the entity level (e.g. enhanced
deductions, tax credits and exemptions targeted at SMEs) and those provided to
owners (e.g. incentives for investment, preferential treatment of income or losses
from SMEs, and preferences on disposal of SME assets). The chapter concludes
by discussing the impact of tax preferences on the decisions of SMEs, outlining
principles to guide the implementation of these measures. Finally, it provides a
summary table of preferences reported by the 38 countries.
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3.1. Introduction

The case for SME tax preferences is often justified by the special place of SMEs
in the economy, particularly in terms of their contribution to employment, job creation
and innovation. In assessing the need for tax preferences for SMEs, the case in favour
is generally based on arguments related to market failure and the positive externalities
associated with SMEs. A second rationale for intervention is based upon the argument that
the tax system may inherently disadvantage SMEs due to their size and, in the absence
of intervention, will unfairly disadvantage them against their larger competitors and may
have distortive impacts on commercial decisions and between different business forms and
different business activities.

Where a clear rationale for intervening exists, the advantages of doing so through the
tax system as against other interventions should also be considered. If tax preferences
are provided, they should be considered against the revenue and efficiency costs of doing
so, including the risk of creating further distortions or barriers to growth, or increasing
complexity. Any tax preferences should, therefore, clearly identify the problem they seek
to address and the SMEs to which the measure should be targeted, and should seek to avoid
introducing new distortions or adverse consequences.

Tax preferences provided to SMEs act to lower the amount of tax payable by the SME
or by an investor or owner of a SME. They can take many forms, including additional
deductions, credits or exemptions targeted to SMEs, or tax reductions and exemptions
provided for SME owners and investors that are linked to their investment in SMEs. Most
countries that replied to the questionnaire, report some form of tax preferences targeted to
SMEs. These seek to address a range of different goals, most commonly to encourage SME
investment, promote expenditure on research and development (R&D) and innovation,
support employment, and encourage financing of SMEs by investors. They therefore
directly affect a number of the economic margins outlined in the second chapter of this
study.

This chapter is structured as follows. Section 3.2 assesses the case for providing
tax preferences to SMEs, considering the rationale for intervention as well as some of
the difficulties and risks of doing so. Sections 3.3 and 3.4 draw on responses from the
questionnaires to discuss the tax preferences applied to SMEs in OECD and G20 countries.
Of these sections, section 3.3 focuses on tax preferences provided at the entity level (whether
incorporated or unincorporated), considering deductions, tax credits and exemptions, while
section 3.4 considers tax preferences at the investor level (considering preferences for
initial investment, for income received from the investment, and on the disposal of SME
assets). Section 3.5 provides an overview in table form of the tax preferences reported by
the countries that replied to the questionnaire and links these to the framework outlined in
Chapter 2.

3.2. Assessing the case for tax preferences for SMEs

There are two main rationales put forward in support of tax preferences for SMEs. The
first rationale argues that there are market failures that particularly affect SMEs due to
their small size or age. The second rationale is that the tax system has a disproportionately
adverse impact on SMEs, due to their small size, disadvantaging them relative to larger
enterprises. As seen in Chapter 1, SMEs account for a large share of employment and
taxable business income. They also contribute significantly to value-added and to exports,
both directly and indirectly.
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One market failure argument in support of SME incentives is that SMEs generate
benefits over and above those accruing privately to investors. These benefits may include
innovation that can be applied elsewhere, with positive growth consequences. Other
potential benefits include labour training and skills development. As these benefits are not
realised by SME owners or investors, under-investment in SMEs will result, relative to the
socially optimal level. Therefore, tax incentives targeted at SMEs, and particularly at these
activities, may encourage higher levels of investment in these activities. However, there is
a question of whether it is only SMEs that generate these positive spillover benefits. There
is a lack of empirical analysis of whether SMEs are more likely than large companies to
upskill workers or to innovate.

Another market failure argument for providing tax preferences is that SMEs are
affected by asymmetric information on markets or products, barriers to entry posed by
incumbent firms, or difficulties in raising finance (Freedman, 2009). In particular, SMEs
are seen as more vulnerable to capital market imperfections, making it more difficult for
a new business or SME to obtain access to credit, or requiring them to pay higher interest
rates (OECD, 2015). At the same time, their small size may make it more difficult for them
to attract and retain equity finance. Difficulties for SMEs in accessing finance have been
exacerbated by the recent financial crisis (OECD, 2009b). In these circumstances, it is
argued that tax preferences supporting SME finance are justified. However, except where
information asymmetries affect access to finance, the more restricted access to credit, or
a higher risk premium, of SMEs may not be due to market failures but rather be related to
the inherently riskier and less profitable nature of some SMEs as set out in Chapter 1, or it
may be related to a general lack of investment.

The second rationale used to support tax preferences for SMEs is that the tax system
is inherently disadvantageous for SMEs due to their small size. This is a specific instance
of the more general issue of higher fixed costs for SMEs. Underlying this argument is the
principle that the tax treatment of businesses, including SMEs, should not distort their
commercial decisions and should be neutral between different business forms and activities,
unless for considered policy reasons (Freedman, 2009). Some of the disadvantages posed by
the tax system to SMEs include:

* The asymmetric treatment of profit and losses under the tax system: profits are
taxed when they occur, however, losses typically are not refunded at the time
they occur, but are carried forward to be used against future income. This may
disproportionately affect SMEs who are more likely to have losses in their early
stages of development, posing cash flow problems at a critical stage in the firm’s
growth. For firms that do not recover (particularly relevant for younger enterprises,
as seen in Chapter 1) the deferred loss is not able to be utilised. Under this
argument, the ability to refund losses at the time they occur or to use them to offset
other income may be justified; as are refunds for tax credits provided to SMEs.

* Greater reliance on equity finance may result in higher tax for some SMEs subject
to entity level tax. Corporate income tax systems generally provide deductions for
interest expense which result in that capital income being subject to tax only at the
lender level. To the extent that SMEs rely more heavily on equity finance, they have
more of the SMEs capital income subject to entity level tax.

* The tax system imposes compliance burdens on taxpayers who must comply with
record keeping, filing and payment processes. These burdens involve a large fixed
component and are typically larger (in relative terms) for SMEs than for larger
enterprises. This issue is considered further in Chapter 4.
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* Taxes on the sale or inheritance of SMEs and SME assets may also disproportionately
affect SMEs. Payment of capital gains or inheritance taxes on disposal of these
assets could threaten the viability of the business in a way that would not apply to
a larger enterprise.

Where a case for special SME tax rules exists, the use of tax preferences to redress the
perceived market failure or size disadvantage should also be carefully considered against
other options to address the difficulty, such as targeted intervention, broader changes to the
tax system or processes, or information campaigns.

The design of any tax preference should also be carefully considered. Addressing tax
incentives to correct market failures is in practice difficult, requiring careful identification
and quantification of the degree of market failure and the firms which are affected. As
the population of SMEs is heterogeneous, identifying the SMEs that should benefit from
a tax incentive is also important. Size alone does not necessarily warrant intervention:
many of the market failure arguments above do not apply to all SMEs, but rather to subsets
of the SME population. For example, only a subset of SMEs may innovate, meaning that
tax preferences relating to innovation should be carefully targeted to benefit SMEs most
responsive to innovation incentives and that create the most spillover benefits. Similarly,
younger SMEs are more likely to be affected by the asymmetric treatment of profits and
losses under the tax system than more established SMEs. Freedman (2009) concludes that
assistance with compliance costs is the only intervention that “is clearly justified on a size
basis as opposed to some other test”.

Tax preferences, whether targeted at SMEs or other groups of taxpayers, may also
pose a risk to the revenue and integrity of the tax system. One challenge is that even
when carefully targeted, caution must be exercised to ensure that taxpayers not intended
to benefit from the preference are not able to reorganise their affairs, whether in terms
of expenditure or business structure, in such a way as to benefit from the provision. Tax
preferences that are initially extended only to SMEs may give rise to pressure for such
preferences to be extended to all businesses, particularly if there is no clear rationale for
limiting the incentive only to SMEs.

Finally, the creation of tax preferences can introduce additional complexity and distortions
into the tax system. Thresholds limiting tax preferences to entities under a certain size
can create barriers to SME growth. The introduction of tax preferences can also introduce
complexity by requiring additional record-keeping, monitoring, or application and registration
processes, particularly where anti-avoidance rules must also be complied with. This burden is
exacerbated when multiple thresholds or benefits potentially apply.

3.3. Business-level preferences for SMEs

The discussion in this section reports business-level tax preferences available to SMEs
drawing on the questionnaire responses provided by 38 OECD and G20 countries. It
discusses preferences provided at the entity level to both incorporated and unincorporated
SMEs, recognising that in the case of unincorporated SMEs, the distinction between
the entity and the owner may be less clear. The section discusses three broad groups of
preferences: enhanced deductions for SMEs; tax credits available to SMEs; and exemptions
from tax liabilities. Reduced corporate tax rates for SMEs are discussed in Chapter 2.
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Preferences for tax deductions of SMEs

Deductions operate to reduce the amount of taxable income of a business to take
into account expenses incurred in generating that income. While the nature and extent
of deductions will vary between countries, common deductions include deductions for
business expenses, employment expenses, interest and those related to the depreciation
of assets. Special deduction provisions for SMEs may enhance the value of existing
deductions, or provide new deductions that do not apply to other businesses.

The extent to which deductions reduce the tax liability of a taxpayer will depend on
the marginal effective tax rate of the entity. For SMEs with a higher tax rate, the value of
enhanced deductions will be higher than for a SME subject to a lower tax rate. For SMEs
in a tax loss position, the value of special deductions will depend on whether the loss is able
to be used against other income of the owner, or whether it can be used to offset profits in
other time periods.

The impact of preferential tax deductions for SMEs is to increase the amount of after
tax profit available for reinvestment into the company, lowering the cost of equity finance.
They can also act to lower the post-tax cost of the expenditure to which they apply; making
them comparatively more attractive. Deductions also increase the cash flow of businesses,
which may be particularly helpful for those at an early stage or during a financial crisis.

Depreciation and investment allowances

A channel through which investment incentives may be provided is via special tax
provisions that lower the effective price of acquiring capital. One such measure is an
investment allowance (e.g. accelerated and enhanced depreciation allowances), which are
deductions against taxable income.

Accelerated depreciation allowances allow firms to depreciate capital costs over a shorter
time period relative to the estimated useful economic life of the asset. This increases the
present value of the depreciation deductions by shifting them forward, closer to the time of
the investment. The present value of depreciation allowances is the greatest where the full
cost of the capital asset can be deducted in the year the expenditure is made (i.e. immediate
expensing). Where immediate expensing applies, the normal return on that investment is
effectively untaxed and will give rise to a negative effective tax rate on that investment
when the SME is financed by debt. Where a firm is in a “tax loss” position, depreciation
allowances only provide value to the investor if the additional tax loss can be carried forward
(or backward) to offset tax liabilities in other periods, or if they are able to be transferred to
offset against the owner’s income. Enhanced depreciation allowances permit firms to claim
total deductions for the cost of qualifying capital that exceed the price at which it is acquired.

Tax incentives based on investment expenditures, such as accelerated or enhanced
depreciation, immediate expensing of some proportion of capital costs and investment
tax credits, provide a larger investment response for each dollar of tax revenue foregone,
compared to a corporate tax rate reduction. Unlike a corporate tax rate reduction, tax
preferences tied to the cost of purchasing capital benefit only new investment and therefore
may provide a larger reduction in the effective tax rate on investment at a lower revenue
cost. In contrast, a reduction in the statutory corporate tax rate benefits “new” as well as
“old” capital, providing existing investors with a windfall gain by increasing the present
value of the future stream of after-tax earnings from existing capital. In addition, the
effect of investment tax preferences is higher for less profitable investments than a lower
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corporate tax rate, as the benefit of the lower corporate tax rate is tied to the level of the
return on the investment.

Tax preferences in the form of immediate expensing or accelerated depreciation are the most
commonly reported form of deduction preference available to SMEs. Table 3.1 summarises the
depreciation preferences available to SMEs, drawing on the questionnaire responses.

Table 3.1. Summary of depreciation preferences for SMEs

Country Nature of preference for SMEs

Australia Simplified rules: SMEs are able to pool their assets and depreciate these (on a diminishing value

basis) as a single asset. This is aimed to reduce compliance cost for small businesses.

+ Immediate expensing: SMEs can write-off assets costing less than AUD 1 000 (AUD 300 for other
businesses). Following its announcement in the 2015 Budget, the Government has introduced a

temporary increase in this limit to AUD 20 000 until 30 June 2017 for SMEs.

More flexible rules: No requirement to pro rata depreciation in the year of acquisition for the proportion
of the year they have owned the asset.
+ Immediate expensing: Ability to expense acquisition costs related to the purchase of the asset.

Belgium

Chile If operating business income over a three year period prior to the purchase of the fixed asset (or the actual
business operation period, provided the SME has been operating for less than three years) is:
+ Less than or equal to UF 25 000, immediate expensing, applicable to new or used fixed assets.
+ Over UF 25 000 and up to UF 100 000, accelerated depreciation, applicable to new or imported fixed
assets, which can be depreciated in a period equal to a tenth of the useful life established by the Chilean
Internal Revenue Service, provided it is no less than a year.

France Accelerated depreciation: Investments in robotics for use in industrial automation between 1 October
2013 and 31 December 2015 can be depreciated over a two-year period rather than across the duration
of their useful life.

Accelerated depreciation: Buildings for commercial and industrial use in rural development zones
benefit from exceptional depreciation of 25% in the first year of the asset’s use, if built or renovated
before 1 January 2016 2004. The remainder of the property value is depreciated against its normal
useful life basis.

Accelerated depreciation: France exempts SMEs from the requirement to include in their taxable
income a proportion of rent paid in cases where they, as lessees, acquire a leased property at the end
of the lease period, if the total amount of deducted rent is higher than the total amount of depreciation
the SMEs could have deducted if they had been the legal owner. This exemption only applies to SMEs
in rural development zone.

Germany Accelerated depreciation for SME business assets costing less than EUR 235 000 (125 000 for
agriculture and forestry)

Hungary + Immediate expensing: Reduction of pre-tax profit with payments on account for the acquisition of land
and buildings and of tangible assets such as technical equipment, machinery and vehicles, as well as
remodelling. The payments must be made for the purpose of putting the assets into service, remodelling
to increase their value (in the case of real estate) or acquiring new software use rights or intellectual
property

+ Immediate expensing: Ability to expense investment in machinery, equipment and accessories
(excluding passenger cars) if the assets are to be used in certain defined underprivileged areas.

+ Immediate expensing: The KIVA small business tax (see Chapter 4) allows investment to be
immediately deducted.

Japan Accelerated depreciation: For investments in machinery, depreciation of up to 30% of the acquisition
cost is allowed in addition to the normal depreciation rate, meaning that the period of depreciation is
shorter than for other assets.

+ Immediate expensing: Japan allows low value assets (of up to JPY 300 000) purchased by SMEs to

be immediately expensed, up to a limit of JPY 3 million per year.

Korea Accelerated depreciation for facility investment by SMEs, at a 50% rate rather than 25% as prescribed

for other entities

Mexico + Immediate expensing: The Régimen de Incorporacion Fiscal (RIF) allows SMEs to calculate taxes on
a cash basis, allowing investments to be expensed immediately.
+ Immediate expensing: Incorporated and unincorporated SMEs in the primary sector (agriculture,
livestock, forestry and fishery) can expense payments made for the acquisition of fixed assets, deferred
charges and expenditures, if their income is less than 423 annual minimum wages.
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Table 3.1. Summary of depreciation preferences for SMEs (continued)

Country Nature of preference for SMEs

Netherlands Accelerated depreciation: Enterprises are able to depreciate all their assets without limitation in the first
three years of the business’ operation.

Poland Immediate expensing: SMEs with turnover of less than EUR 1.2 million or in the first year of activity can
make one-off write-downs in the value of tangible assets (excluding passenger cars) purchased in that
year of up to EUR 50 000 per year

South Africa Accelerated depreciation: where turnover is less than ZAR 20 million, capital can be written off over
three years (at 50%, 30% and 20% in each year) instead of over five years. Manufacturing SMEs can
depreciate capital over one year

Spain + Immediate expensing: If turnover is below EUR 10 million, immediate expensing is allowed of fixed
assets and investment properties provided that the staff level is kept the same relative to previous years.
Accelerated amortisation: SMEs can amortise new equipment, buildings and intangible assets, at
twice the normal rate.

United Kingdom ¢ Immediate expensing: The Annual Investment Allowance allows businesses to deduct the full value
of capital expenditure (with certain exclusions, primarily motor vehicles) in the year of purchase, up
to a temporary limit of GBP 500 000 (for expenditure from 1 April 2014 to 31 December 2015). The
temporary limit was set to provide an incentive for small and medium-sized businesses to bring forward
capital expenditure, particularly for larger SMEs. In 2015, the permanent limit was set to GBP 200 000
from 1 January 2016.

United States  Immediate expensing: Businesses with less than USD 200 000 of qualifying investment can choose to
expense up to USD 25 000 of the cost, which is phased out dollar for dollar starting at USD 200 000 of
investment. The deduction is allowable up to the limit of business income, with excess being available to
be carried over to future years. Qualifying investment is defined as depreciable tangible personal property
purchased for use in a trade or business. (Limits in effect as of 1/01/2015)

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015.

Belgium allows SMEs to benefit from the investment allowance with an increased
deduction rate for security investments (at 20.5%). They can also apply a temporary
allowance of 4% for ordinary investments that do not benefit from the normal or special
investment deduction. This temporary deduction cannot be combined with the benefit of
the Allowance for Corporate Equity (ACE), discussed below.

Other deduction preferences for SMEs

SMEs, particularly newly-formed SMEs, may be more likely to be in a loss position
than larger enterprises and less likely to have cash flow or asset reserves on which they can
draw. For this reason, countries may choose to apply more flexible treatment of losses for
SMEs than of other enterprises, for example, by allowing a greater amount of the loss to be
carried over to be offset against the SMEs income in other years, or by allowing a longer
carry-over period, relative to larger entities. Other preferences may allow losses to be used
by the owner of the entity (discussed further in section 3.4).

Japan, Korea and Spain report more flexible loss provisions for SMEs than for larger
entities. Japan allows SMEs to carry forward up to 100% of income, whereas a large
corporation can only use losses to offset up to 65% of income before the loss deduction in 2015
and 2016, reducing to 50% in 2017. Korea allows SMEs to carry back losses to apply against
income in the previous year. This provision applies to SMEs under the Special Tax Treatment
Control Act, who are able to claim a refundable tax offset for losses in that year against the
prior year’s income. Spain allows entities with turnover of less than EUR 6.01 million to use
all losses in previous periods to offset future tax liabilities, rather than limiting them.
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Under the allowance for corporate equity (ACE) in Belgium, SMEs benefit from an
increased notional deduction for equity which is 0.5 percentage points higher than the general
rate (i.e. the SME rate is 2.13% in 2015). The ACE system operates to reduce the cost of equity
finance, increasing the attractiveness of equity, including retained earnings, as a source of
finance and reducing the tax system bias in favour of (deductible) debt finance. This also serves
to minimise the disadvantage faced by SMES to the extent that they are less able to access debt
finance than larger firms. The allowance for corporate equity available for small firms is not
refundable and, therefore, cannot be used by firms in a loss making position. The increased rate
of the allowance for the equity of a SME may make the tax system more neutral when SMEs are
less able to access debt finance or must pay a higher interest rate than larger firms.

Other deductions are intended to promote employment by SMEs. In Hungary, SMEs
are able to reduce their pre-tax profit by increasing the number of staff they employ. The
deduction is calculated as the average wage paid on the first day of the tax year by the
increase in the number of employees relative to the previous year (or the last year of the
predecessor in the event of transformation, merger or division), or for new entities, from zero.
This deduction only applies to companies that did not employ more than five persons in the
previous tax year and which do not have any outstanding local or government tax obligations.

Japan and Korea provide preferential deductions for the entertainment expenses of
SMEs by increasing the amount of entertainment expenses that are able to be deducted
relative to larger enterprises. In Japan, SMEs defined as enterprises with less than
JPY 100 million in capital, are able to deduct the greater of 50% of their entertainment
expenses for eating and drinking or a fixed amount of JPY 8 million per year. Entities with
more than JPY 100 million in capital are able to deduct only 50% of their entertainment
expenses for eating and drinking. In Korea, the limit applied to entertainment deductions
of SMEs is increased relative to the limit applied to larger firms. SMEs are able to deduct
up to KRW 18 million (24 million in 2015-2016) of their entertainment expenses, relative
to KRW 12 million for other enterprises.

The United Kingdom provides R&D relief against corporate tax for SMEs, allowing
them to claim an additional deduction above the normal R&D deduction. SMEs for the
purposes of this deduction are entities which fall under two times the level of the EU
definition: i.e. companies with fewer than 500 employees and either an annual turnover
of less than EUR 100 million or a balance sheet of under EUR 86 million. These entities
qualify for an additional R&D deduction of 130%, of R&D expenditure, meaning that a
SME gets a total deduction of 230% on qualifying expenditure. Qualifying expenditure is
defined by the Department of Business Innovation and Skills. The purpose of the R& D
deduction is to encourage innovation and therefore to promote economic growth.

A range of other deductions were also reported in the questionnaire responses:

* Belgium provides a fiscal incentive for the hiring of additional staff. For each low-
income staff member employed in Belgium, EUR 5 660 (in 2014) is deductible from
the taxable income of the SME. Entities considered to be SMEs are companies
declaring profits or proceeds and employing less than eleven wage or salary earners
on 31 December 1997 (or where the company started activity after that date, on
31 December of the year the company started its activity).

*  Hungary exempts SMEs from making a correction to Prices Applied Among Affiliated
Companies with regard to long-term contracts concluded with affiliated companies in
the case of joint purchases and sales. The exemption applies only if the voting rights of
the SME in the affiliate company exceed 50%. The measure is designed to reduce the
competitive disadvantage faced by SMEs compared to larger businesses.
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* Spain allows a tax deduction of 1% of accounts receivable, to allow for potential
bad debts. Spain also allows a tax base reduction of up to 10% for setting up a non-
distributable reserve for offsetting tax losses. This reserve is limited to a maximum
of EUR 1 million for five years.

* In the Netherlands, entreprencurs are allowed to make a fixed deduction of
EUR 7 280 from taxable profits, lowering their average tax rate and increasing the
effective threshold for the application of marginal rates.

* The United States allows taxpayers with less than USD 50 000 of start-up or
organisational expenditure to deduct (rather than amortise) up to USD 5 000 of each
type of expense in the first year of business. The amount of the deduction is phased
out if these expenses exceed USD 50 000. The purpose of the provision is to lower
the tax cost of investigating new business opportunities and investing in new business
activities and also to simplify tax administration and reduce the compliance burden.

» France provides an allowance against the profits of SMEs located in Guadeloupe,
Guyana, Martinique, Mayotte and Reunion. Corporate profits of SMEs in eligible
sectors (accounting, business advice, or engineering) are able to deduct 40% of
taxable profits in 2015, 35% in 2016 and 30% in 2017. The deduction is capped
at EUR 150 000 per year. Both the amount of the reduction and the cap can be
increased for certain areas or industries.

Tax credits targeted at SMEs

The second type of tax preference that may be provided for SMEs are tax credits that
serve to reduce the amount of tax payable on taxable income. These include tax credits for
R&D or innovation, investment tax credits, credits for employment, health, or other forms
of expense. Unlike a deduction, tax credits directly reduce the tax liability of the SME and
so their value is not dependent on the SME’s rate of tax.

Whether a tax credit is refundable or transferable will be of particular importance for
firms in a tax loss situation. As for deductions, tax credits are generally of no immediate
use to firms in a “tax loss” position. Governments may allow firms in a temporary loss
position (e.g. start-up firms) to carry forward balances of earned but unused investment
tax credits. This avoids placing them at a competitive disadvantage relative to profitable
firms, although even with carryover provisions, a timing disadvantage still persists. An
alternative is to allow for tax credit “refundability”. Where a credit is refundable, taxpayers
are provided with cash relief for that portion of the credit that cannot be used to offset
income tax liability in the year the credit is earned. Refundability can boost cash-flow and
address possible liquidity constraints inhibiting investment plans.

However, from the government’s perspective, care must be exercised in introducing
refundable tax credit provisions. Refundability increases the cost of an investment tax
credit programme by shifting forward tax expenditures that would be delayed under tax
credit carryover provisions. It also extends support to firms that may eventually fail and
may never report taxable profits as well as increasing incentives to re-characterise non-
targeted activities as qualifying ones. Carryover provisions limit programme costs by
extending assistance only to firms that will eventually be profitable, in effect targeting
them to surviving firms.

The most common forms of tax credit are investment tax credits and tax credits for
R&D or innovation. The remainder of this subsection discusses each before considering
other reported tax credit preferences for SMEs.
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Investment tax credits

Like investment allowances, investment tax credits also alter investment incentives by
lowering the effective price of acquiring capital. Investment tax credits are typically earned as
a percentage of qualifying expenditures. Investment tax credits may be flat or incremental. A
flat investment tax credit is earned as a fixed percentage of qualifying investment expenditures.
An incremental investment tax credit is calculated on the excess against a moving-average base
(e.g. the average investment expenditure by the taxpayer over the previous three years). One
rationale for an incremental tax credit is to improve the targeting of the relief to investment
expenditure that would not have occurred in the absence of the tax relief.

A range of tax credit preferences were reported by OECD and G20 countries. These are
summarised in Table 3.2. Tax credits include measures targeted at SME investment in particular
geographical areas (the Atlantic region in Canada, or in Corsica in the case of France), as well as
investment in particular forms of assets (for example facility investment in Korea or machinery
in Japan). In many cases, the credit is specifically aimed at SMEs, whereas in others, SMEs
benefit from more favourable rates (as in the case of Chile) or entry criteria (as in Portugal).

Table 3.2. Summary of investment allowance preferences for SMEs

Rate of
Country credit Eligible expenditures Comment
Canada 10% New buildings, machinery and equipment  For larger corporations, the credit is non-
for farming, fishing, logging, manufacturing  refundable. Forty per cent of the credit is
and processing, by corporations in the refundable for Canadian-controlled private
Atlantic region (Newfoundland and corporations (CCPCs) that have taxable income
Labrador, New Brunswick, Nova Scotia, below the qualified income limit. The qualified
Prince Edward Island, the Gaspé Peninsula income limit is equal to CAD 500 000 for
in Quebec). CCPCs with prior-year taxable capital of less
than CAD 10 million. The limit is phased out on
a straight-line basis for CCPCs with prior-year
taxable capital between CAD 10 and 50 million.
Chile 6%2 Physical assets acquired, built or held The annual maximum amount of the credit
under a lease with a purchase option. cannot exceed UTM 500.
The different rates apply depending on the
average annual sale of the taxpayer (6% in
case of taxpayers who have average annual
sales that do not exceed UF 25 000; 6% by the
result of dividing 100 000 minus annual earning
over 75 000 in case of taxpayers who have
average annual sales greater than UF 25 000
but which do not exceed UF100 000; 4% in case
of taxpayers who have average annual sales
greater than UF 100 000)
France 1.20% 1. Tangible or intangible property thatis not 1. Limited to EUR 400 000 per year. The tax
2.20% yet available on the market and differs credit is able to be carried forward for up to
from existing or previous products, three years or can be refunded. This is an
having superior technical performance, extension of the research tax credit.
ergonomics, functionality or eco-design. 2. Applies to enterprises with less than
2. Depreciable capital goods, fixtures and 250 employees and turnover of less than
commercial facilities, related software, EUR 40 million or assets under 27 million The
hotel renovations in Corsica. investments must be operated in Corsica, have

been acquired between 2002 and 2020, and be
funded without public aid for at least 25% of their
cost. The tax credit can be carried forward for
nine years or is refundable.
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Table 3.2. Summary of investment allowance preferences for SMEs (continued)

Rate of
Country credit Eligible expenditures Comment
Germany 40% Estimated acquisition costs of a SMEs with business assets costing less than
depreciable tangible asset up to three EUR 235 000. After the acquisition, the amount
years prior to the acquisition of the credit reduces the base for depreciation
of the asset. This instrument, together with the
accelerated depreciation described above, is
intended to boost SME competitiveness, improve
their liquidity and support investment.

Hungary 60% Interest paid on a loan for a tangible asset.  Limited to HUF 6 million per year.

Japan % Acquisition cost of machinery. Non-refundable, but able to be carried forward
for one year. Taxpayers must choose between
the special depreciation rate described above
and this tax credit.

Korea 1.3-9% 1. Facility investment (investment in 1&2. Other criteria are used to determine the

2.7-10% tangible assets for business purposes). applicable rate within this range.
2. Investment in R&D facilities, productivity
enhancement facilities, safety facilities,
energy-saving facilities, environmental
conservation facilities and facilities
designed to promote employees’ welfare.

Netherlands  28% Investments SMEs can deduct 28% (maximum) from their
investments, up to a value of EUR 15 609 of their
taxable income.

Portugal 10-25%  Investment expenses. SMEs must remain in the same region for three

years (as opposed to five years for larger entities).
The amount of the credit is limited to 100% of

the SME's tax liability in the first three years of
business activities and 50% for the next 10.

Note: a. The percentage resulting from multiplying 6% by the result of dividing 100 000 minus annual earning
over 75 000, provided the resulting rate is not lower than 4%.

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015.

Research & development and innovation

Tax credits for research and development reduce the cost of R&D expenditure relative
to the cost of other forms of expenditure. They therefore increase the net present value of
prospective research projects, making them more attractive. Unlike subsidies for R&D they
do not require the government to “pick winners”, but correspondingly also allow reduced
scope for governments to target the support and direct the nature of R&D. Like investment
tax credits, they can be applied either on the total amount of R&D expenditure, or on
the incremental increase in R&D expenditure. Incremental tax credits may help to avoid
windfall gains to R&D expenditure that would have taken place even in the absence of the
credit, but are more complex to administer and comply with than volume-based credits.
They may also change the timing of investment plans (European Commission, 2014). In
value terms, most R&D tax benefits are claimed by larger enterprises; while measures for
SMEs may encourage innovative expenditures at the margin. For this reason, countries may
choose to target tax incentives (wWhether volume-based or incremental) to smaller firms, who
are less likely to make investments in R&D due to financial or other constraints.
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A recent European Commission report (2014) found that in some countries, SMEs
were more responsive to R&D credits than larger firms, although this did not hold for all
countries. However, the spillover benefits associated with R&D tax credits were typically
greater for larger enterprises than for SMEs, weakening the case for targeting R&D tax
credits towards SMEs. However, the report found that the benefit from targeting R&D
incentives at new firms was typically greater than for SMEs generally and that targeting
credits at younger firms was good practice. Other elements of good practice highlighted
by the report include:

R&D tax schemes should be volume-based rather than incremental, to avoid higher
administrative and compliance costs as well as distorting the timing of a firm’s
R&D investment;

R&D schemes should clearly target activities that advance the worldwide stock of
knowledge rather than the firm’s knowledge base;

Tax incentives should target expenditures that lead to strong knowledge spillovers,
particularly those based on the wage bill paid to researchers;

Carry-over or refunds of R&D tax credits are useful to ensure that firms,
particularly young firms, can benefit from the tax credits even when not profitable.

Countries reported a number of R&D preferences for SMEs or young enterprises in
their responses to the questionnaire. These measures include credits that are specific only
to young or new enterprises as well as more generous application of generally-available
credits to SMEs.! In some cases, R&D tax preferences fall under more than one category:

R&D credits may be targeted only to SMEs or to young enterprises;

- France offers a tax credit targeted to SMEs (Credit d’impét innovation) which
is an extension of the general research credit. Under this credit, SMEs can
benefit from a tax credit in respect of certain expenses relating to prototypes
or pilot trials of new products. Eligible expenses are capped at EUR 400 000
per year and the rate of the credit applied to the expenses is 20%. Any unused
amount of the credit can be carried over for up to three years or refunded under
certain conditions. In addition, France provides a credit for young innovative
enterprises (Jeunes Entreprises Innovantes), when their R&D expenditure
reaches at least 15% of the total costs. This scheme was recommended as best
practice by the European Commission (European Commission, 2014) due to its
targeting toward new innovation, immediate refund option and short response
time.

- Denmark also allows tax credits for R&D, which are most commonly used by
new SMEs, although they are not restricted by firm size. For entities that have
a tax loss of up to DKK 25 million that results from R&D expenditure, the
company can have the tax value of the deficit (up to DKK 5.87 million) paid
out. The loss that is able to be carried forward is reduced by the loss that forms
the basis of the amount paid out.

SMEs may benefit from a greater tax credit rate, or be able to use a greater
proportion of, eligible expenditure than larger enterprises. For example:

- Canada provides small Canadian-controlled private corporations (CCPCs)
with an enhanced credit under the Scientific Research and Experimental
Development programme, at a 35% rate on the first CAD 3 million of eligible
expenditures rather than at the general 15% rate.
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- In the Netherlands, SMEs or start-ups undertaking R&D activities can benefit
from the Wet Bevordering Speur- en Ontwikkelingswerk (WBSO), a wage tax
credit that provides higher deduction rates for the first EUR 200 000 of the
business’ wages.

- Under the SkatteFUNN R&D tax credit in Norway, SMEs benefit from a higher
tax credit rate of 20% than the 18% rate that applies to larger enterprises.

- Portugal provides a tax credit for R&D undertaken between 2014 and 2020
with a basic deduction rate of 47.5% for SMEs relative to the 32.5% rate
applying to firms generally.

* SMEs may be eligible for a refund in respect of unused R&D tax credits, when the
firm is in a loss position, for example, in:

- Australia, where the concessional R&D tax credit applies to entities who
have at least AUD 20 000 of notional R&D deductions, up to a limit of
AUD 100 million. SMEs may be able to receive their unused R&D tax credits
in monetary terms, when the firm is in a loss position, whereas for entities over
this threshold the tax credit is not refundable.

- Canada, under the Scientific Research and Experimental Development (SR&ED)
programme, where unused credits at 35% on the first CAD 3 million of
expenditure are refundable to CCPCs with a prior-year taxable income of
less than CAD 500 000 and capital of less than CAD 10 million. For these
entities, SR&ED expenses above CAD 3 million are eligible for a 15% credit
which is 40% refundable. When income increases between CAD 500 000 and
800 000 or capital between CAD 10 and 50 million, the CAD 3 million limit is
reduced so that firms with income above CAD 800 000 or capital of more than
CAD 50 million do not qualify for the enhanced refundable credit.

- New Zealand, where the tax benefit from R&D expenditures can be refunded
if the company is in a tax loss position. This will apply mostly to start-ups and
SMEs, allowing them to cash out losses up to a limit of NZD 500 000, with
this cap rising by NZD 300 000 per year until it reaches NZD 2 million. To be
eligible for the credit the company must carry out eligible research and 20% of
its wage and salary expenditure must be in relation to R&D.

- The United Kingdom where any unused R&D deductions, including those
provided at the enhanced rate for SMEs, are able to be refunded to SMEs in a
tax-loss position.

Iceland also has more generous rules under its R&D tax credit for SMEs than for
larger firms. Iceland allows a tax credit at 20% of expenditure on R&D projects. The tax
credit applies to all firms, but small and medium-sized enterprises have more favourable
deduction rights than large enterprises.

In the Netherlands, provisions are made for SMEs that are not available to large firms
to make access easier to the innovation box — a tax regime under which a 5% tax rate is
applied to the income generated by a qualifying intangible asset to the extent the income
from the intangible asset exceeds the related R&D expenses. The provision allows SMEs
improved access to the innovation box as they are not obliged to prove the amount of
eligible income for the intellectual property regime up to EUR 25 000 per year.
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Employment preferences

Another common form of preference provided to SMEs involves reduced obligations
under employment taxes. These take the form of exemptions from certain payroll deductions,
as well as reduced tax rates or bases on which these obligations are assessed.

Germany exempts self-employed individuals from mandatory pension contributions.
These individuals can apply to enter the statutory pension insurance scheme within 5 years
of becoming self-employed. If so, new businesses are able to make payments based on half
the monthly reference value (EUR 2 345 or 2 765, depending on the region), although their
pension benefits will be reduced accordingly. However, all self-employed individuals can
apply to make contributions based on their actual income, with a minimum payment of at
least EUR 85.05 per month.

Reduced rates apply to payroll deductions in several countries. In Argentina, employers
with a turnover of less than ARD 48 000 000 and those who perform industrial, agricultural,
livestock or mining activities benefit from a reduced social security contributions (SSC)
rate of 17%. Belgium allows firms to reduce their SSCs by up to 1.71 percentage points
depending on the number of workers in the firm. In Spain, the self-employed benefit from
several rebates and reduced rates according to their current status (e.g. young entrepreneurs,
self-employed, disabled). Finally, Sweden allows firms with employees between 26 and
65 years of age who work 75% or more with R&D to reduce the social security fees in
respect of these employees from 31.42% to 21.42%. This reduction is limited to a maximum
of SEK 230 000 per month and per company group.

Other preferences provide credits or rebates against employment taxes. For example,
in Austria, SMEs benefit from a tax allowance of EUR 1 095 for a wage sum of less than
EUR 1 460 for local authority taxes on the sum of wages and the same allowance of the
employer’s contribution to the family burden equalisation fund.

Canada provides support to small businesses through the Small Business Job Credit.
The credit applies to Employment Insurance (EI) premiums paid by small businesses in
2015 and 2016. Any firm that pays employer EI premiums equal to or less than CAD 15 000
in those years will be eligible for the credit. The credit will be calculated as the difference
between premiums paid at the legislated rate of CAD 1.88 per CAD 100 of insurable
earnings and the reduced small business rate of CAD 1.60 per CAD 100. Employers must
pay 1.4 times the legislated rate, meaning that the credit is worth CAD 0.39 per CAD 100
of earnings. This applies in addition to the Quebec Parental Insurance plan. Almost 90%
of premium paying businesses in Canada will receive the credit and it is estimated that
the credit will save small employers more than CAD 550 million over the two year period,
reducing their payroll taxes by nearly 15%.

In Poland, self-employed persons pay SSCs according to a lower basis for assessment.
The basis is the declared amount that is not less than 60% of the projected average monthly
wage. The minimum amount in 2015 is PLN 2 375 and the limit of the annual basis for
pension and disability contributions is PLN 118 770. Self-employed persons also pay health
care contributions against a lower assessment basis. This is also the declared amount which
is not lower than 75% of the average monthly wage in the business sector in the fourth
quarter of the previous year. The minimum amount in 2015 is equal to PLN 3 105.

Finally, the United States provides a small employer health credit. This credit applies
to employers with less than 25 full-time equivalent staff, with average wages of less than
USD 50 000, and which make non-elective uniform contributions of at least 50% of the
premium. The credit is set at a specified percentage of premiums paid during the taxable
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year. It is applied in full until the number of employees reaches 10 or the average salary is
above USD 25 000 up to the limits mentioned earlier. It is available only for health insurance
purchased through an Affordable Insurance Exchange for up to two years.

Other tax credits

In Chile, SME taxpayers subject to VAT can use payments against the Stamp Tax as a VAT
tax credit. To do this, they must declare the VAT electronically or in a non-electronic form
determined by the SII, have an income not over UTM 60 000 in each of the three previous
calendar years, and have paid the stamp tax without any right to recover it from third parties.

France offers a tax credit for marketing expenditure by SMEs. Regardless of their
form, SMEs are able to obtain a tax credit for business development spending for export
purposes. The tax credit requires that a person or volunteer company be assigned to
the development of exports. Eligible expenses include expenses for 24 months after the
person’s recruitment (provided they are deductible from taxable income). These include
fees and travelling expenses, market research, participation in fairs and trade fairs,
publicity in relation to exportable goods and services, monthly allowances and benefits,
consulting activities, or demonstrations outside of France. The tax credit is equal to 50% of
eligible expenditure and is capped at EUR 40 000 over the two year period.

Tax exemptions targeted at SMEs

The third main category of tax preferences that may be available to SMEs are exemptions
from the requirement to pay a particular kind of tax. These may be standalone exemptions
or may apply as a component of a replacement tax system, which provides a simplified tax
regime for SMEs that replaces one or several other taxes, including income taxes, VAT, excise
taxes and/or payroll deductions. These are discussed in Chapter 4. This subsection discusses
only exemptions from existing taxes that are not replaced by another tax.

Exemptions may be temporary in nature, designed to ease the burden of the tax system
in the first year of existence. Examples of this include an exemption in France for young
innovative companies, who are able to obtain a full exemption from income tax in their
first year of operation and a 50% exemption in their second year, under certain conditions,
including restrictions on ownership and minimum levels of R&D expenditure. Similarly, in
Ireland, companies incorporated after 14 October 2008 that have commenced a new trade
are eligible for relief from income tax liability. Full relief is available for a corporate tax
liability of under EUR 40 000 and marginal relief is available when corporate tax liability
is between EUR 40 000 and 60 000. This relief is linked to the amount of employers’ Pay
Related Social Insurance contributions, subject to a maximum of EUR 5 000 per employee
and up to eight employees per company. The policy rationale for both measures is the
stimulation of new activities and the creation of jobs.

China offers a number of exemptions for small and micro-sized enterprises relating to
different time periods. Monthly sales of small micro enterprises of less than CNY 30 000 are
exempt from VAT and business tax between 1 October 2014 and 31 December 2015. From
1 January 2015 to 31 December 2017, these businesses will also be exempt from additional
educational fees, water conservancy construction fund, the local additional educational fees,
cultural construction fees. Furthermore, from 1 November 2014 to 31 December 2017, loan
contracts signed by financial institutions and small and micro enterprises are exempt from
stamp tax. In addition, from 1 January 2015, small and micro-sized enterprises (including
individual business) are exempted from 42 administrative fees including land registration
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fees, housing registration fees and housing transaction fees. Small and micro-enterprises
with 20 or less staff are also exempt from the disabled employment security payment within
three years from the date of industrial and commercial registration.

Mexico provides another example, under its Régimen de Incorporacion Fiscal, described
more fully in Box 3.1. This tax regime provides for a simplified cash flow calculation of taxes

Box 3.1. The Régimen de Incorporacion Fiscal (RIF) in Mexico

In January 2014, the Mexican government introduced a new tax regime for small taxpayers
(i.e. individuals who carry out business activities selling goods or services) for which no
professional qualification is required, provided that their incomes do not exceed MXN 2 million.
This tax regime, named the Régimen de Incorporacion Fiscal (RIF), replaced the former small
taxpayers’ regime the Régimen de Pequerios Contribuyentes (REPECOs) and the intermediate
regime (Régimen Intermedio).

This tax scheme is part of a comprehensive strategy (known as “growing together”) that
aims to reduce informality among small enterprises, which is a pervasive problem in the
Mexican economy. By significantly lowering their personal, social security, VAT and excise
tax obligations in the first ten years of operation, the new tax regime creates incentives for
informal enterprises to switch to the formal sector.

Income tax is calculated on a cash-flow basis, with similar tax rates to those that apply in
the general tax regime. For VAT and excise taxes purposes, there is an optional regime based
on a simplified schedule of tax rates, which vary by economic activity and the type of product
and is applied according to the enterprise’s turnover level. This reduces the administrative
burden of calculating VAT and excise tax liabilities. Taxpayers also benefit from a number of
exemptions during the first ten years of participation, as is outlined in the table in this box.
Further, taxpayers with an income of less than MXN 100 000 can apply for 100% VAT and
excise tax reductions for a ten year period of participation in the regime. The RIF regime
provides a gradually elimination of the tax reductions for over a ten-year period.

Exemptions and reductions in taxes under the RIF in Mexico

Year
Reduction in Tax Liability 1 2 3 4 5 6 7 8 9 10
Income, VAT and excisetax ~ 100% 90% 80% 70% 60% 50% 40% 30% 20% 10%

SSC (up to maximum income
of 3 minimum wages.

50% 50% 40% 40% 30% 30% 20% 20% 10%  10%

RIF taxpayers fill out two-monthly tax returns and their payments are considered final.
This contrasts with the general regime which requires taxpayers to calculate their tax monthly
and make provisional payments.

To be beneficiaries, entities must enrol in the Federal Taxpayer Registry (RFC), record
revenues and expenses, invoice clients upon request and deliver sales notes otherwise and
submit bimonthly statements. This scheme is complemented by a range of services to help
small, often informal, businesses expand and professionalise as further encouragement to join
the formal economy. These services include access to special government-backed credit lines
and training programmes, as well as a special internet tool that facilitates tax compliance. This
tool, provided by the Tax Administration, is named “My Accounts” (Mis cuentas) and further
reduces SME compliance costs. The tool allows SMEs in the RIF regime to issue electronic
invoices, simplify their tax accounting, keep registers of income and expenditure and use that
information to present their simplified tax returns. RIF taxpayers are also able to buy a tablet
at reduced price to give them access to this tool and to receive payments with bank cards.
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together with exemptions from income taxes, VAT, excise taxes and SSCs that gradually
reduce to zero over a period of ten years. The regime is intended to ease the transition of
SMEs into the tax system and to simplify their compliance costs.

Mexico also provides benefits to taxpayers in the primary sectors. Incorporated
enterprises with an income up to 20 AMW per associate (with a total limit of 200 AMW)
are exempted from the corporate income tax, while those with an income over this
threshold benefit from a 30% reduction until their income reaches 423 AMW. Companies
or associations of producers with an income up to 4 230 AMW receive a 30% income tax
reduction.

In the Netherlands, unincorporated SMEs benefit from the SME profit exemption
(MKB- winstvrijstelling), which exempts 14% of all profits, lowering the marginal effective
tax rates in each tax bracket at the personal level. Entrepreneurs also benefit from the fixed
deduction of EUR 7 280 under the Zelfstandigenafirek, described earlier in this study.

Several countries offer exemptions from particular taxes or from income taxes on
particular activities. For example, Australia offers a fringe-benefits tax (FBT) concession
for small businesses, whereby employers do not have to pay FBT for car parking if it is
a SME or has income of less than AUD 10 million. Another example is found in Greece,
where microenterprises (EU definition) are exempt from income tax on profits from the
disposal of generated electricity if they are included in the Special Programme for the
Development of Photovoltaic Systems up to 10 KW). In Chile, payments remitted abroad
by Chilean taxpayers that have an average annual business income not exceeding UF
100 000 in the last three business years, to a non-Chilean resident or domiciled service
provider for advertising services or for the subscription to a technological services internet
platform, are exempt from withholding tax.

Finally, in some countries, reduced VAT rates or exemptions may apply to sectors that
are in practice largely comprised of SMEs. For example, in Belgium the reduced VAT rate
for catering services (from the standard rate of 21% to 12%) was designed to counter high
labour tax rates in this sector. Other European countries have also introduced reduced VAT
rates for labour intensive services.

3.4. Investor level preferences

This section discusses tax preferences that apply to investors in SMEs, rather than to
the SME itself. Preferences which apply to SME investors lower the effective tax rate on
the returns to investors, increasing their post-tax return on investment. This may operate
to increase investment by lowering the rate of return that a firm needs to earn in order to
pay investors their expected rate of return. Tax preferences for investors can therefore be
seen as SME financing incentives.

For financing incentives to operate effectively, the incentive should result in investors
lowering their expected pre-personal tax rate of return by an amount reflecting in full the
amount of tax relief that they are provided. This will result in a reduction in the SME’s cost
of capital. The incentive should also be directed at the marginal investor. Ideally, unless a
specific policy choice is made to the contrary, they should also be neutral as regards risk;
if losses are deductible against higher rate personal income, but profits are taxed at lower
small business rates, the tax system may encourage excessive risk taking.

There are three broad groups of financing incentives delivered through the tax system.
Firstly, preferences may be provided for the initial investment in a SME by providing
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up-front personal tax relief on the cost of equity investments in or loans to targeted
entities. Secondly, preferences for income received from a SME ownership interest (tax
deductions or credits including imputation credits and dividend tax credits) can provide
shareholders with income tax relief in respect of the return (i.e. dividends or capital gains)
from their investments in targeted entities. This includes flow-through tax incentives which
allow businesses to transfer unused tax deductions or tax credits earned on qualifying
expenditures to investors, to be used to offset shareholder-level rather than business-level
taxation. Finally, tax systems may provide preferences on the sale or disposal of SME
assets, such as relief from capital gains, inheritance, or gift taxes. The section discusses
each of these in turn.

Preferences for initial investments in SMEs

Incentives for direct investment in SMEs

A number of countries provide up-front tax preferences for investment in SMEs at
the level of the investor or owner. These typically take the form of up-front deductions
against personal taxes on the other income of the investor and are often limited to
investment in new or very small SMEs. The intention of these provisions is to increase
the available finance to firms in start-up phases. They are, therefore, often intended to
encourage entrepreneurship by reducing the cost of initial investment and by promoting
the development of highly innovative young firms.

Finland offers a business angel deduction which allows natural persons investing in
small Finnish businesses to deduct 50% of their investment against their income taxes.
The SME must be in its first six years of operation, be unlisted and have fewer than
50 employees and turnover and total assets of less than EUR 10 million. Certain sectors
are excluded. To qualify for the deduction, the amount of the investment must be at least
EUR 5 000 with a maximum per company of EUR 75 000 and per person of EUR 150 000.
The investment must be less than 50% of the capital of the company after the investment
is made and the target company may not have more than EUR 2.5 million of these
investments per year. The amount deducted against income taxes is subtracted from the
acquisition cost of the shares when they are disposed of.

In France, a reduction in income taxes of 18 percentage points is available to taxpayers who
invest in SMEs, being defined as businesses with less than 50 employees and with a turnover
or balance sheet of less than EUR 10 million. Eligible entities must be less than five years old,
unlisted, taxed at the corporate level, and carry out commercial, industrial, or agricultural
activities; however, some financial and wealth management activities are not eligible. The
investor must subscribe in cash. The reduction in tax liability is granted up to EUR 50 000 per
year (EUR 100 000 if married) and can be carried over to future years’ income.

Ireland provides an Employment and Investment Incentive. This is an income tax
incentive for private investors who invest in medium-term equity in qualifying companies,
which provides for a tax relief of 30% in respect of investments of up to EUR 150 000 per
year, after they hold their investment for a minimum of 3 years. If additional jobs were
created or the company has used the investment for R&D expenditure, an additional relief of
11% is available at the end of the holding period. The rationale for this incentive is to support
the development of SMEs and their importance in the economy, by encouraging private
investors to invest in companies which would otherwise find it difficult to secure finance.

Ireland also provides a seed capital scheme, which allows relief from income tax for
investments in a business of up to EUR 100 000 in any year and can be claimed back

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015



3. TAX PREFERENCES FOR SMES — 77

as a refund for up to 6 prior years. It is intended for employees, unemployed persons, or
individuals who have been made redundant and who start their own business. It, therefore,
applies only to new ventures, and the money must be used for trading activities, or
research and development. The use of the money must directly contribute to the creation or
maintenance of employment and the individual must be employed by the company within
6 months of the date of the last investment, owning at least 15% of the SME’s capital and
holding the ownership interest for at least three years. The seed capital scheme is designed
to provide support for entrepreneurs and to improve SME access to finance.

Italy provides specific tax incentives for investing in innovative start-ups. These incentives
apply from 2013-2016 to investment in new, non-listed companies and co-operatives that focus
on research, development and innovation. Under this incentive, Italian personal income taxpayers
receive a credit of 19% of the amount invested in innovative start-ups up to a maximum of
EUR 500 000, while corporate taxpayers receive a tax allowance of 20% of the amount invested,
up to a limit of EUR 1.8 million. The investor must maintain their investment for at least 2 years.
The relief was recently extended to Innovative SMEs (EU definition) which meet one of the
following three requirements: 3% of sales or costs must be attributable to R&D activities, one-
third of employees have a degree (or one-fifth have or are doing a doctorate); and the company
owns a patent. The aim of these provisions is to recognise that Innovative Start-ups and SMEs
are important to promote sustainable growth, technological development and employment,
particularly for youth. Also they are to develop a new business culture which is favourable to
innovation, increase social mobility and attract investment and skilled labour to Italy.

Sweden provides a tax deduction for natural persons who invest in small firms (firms
with a turnover of less than SEK 80 million and fewer than 50 employees). The tax credit
applies against the capital income for the investor and reduces tax payments by 15% of
the amount of the investment. The deduction is limited to SEK 195 000 per year and to a
maximum level of investment of SEK 20 million per firm. The purpose of this tax credit is
to promote access to capital for small firms.

Tax preferences for investments in venture capital funds

Venture capital can be an important source of finance for start-up firms and small
businesses, particularly where these firms do not have access to capital markets. To
encourage equity investment in companies which might struggle to raise capital through
conventional bank finance and to stimulate entrepreneurship, several countries have
introduced schemes to promote investment in venture capital funds.

Australia has two programmes to promote investment in venture capital funds.
Under the Venture Capital Limited Partnership (VCLP) and the Early Stage Venture
Capital Limited Partnership programmes, venture capital funds structured as limited
partnerships can be eligible for flow-through tax treatment and other tax concessions
for gains or refunds from investments made by the fund. To qualify as a venture capital
limited partnership, the fund must have at least AUD 10 million of committed capital and
all foreign partners of the fund must be residents of a country with which Australia has a
double tax agreement. Eligible investments must be at-risk and must be held for at least
twelve months. The Venture Capital Limited Partnership must invest in unlisted Australian
businesses with a total asset value of less than AUD 250 million with at least 50% of both
employees and assets located in Australia. Certain sectors are excluded, including property
or land development, finance, insurance, construction or infrastructure. The Early Stage
Venture Capital Limited Partnerships are limited to total investment of between AUD 10
and 100 million and must have an investment plan with a focus on making early stage
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venture capital investments approved by Innovation Australia. The requirements for
eligible investments are similar to those required under a VCLP, except that the total level
of the investment cannot exceed AUD 50 million.

In Japan, investors in specific SMEs are able to deduct the amount of their investment
from the taxable capital gains on shares. Capital losses at the time the shares are sold
are deductible from the taxable capital gains on shares and the remainder of losses after
deduction can be carried forward. For specific newly-established SMEs, the amount of
their investment can be deducted from the investor’s income subject to certain limitations.

In Korea, venture capital companies investing in newly organised SMEs do not pay
corporate tax on the gains from the sale of their equity interests in SMEs.

Turkey allows amounts reserved as venture capital funds to be deducted from the
income of investors on the condition that they do not exceed 10% of the taxpayer’s declared
income. Turkey also has a business angel system, which allows 75% of investments in early
stage companies to be deducted against individual income, with the ratio increasing to
100% for companies with projects that fall within the scope of programmes determined by
the Science, Industry and Technology Ministry, TUBITAK (Scientific and Technological
Research Council of Turkey) and KOSGEB (Small and Medium Enterprises Development
Organization). More details on this scheme are found in Box 3.2.

Box 3.2. Licenced business angel investors in Turkey

Turkey introduced a tax deduction for licensed business investors as part of a wider
law regarding the regulation and promotion of business angel investments. This law was
enacted in 2012 and secondary legislation came into force on 15 February 2013. It provides
a legal framework for licensing business angels, with the aim to increase the availability of
equity financing for SMEs for which traditional debt financing is not well suited. It hopes to
institutionalise business angel investments and to improve business culture and ethics in the angel
investment market. Further, licensing will improve the data collection regarding business angel
operations in Turkey.

Licensed business angel investors can deduct 75% of the capital that they invest in innovative
and high growth SMEs from their annual personal income tax base. The annual deduction
is capped at TRY 1 000 000. However, licenced business angel investors can co-invest in
the venture capital firms. The amount of investment that is eligible for tax support in those
co-investments is TRY 2 000 000. In order to be accredited as a business angel by the Treasury,
certain qualifications are required, pertaining to the wealth and income of the investor as well
as his or her experience as fund manager of a financial institution, manager of a business or
member of a business angel network. The 75% deduction rate will be increased to 100% for those
investors investing in SMEs whose projects are supported by Ministry of Science, Industry and
Technology, the Scientific and Technological Research Council of Turkey (TUBITAK) and Small
and Medium Enterprises Development Organization (KOSGEB) in the last five years. The given
licenses will be valid for 5 years and the tax deduction will be applied until 2017 with the option
to extend it for another five years.

Certain conditions have to apply in order to be eligible for this tax deduction. The SMEs’
shares are not traded at stock market and the acquired shares must be held for at least two years.
Moreover, it only applies investments in businesses with annual net sales of TRY 5 million
or less and 50 employees or fewer. Between 15 February 2013 and 1 July 2015, 313 business
angels have been licensed out of 321 applicants. In the same period 6 investments benefitting
from the tax incentive have been made for a total amount of TRY 2 650 882.
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In South Africa, a venture capital company regime is in place to encourage equity
investors to invest in SMEs. Taxpayers investing in a venture capital company generate
an upfront deduction for the investment and there is no recoupment on withdrawal if the
investment is held for more than 5 years. The legislation does not permit any excess deduction
to be carried forward to apply against future income. The venture capital company receiving
the investment must invest in qualifying SME companies. Qualifying SME companies
are those that have assets of less than ZAR 50 million (ZAR 500 million for junior mining
companies).

The United Kingdom offers three venture capital schemes to provide tax preferences
to equity investors in SMEs to encourage investment in small and growing higher-risk
businesses. Under the Enterprise Investment Scheme (EIS), direct investment in qualifying
SMEs is eligible for 30% relief against the income tax of the owner up to a limit of
GBP 1 million. The company is limited to investment of GBP 5 million per year and the
investment must be held for three years. The SME into which the investment is made must
have less than GBP 15 million of assets pre-investment (and no more than GBP 16 million
post-investment) and have less than 250 employees. The Seed Enterprise Investment
Scheme (SEIS) is available to investments in very small SMEs; allowing 50% relief on
investments of up to GBP 100 000 in qualifying SMEs. Qualifying SMEs are those with
less than GBP 200 000 of investment and less than 25 employees, and are restricted to SEIS
investment of GBP 150 000 per year. Finally, the Venture Capital Trust (VCT) scheme
allows a relief of 30% of investments in listed venture capital firms of up to GBP 200 000,
that are held for 5 years, provided the venture capital fund has less than GBP 15 million in
assets, less than 250 employees and invests at least 70% of its holdings in eligible SMEs.
Dividends paid by venture capital firms are exempt from taxation. For each of these
schemes, further preferences apply on the capital gains realised on these investments.
The aim of these schemes is to encourage equity investment in smaller unquoted trading
companies.

Investor-level preferences for income or losses from SMEs

Another type of tax preference that may be available to SME investors relates to the
treatment of capital income or losses derived from SMEs. Tax preferences that lower the
amount of tax payable on income received from an investment in SMEs decrease the pre-
tax required rate of return on the investment, increasing the attractiveness of SMEs relative
to other investments generating the same pre-tax rate of return.

By comparison, the treatment of losses may relax “ring-fencing” provisions applicable
to larger entities, increasing the ability of losses from SMEs to be offset against personal
income. Strict ring-fencing would allow losses incurred on investments in entities taxed
only at the personal level to be used only against other capital income; and losses of double-
taxed enterprises would be quarantined at the entity level (and may be able to be carried
into other time periods to offset future or past tax liabilities). Countries differ in the degree
to which losses are ring-fenced under general tax provisions. However, some countries
choose to relax their loss offset rules further for SMEs, allowing losses on single-taxed
entities to be offset against the personal income of the owner (whether capital or labour-
based) or allowing the flow-through of losses at the entity level to offset the personal
income of the investor, in the case of double-taxed entities. This can increase the symmetry
of the tax treatment of business profits and business losses. However, if the effect of the
provisions is to allow loss deductions at a higher personal rate, the system is not neutral in
its treatment of risk and implicitly encourages greater risk-taking.
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Canada allows losses from small business investments to offset the ordinary income
of the investor, which is not possible for other capital losses. Fifty per cent of a capital loss
from an arm’s length disposition of a share or debt of the small business can be deducted
against any other income of the investor and any excess will be able to be carried back
for three years or forward for ten years, to apply to other personal income, whether from
capital or labour. At the end of the ten-year period, it becomes a net capital loss, applicable
only against other capital income.

In Canada flow-through shares are available for the mining, and oil and gas sectors
to finance exploration and development expenses as well as certain intangible start-up
expenses for clean energy generation projects. Flow-through shares are primarily used by
SMEs, but are not explicitly limited to corporations of a particular size. The shares allow a
corporation to transfer unused tax deductions in respect of eligible expenses to shareholders.

France allows the losses of some companies to be applied to the owners’ income
for anonymous companies, close corporations and limited liability companies with less
than 50 employees and turnover of assets of less than EUR 10 million. The entity must
have been operating for less than 5 years. Under this regime, the entities are taxed as
partnerships, provided that at least 50% of capital and voting rights are held by natural
persons, with at least 34% held by a managing director or member of the board. The
measure applies for five years and is intended to allow losses from the development stage
of the company to be applied against the personal income of the investors.

Switzerland taxes only 60% of dividends from qualifying investments at the federal
level if the investment is part of the taxpayer’s private assets (the shareholder must own
10% or more of the company). If the investment is held as part of the taxpayer’s business
assets, only 50% of the dividend income is taxable at the federal level.

Preferences on sale or disposal of SMEs

For many owners of SMEs the business constitutes a significant proportion of their total
assets. Selling a closely held business is often required for the owners of SMEs to fund their
retirement, which may result in substantial tax consequences. For example, capital gains
accrued over many years, but taxed only on realisation will incur a greater tax liability where
taxed at progressive rates, than if they had been taxed as the gains accrued. Similar concerns
may arise when SME assets are transferred to other family members, or on the death of a SME
owner, with resultant capital gains tax as well as gift and inheritance tax consequences. In some
cases, general preferences are offered for taxes on sales or inheritances, which can remove the
need to support SMEs by providing further preferential treatment. Moreover, the introduction of
preferences on the disposal of SME assets can create distortions, for example by discriminating
against transfers of private wealth relative to transitions of business ownership. This section
reviews the preferences provided to the owners of SME assets on sale or disposal, including
preferences under capital gains taxes and under gift and inheritance taxes.

Capital gains tax preferences

Capital gains preferences for SMEs are typically intended to take into account the
disadvantages faced by SMEs due to their small size, recognising that capital gains taxes,
particularly when imposed on the death or retirement of a sole-proprietor, can have a
significant impact on the viability of the business. Relief from capital gains taxes on the
sale of SME assets also acts to increase the attractiveness of retained earnings as a source
of SME finance and maximises the amount of capital available to buy a new business.
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Finally, capital gains preferences may be provided to avoid adverse tax consequences on
retirement savings or intergenerational transfers of assets. Table 3.3 summarises capital
gains preferences reported in the questionnaire.

Table 3.3. Capital gains tax preferences for SMEs

Country Nature of preference for SMEs

Australia Concessions for SMEs with an aggregate turnover of less than AUD 2 million or assets of less than

AUD 6 million:

+ Small business retirement exemption, allowing a capital gains tax exemption on active assets up to a
lifetime limit of AUD 500 000 per individual;

* Rollover relief, allowing deferral of tax payable on the proceeds from active assets if they are reinvested
within two years in another business asset.; and/or

+ 50% reduction available for capital gains on active SME assets (this includes assets used in the course
of carrying on business, but not assets used to derive rent, as well as interests in companies or trusts in
certain circumstances).

« Finally, if a business has owned an asset for 15 years, the capital gain on the asset is not assessable on
sale if the sale is due to the owner’s incapacitation, or if the owner is aged over 55 years and is retiring.

Austria + Realised capital gains on SME assets in the case of closing down a business may either be:
- reduced by EUR 7 300 in the year of sale; or
- spread and taxed across three years.
+ In the case of the death or early retirement of the SME owner, only half of the average tax rate must be
paid on the revenue from sale. In this case, no other deductions apply.

Belgium + The 0.4% separate tax that must be paid by gains on shares of companies does not apply to SMEs.

Canada + Lifetime capital gains tax exemption on the disposition of qualified small business shares (CCPCs
whose assets are used in active business) of CAD 813 600 in 2015 per individual (indexed to inflation).

+ Deferral of taxation of capital gains that are realised on the disposition of an individual’s common
shares in an incorporated SME, if the proceeds are reinvested into another small corporation within
120 days after the end of the year of the disposition, provided that the total value of the corporation and
related corporations is less than CAD 50 million.

+ If proceeds from the sale of a capital property are not all receivable in the year of the sale, realisation
of a portion of the capital gain may be deferred until the year in which the proceeds are received. A
minimum of 20% of the gain must be brought into income each year, creating a maximum five-year
reserve period. However, if the proceeds derive from the sale of small business shares to children,
grandchildren or great-grandchildren, only 10% of the gain need be included in income each year
(creating @ maximum 10-year reserve period).

Czech Republic  Gains in relation to agricultural corporates are exempt from taxation when the property is transferred
between close relatives and the relative carries on the business for at least three periods after the
property transfer.

France Greater exemption (up to 85%) for capital gains tax on shares in SMEs if held for eight years prior to sale,
provided the shares were acquired within 10 years of the creation of the SME.

South Africa Increased capital gains tax exclusion (at ZAR 1.8 million) for SME owners aged 55 years or more.

United Kingdom ¢ Gains on disposal of shares in the Enterprise Investment Scheme and the Seed Enterprise Investment
Scheme are exempt from capital gains taxation if held for more than three years. Rollover relief
applies to gains reinvested into these shares; in full for EIS shares and at 50% for SIES shares (up to a
maximum reinvestment of GBP 100 000);
+ Gains on the disposal of Venture Capital Trust shares are exempt, regardless of holding period;
+ Gains on the disposal of shares acquired on exercise of an Enterprise Management Incentive option
are taxed at a reduced rate of 10%.

United States + Lower taxation for stock in certain C-corporations with gross assets under USD 50 million, where
realised gains, are subject to an exclusion of 50% and are taxed at a maximum rate of 28%, up to the
greater of USD 10 million or ten times the investor’s basis. Certain businesses, such as professional
services or finance are excluded.

+ Arelated provision allows investors that sell qualified small business stock held for over 6 months prior
to sale to defer recognition of capital gains by reinvesting the proceeds in new qualified stock within
60 days. The investor’s basis in the new stock is reduced by the amount of the deferred gain.

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015.
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Gift and inheritance tax preferences

For similar reasons, several countries report preferences targeted at SMEs under gift
and inheritance taxes:

* Germany provides an exemption from gift and inheritance taxes if the successor
continues to hold the business and keeps the wage bill steady. This requirement is
relaxed for SMEs so that they only need to continue to hold the business. This is
because the separation of owner from the company has a different impact in a small
business than a large business; and it reduces the compliance burden for SMEs.

*  Hungary exempts the inheritor or donee of the SME’s assets from stamp duties or
gift taxes, depending on the number of employees and net sales revenue.

» Italy allows transfers of firms or shares to the spouse or descendant to be exempt
for inheritance tax if the activity is carried on (or for shares, if control is retained)
for five years.

* In Japan, there are various measures to ease the transition of the business, including
reducing the taxable value of sites for business under the inheritance tax by 80%,
up to a limit of 400m?, deferment of inheritance tax payments and gift tax on
unlisted shares.

» The Netherlands provides a provisional exemption for inheritance taxes of businesses
that are continued for at least five years. This exemption applies at 100% up to a

going concern value of EUR 1 045 611 (in 2014) and at 83% for values above this
amount.

* Inrespect of closely-held businesses, the United States allows estate tax to be paid
over a 10 year period if the value of the business exceeds 35% of the estate and the
owner had an interest of at least 20% in the business. Only the tax relating to the
interest in the business may be deferred. The United States also allows a special use
valuation for real property used as a farm or in another trade or business, allowing
them to be valued for estate tax purposes at actual use rather than highest and best
use. This can decrease the value of the asset by up to a maximum of USD 750 000,
which is adjusted for inflation since 1997.

* Belgium also provides preferences under gift taxes, although these are levied at the
regional level.

3.5. Conclusions and recommendations

A range of tax preferences are provided to SMEs in OECD and G20 countries. These
include measures targeted to SMEs, through more generous tax deductions, tax credits or
tax exemptions, as well as preferences that apply directly to the owner or investor of the
SME, providing relief for initial investment, ongoing income, or on disposal of the SME’s
assets.

Most countries who replied to the questionnaire report one or more preferences
targeted at SMEs. Common preferences include more generous depreciation allowances or
credits and R&D incentives, most usually in the form of more generous R&D tax credits
for SMEs. At the level of the investor, measures allowing deductions for initial investment
and investment in venture capital funds, relaxed treatment of losses, and preferences on
the disposal of assets are commonly used in respect of investments in SMEs. Table 3.4
provides an overview of the preferences reported in each country.
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Different types of preferences will affect the economic margins described in the
framework set out in Chapter 2 in various ways, as summarised in Figure 3.1, and may
often be explicitly intended to do so. For example, where preferences are meant to address
market failures, these preferences may be explicitly targeted in such a way as to affect
business decisions relating to investment (notably R&D investment), employment or
finance. Preferences provided to mitigate size disadvantages of SMEs may affect decisions
about the distribution of business income, or compliance. Some preferences may also
inadvertently affect other economic margins set out in this framework.

Figure 3.1. Influence of tax preferences on economic margins of SME owners and investors
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At the outset, some preferences can influence the decisions of a potential owner to
enter into self-employment. Allowing the owners or investors in SMEs an offset against
their personal income for their investment in a SME may, for example, lower the costs of
entering into self-employment as well as increase available funding for new enterprises.
Preferences which allow greater use of business losses against other income of the investor
may also affect the decision to enter self-employment as it reduces the asymmetry of the
tax system with regards to losses and reduces the risk associated with business creation.
Such preferences may also increase the attractiveness of incorporation for smaller
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enterprises. Depreciation deductions and investment tax credits also facilitate initial
investment by lowering the cost of investment, and particularly so when refundable or
transferable to future years.

Some tax preferences may also provide a means of easing transition into the formal
economy and encouraging compliance with tax rules, by lowering the overall tax and
compliance burden. In addition, certain preferences may be explicitly provided in order
to address informality, such as the Régimen de Incorporacion Fiscal in Mexico, which
provides a graduated introduction to the tax system as income tax, VAT, excise tax and
SSC exemptions are gradually phased out over ten years.

Both double-taxed and single-taxed SMEs face a number of decisions about how to
distribute their income. Tax preferences that reduce the tax rates on the income received by
owners in respect of their investments in SMEs increase the attractiveness of distributing
income in the form of returns on capital rather than labour. The preferences available to
SMEs on disposal of SME assets, in addition to the generally observed lower tax rates on
capital gains income described in Chapter 2, provide further tax incentives towards earning
income in the form of capital.

As mentioned, tax preferences are often intended to have direct impacts on business
decisions, including decisions on investment (including investment in R&D), employment
and finance. These decisions, particularly in relation to innovation and employment
are often the ones argued to have the most spillover benefits and therefore sought to be
encouraged through the use of tax preferences. A range of tax preferences are observed
in these areas in OECD and G20 countries. Investment preferences are most commonly
related to depreciation, allowing immediate expensing or accelerated depreciation for
certain forms of investment, reducing the cost of the initial investment and increasing the
cash flow of the SME. Like investment tax credits, they target new investment. Special
SME R&D incentives are predominantly provided in the form of tax credits, rather than
as a deduction. These tax credits may be tailored to SMEs as a result of their greater
responsiveness, or particularly to younger firms, including SMEs, due to their greater
potential to generate spillover benefits. Other R&D preferences tailored to SMEs provide
more generous incentives to overcome barriers faced by new or younger SMEs, providing
a higher rate of credit or offering SMEs in a loss-making position the ability to have the
R&D tax credit refunded.

Indirectly, tax preferences may also affect different margins set out in the framework.
This can occur through the creation of distortions or complexities in the system due to
the nature of the preference or the threshold under which it is applied. Tax preferences
that apply only to double-taxed entities may influence decisions about incorporation,
for example. More significantly, the introduction of multiple preferences may increase
complexity and the compliance burden faced by small businesses. Finally, thresholds below
which tax preferences are provided can reduce incentives to grow or create incentives to
divide or artificially reduce business income to continue to qualify for the preference.

The case for providing tax preferences to SMEs is often based on the role of SMEs
in the economy, particularly in terms of their contribution to employment, job creation
and innovation. In assessing the case for tax preferences, rationales for providing tax
preferences for SMEs are often based on market failure arguments related to these positive
externalities. A second rationale for intervention is that the tax system may inherently
disadvantage SMEs due to their size and is therefore not neutral in terms of its impact on
commercial decisions or between different business forms and activities.
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Where a clear rationale for special rules exists, the advantages of intervening through
the tax system as against other interventions should be considered. If tax preferences are
provided, they should be considered against the revenue and efficiency costs of doing
so, including the risk of creating further distortions or barriers to growth, or increasing
complexity. Tax preferences should clearly identify the problem being addressed and the
SMEs to which the measure should be targeted, and should seek to avoid introducing new
distortions or adverse consequences.

Note

1. The generosity of R&D incentives for SMEs and for larger enterprises, whether in a profit-
making or loss-making position, is estimated in the OECD’s R&D Tax Incentives Indicators
(OECD, 2013).
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Chapter 4

Tax compliance and SMEs

This chapter considers SMEs and tax compliance. It first considers tax simplification

measures reported by OECD and G20 countries in relation to income, value-added,

and other taxes. It includes a description of replacement taxes implemented in

these countries and a summary of presumptive taxes that apply. It then considers

process simplifications which can reduce the compliance burden for SME taxpayers
and enhance compliance. The chapter concludes by summarising the impact of
simplification measures on the decisions of SME owners, outlining principles to
guide the implementation of these measures. Finally, it provides a summary table of
simplification measures reported by the 38 countries.
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4.1. Introduction and framework

In addition to the direct cost of taxes, the tax system also imposes a burden on all
taxpayers, including SMEs, in terms of the costs of complying with tax laws. These form
part of the broader regulatory compliance costs faced by SMEs, which also encompass
compliance with other regulations, for example labour, environmental or safety regulations.
Tax compliance costs typically have a significant fixed cost component, tending to impose
a relatively higher burden on SMEs than on larger enterprises which can benefit from
returns to scale in complying. Tax compliance costs may affect a number of economic
margins faced by the owners and operators of SMEs, notably, whether to become self-
employed, whether to employ others and whether to operate in the formal economy.

A number of factors influence tax compliance costs. These include the number of
taxes that must be complied with, the frequency of changes to the tax laws, the complexity
of the tax system, the existence of different tax administrations (including national and
subnational jurisdictions), the difficulty associated with interpreting unclear tax laws,
multiple deadlines for tax payments throughout the year, costs of external tax service
providers as well as internal staff or owner time spent complying, and tax registration
procedures (European Commission, 2007). SMEs are subject to a number of taxes not
filed or paid by an employee, notably obligations related to VAT and social security
contributions.

While total business tax compliance costs tend to be higher for large companies, the
relative compliance burden tends to be regressive with regard to firm size, with SMEs
subject to higher costs than large enterprises when measured as a percentage of turnover or
income. A 2007 European Commission study, drawing on a number of European studies of
compliance costs, found that the compliance burden, measured as a proportion of revenue,
is greater for smaller sized firms, despite the impact of simplification measures available
to SMEs. The study stated that “on average, a company with fewer than ten employees has
to face a regulatory burden that is roughly twice as high as the burden of a company with
more than ten but fewer than twenty employees and about three times as high as the burden
of companies with more than twenty but fewer than fifty employees. For larger companies,
the burden per employee is only one fifth or one tenth of that of small enterprises”.! A
survey of businesses in Canada found that the compliance costs of small businesses are
higher than that of large businesses when measured as a proportion of revenue, initially
increasing when the first employees are hired, before decreasing steadily with firm size, on
average (Canadian Department of Industry, 2013). Similar conclusions are found in other
surveys of SME tax compliance costs.” However, tax compliance may also bring with it
managerial benefits through improved record-keeping (Lignier and Evans, 2012).

To reduce the disproportionate compliance burden posed by the tax system on SMEs
and to reduce its impact on SME formation, business decisions and growth potential, many
countries have tax provisions designed to reduce SME compliance costs. Simplification
provisions of various types can be expected to impact small businesses differently, given the
heterogeneity of the small business population. Certain measures may directly encourage
business creation and tax compliance for some small businesses, but not others. For
example, allowing simplified accounting or less frequent filing of tax returns may operate
to encourage the creation of small or medium-sized businesses and their compliance with
tax obligations. However, micro or small businesses with very low turnover may regard the
tax compliance burden of a simpler tax system as too costly, thus discouraging participation
in the formal economy. For these businesses, a simple replacement tax, for example a
presumptive tax, may be more helpful.
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This chapter discusses measures that may be used to reduce the compliance burden
on SMEs. Section 4.2 considers first various approaches to the simplification of tax rules
as they apply to SMEs, considering simplified single replacement tax regimes as well as
simplification measures applying to particular taxes, including income taxes and VAT.
Section 4.3 considers how administrative measures can support policy measures to improve
compliance outcomes. Section 4.4 concludes, presenting an overview of the various
simplifications measures considered.

4.2. Simplification measures

Single replacement tax regimes for SMEs

To assist very small taxpayers, and in some cases to encourage compliance, several
countries report simplified tax schemes for SMEs that replace a number of other taxes.
These single replacement taxes typically include three main elements: a) a simplified
method of tax calculation (often on a presumptive or cash flow basis); b) simplified
reporting and filing requirements; and c¢) exemption from all or several other taxes. This
section discusses only taxes which meet these three criteria and specifically, only those that
replace more than one of the tax obligations of a small business. Cash flow or presumptive
systems that replace only one form of tax (typically VAT or income tax) are discussed in
those respective sections.

Single replacement taxes may be introduced with more than one goal in mind. They
may be introduced as a means of encouraging formalisation of small businesses as well as
simplifying compliance. In this respect, country experience differs.

Brazil uses a single replacement tax to simplify tax compliance for SMEs. Entities with
gross revenues of up to BRL 3.6 million can choose the Simples Nacional regime, subject
to some restrictions. This scheme replaces several other taxes, including Contribution for
the Financing of the Social Security (COFINS), Social Contribution on Net Profit (CSLL),
Tax on the Circulation of Goods and Transportation and Communication Services (ICMS),
Tax on Industrialized Products (IPI), Tax on Services (ISS), Corporate Income Tax (IRPJ),
Social Integration Program or Civil Servants Savings Program Contribution (PIS or
PASEP) and social security contributions (CPP). Under this scheme, taxes are calculated
against gross revenue, with progressive rates applying at different levels of gross revenue.
These rates encompass a component for each of the taxes that are replaced, generating the
single rate applied. Different schedules of rates are applied for different sectors. In the trade
sector, for example, rates range from 4% for entities with revenue of less than BRL 180 000
to 11.61% for entities with turnover of between BRL 3.4 and 3.6 million. Under the Simples
Nacional, companies are only required to file a single annual tax declaration, replacing
several other declarations that were previously required at the national, subnational and
local levels. They are also exempt for traditional bookkeeping requirements but must
maintain certain records as required by the legislation of the particular taxes.

A related regime in Brazil, the Microempreendedor Individual, applies to self-employed
natural persons, with up to one employee (who is remunerated at the minimum wage).
The entity must have an income that is less than BRL 60 million per year. Under the
Microempreendedor Individual, the taxpayer is exempt from federal taxes (IRPJ, CSLL, PIS,
COFINS and IPI) and pays a fixed monthly amount toward social security contributions,
ICMS and ISS. This fixed amount is BRL 40.4 per month for the commercial or industrial
sector, BRL 44 .4 for the service sector and BRL 45.4 for commerce and services.
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In Hungary, two simplified tax regimes exist for small businesses. The first, KIVA, is
a cash-flow based tax which replaces corporate income tax, social contribution taxes and
vocational training contributions. This tax applies at a rate of 16% of the tax base, which is
based on the taxpayer’s cash-flow profit and is increased by staff costs. The tax is available
to entities with less than 25 staff and where the revenue and balance sheet for the previous
tax year were less than HUF 500 million. The intention of this tax is to provide a simple
framework to favour fast-growing and labour-intensive businesses, and to ensure that wage
payments are neutral with regard to an employer’s tax liability.

A second simplified regime in Hungary, KATA, is a lump-sum tax for the self-
employed. Under this regime, full-time entrepreneurs registered as small business
taxpayers pay tax of HUF 50 000 per month. Taxpayers may elect to pay HUF 75 000
per month in return for higher social security service eligibility. Part-time entrepreneurs
pay HUF 25 000. The lump sum tax is payable separately for each person registered as
a small business taxpayer. This applies up to a revenue limit of HUF 6 million. Once
revenues exceed this amount, tax is payable at 40% on the part of the revenue exceeding
HUF 6 million. Payment of KATA releases the taxpayer from corporate income tax,
personal income tax, social contributions tax, and healthcare, pension, employment and
vocational contributions. It does not, however, provide an exemption from VAT obligations,
although the taxpayer may apply for the tax exemption detailed in the VAT section. KATA
was designed to counter informality and also allows simplified obligations for bookkeeping
purposes.

In Italy, a presumptive tax is used to replace personal income tax, regional and
municipal surcharges and regional production taxes for small businesses. Further, those
eligible for this scheme are not required to pay VAT, but also cannot deduct input VAT
payments. Businesses eligible for this tax must be natural persons with annual revenue
under thresholds which vary by business, as set out in Table 4.1. Taxable income is
calculated as 15% of the tax base, which is determined by the application of a profitability
ratio to gross revenues. The scheme can be continued indefinitely for firms that are under
the thresholds. For example, a retail trade SME at the revenue threshold of EUR 40 000
would have taxable income of EUR 2 400, being 15% of the tax base calculated based on a
notional profitability ratio of 40% of gross revenues (i.e. EUR 16 000).

Table 4.1. Thresholds and profitability ratio for simplified taxes in Italy

Revenue threshold Notional Profitability Ratio
Food and beverage industry 35000 04
Wholesale and retail trade 40000 0.4
Itinerant food and beverage trade 30000 04
Itinerant trade 20000 0.54
Constructions and real estate 15000 0.86
Trade intermediaries 15000 0.62
Restaurant and accommodation services 40000 04
Professionals 15000 0.78
Other 20000 0.67

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015.
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The Régimen de Incorporacion Fiscal (RIF) was introduced in 2014 in Mexico for
small taxpayers, replacing the previous regimes for small and intermediate taxpayers. It is
applicable to individuals with entrepreneurial activities that do not require a professional
graduate degree and that have an annual income of less than MXN 2 million. Under this
regime, income is calculated on a cash-flow basis, with investments being fully deductible
in the year they are made. Simplified reporting requirements also exist, requiring taxpayers
to provide the revenue administration with information on their income, expenditures,
purchases and investments in fixed assets. RIF taxpayers also benefit from a number of
tax exemptions which gradually phase out during the first ten years after they register with
the Tax Administration Service. Box 3.1 in Chapter 3 provides further information on this
simplified tax scheme.

In South Africa, a simplified presumptive tax regime replaces SMEs’ income tax, VAT,
provisional tax, capital gains tax and dividends tax liability. The simplified presumptive tax
is able to be used by entities with annual revenue of less than ZAR 1 million. Under this
regime, taxable income is equal to annual revenue, with the applicable tax rate determined
by the tax authority according to a scale that increases as turnover increases.

Turkey has a simplified business activity tax (basit usul vergi) aimed at micro businesses,
which are defined as very small firms, traders and craftsman. Under this regime, most
of these units declare only some of their workers for social security purposes. They must
comply with the Tax Procedure Law with regard to notifications, recordkeeping, other
obligations and punitive measures, but are exempted from bookkeeping. Personal income
tax is paid on the difference between revenues and expenses with the purchase price of
goods in the accounting year.?

Income tax simplifications

Various measures are also observed in countries to reduce the compliance requirements
for SMEs of regular income taxes and to support the creation, growth and compliance of
SME:s. This section reviews a number of simplification measures identified in questionnaire
responses, including the use of presumptive taxes, the possibility to use cash accounting to
calculate taxable income, other simplified accounting procedures and less frequent interim
filing requirements for SMEs.

Presumptive taxes

Under a presumptive tax scheme, firms under a small business threshold are exempted
from regular income tax. Regular income tax is replaced by a presumptive tax, which
presumes a different tax base than income in the calculation of the firm’s tax liability. As
a presumptive tax base replaces income, it therefore does not vary directly with income
but with a selected proxy, such as annual revenue or a firm characteristic serving as an
indicator. While presumptive taxes usually refer to an adjusted tax base where regular
income tax rates apply, in some cases tax rates are prescribed based on the type of business
activity (e.g. Brazil and France).

Eligibility is generally determined by an annual revenue threshold. Some countries
also specify a maximum number of employees (e.g. Brazil, Czech Republic, Poland
and Slovenia). However, as discussed in Chapter 1, the definition of SMEs can vary
substantially, as can presumptive tax eligibility. Eligibility requirements determining which
small businesses benefit from presumptive tax schemes require careful consideration to
ensure that the appropriate segment of the economy benefits. In addition, some presumptive
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tax regimes are voluntary, with the decision to opt in (and thus out of the regular income
tax system) binding for a certain number of years (e.g. Denmark). Beyond the careful
design and as with any guidance from tax authorities, the eligibility requirements, the
calculation of the tax liability and the potential for optional participation, must be clear.

Allowing firms with turnover below some threshold level to opt out of the regular
income tax system may be an effective means of reducing tax compliance costs and the
costs of tax administration. Small businesses may be freed from bookkeeping requirements
that are not essential to their operational success (particularly as small businesses are less
likely to employ staff resources dedicated to tax preparation). Calculation according to a
presumptive tax scheme may also provide taxpayers with greater certainty regarding their
tax liabilities. Aside from contributing to tax revenues and supporting good governance
by aiming to have all firms, including the very small, participate in the tax system,
replacement tax schemes may ease firms’ transitions into a country’s regular income tax
regime when a small business turnover threshold is crossed, thereby encouraging continued
participation in the formal economy.

In some cases, presumptive taxes are explicitly designed to counter non-compliance,
as in the case of China, where a presumptive tax applies to businesses that do not keep
financial statement records, have not filed a tax return by the appropriate deadlines
even though they have a tax obligation, or have underreported their tax liability without
justification.

To the extent that the economic incidence of regular income tax falls on business
owners, an income tax exemption for firms under a small business turnover threshold
represents a breach of horizontal equity. Small businesses able to take advantage of their
presumptive tax eligibility may have a competitive advantage relative to firms just over the
same threshold. Moreover, such an advantage may dis-incentivise growth, particularly if
the foreseen increase in income tax is sharp (i.e. high marginal tax rate).

As taxable profits are not linked to income, highly profitable firms will, in effect, pay
less tax than less profitable firms. In addition, firms are incentivised to substitute away
from the replacement tax base, causing distortions to economic activity. There is also a
risk of fraud, as a presumptive tax may create incentives to artificially remain below the
designated threshold, or for larger firms to create or outsource work to smaller firms with
the intention of benefiting from the presumptive tax.

As reviewed below, presumptive tax bases and tax burdens may differ significantly
from those under a regular income tax, to a greater or lesser extent depending on the type
of presumptive tax, its design features and the taxpayer’s profit position. The following
types of presumptive taxes may be used as a proxy for a regular income tax: a lump-sum
tax, an indicator-based tax and a turnover tax.

Lump-sum tax

The simplest presumptive tax is a lump-sum tax, levying a uniform amount on
firms below a certain size threshold. In practice, a lump sum may indirectly target small
businesses when imposed on types of activities that typically involve relatively low levels
of turnover (e.g. hairdressers, mechanics or fishermen). The main advantage of a lump-sum
tax is its simplicity, implying lower tax compliance and administration costs.

However, being a fixed amount, a lump-sum tax imposes a relatively higher tax
burden on firms with relatively lower income, tending to distort competition amongst
firms of different sizes subject to the lump sum amount. For the same reason, it imposes
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a relatively high tax rate on profits during downturns in business activity when profits are
low or negative (tending to reinforce rather than counter business cycles) and may thus
create cash-flow problems for firms. A lump-sum tax scheme requires periodic review of
the lump-sum amount to ensure that it remains appropriate (both at various points of the
business cycle and over time).

Lump-sum schemes are often used for the very smallest firms and the self-employed,
where compliance costs are likely to be heaviest and revenue considerations are minimal.
For example, Brazil maintains the Microempreendedor Individual programme for very
small entrepreneurs with annual revenue less than BRL 60 000 and employing not more
than one person at the minimum wage.

In addition, Hungary maintains the lump-sum tax scheme, KATA, for self-employed
entrepreneurs registered as small taxpayers, which also applies a reduced lump sum for
entrepreneurs qualifying as part-time (i.e. working fewer than 36 hours per week). See
Table 4.2 for more information.

Indicator-based tax

Another relatively simple presumptive tax is one based on indicators of firm size,
other than turnover or income. Examples of such indicators include total number of
employees, floor space, inventory values, electricity consumption and other variables that
may be correlated with income. The base of an indicator-based tax is generally less easy
to misreport than turnover or income, and may offer significant savings in tax compliance
and tax administration costs.

A particular feature of this type of tax is that it is effectively a tax on the indicators
that form the base. Accordingly, an indicator-based tax that is increasing in the amount of
floor space and/or total employment would tend to discourage investment in buildings and/
or the hiring of additional workers by taxing these factor inputs. On the other hand, unlike
an income tax, an indicator-based tax does not tax revenue and thereby discourage income
growth accompanying increased work effort, or more generally, does not discourage
increased utilisation of factors of production falling outside the tax base (i.e. the marginal
tax rate on revenue is zero). An indicator can only seek to correlate as highly as possible
with income, however, depending on the business activity, an indicator may still be a
superior proxy to turnover.

Indicator-based taxes are often used to target specific types of business activity. For
example, Denmark applies an indicator-based presumptive tax scheme to shipping enterprises,
where taxable income is based on individual vessel tonnage (with tax rates increasing with
tonnage). India has an indicator-based presumptive tax on transport businesses, where taxable
income is computed as INR 7 500 per goods carriage.

Indicator-based taxes can also be used to target businesses operating in specific
geographic locations. For example, Poland’s tax for micro-entrepreneurs relies on, among
other indicators, the number of inhabitants in the city in which the business is located. In
addition, an indicator-based tax in Austria relies on, among other indicators, whether the
business is in an Alpine region. See Table 4.2 for more information.
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Turnover tax

A common form of presumptive tax is a turnover tax, levied on gross revenue. Unlike
a lump-sum or indicator-based tax, a turnover tax varies directly with firm size measured
by turnover and thus goes some way towards avoiding the competitive distortions of
entirely profit-insensitive taxes. However, a fixed turnover tax rate imposes a relatively
high effective tax rate on businesses that have lower profit margins as a percentage of
sales. Thus a turnover tax, in addition to imposing a higher tax burden on less efficient
firms, would tend to discourage the allocation of capital to business activities where profit
margins are below average.

Turnover taxes may be applied to the gross revenue firms below a small business
threshold to determine the tax base. Once determined, tax rates may be the same as for
other forms of income or may be specific to the turnover tax. Specific rates may be set
at a single flat rate or a tiered rate schedule, and may be uniformly applied or vary by
type of business sector (e.g. Brazil, Chile and France). While introducing some degree
of complexity, one potential advantage of a tiered rate structure that applies a relatively
low rate on low turnover, is encouraging tax compliance amongst young start-up firms.
Low compliance costs under a turnover tax, together with a relatively low tax rate on
low turnover in the initial years, may provide an effective combination to encourage
participation in the tax system. Once in the system, firms may be more likely to remain
operating in the formal economy, particularly where a tiered rate structure is set to avoid
large upward adjustments in tax burden when the small business threshold is crossed.

Alternatively, reduced tax rates may be applied to the turnover of businesses in sectors
where profit rates on average are relatively low. With sector differentiation, complexity may
be contained by applying a flat rate rather than tiered rate schedule, with the rate set lower
(or higher) in sectors where profit margins on average are lower (or higher). Under a system
with varying flat rates across sectors, a degree of graduation may be introduced to encourage
tax compliance amongst start-ups by relying on standard deductions from the turnover base.

As mentioned, turnover tax schemes often apply to certain business sectors. An
interesting example is Chile, where the tax liability of small artisanal miners varies with the
price of copper (if the metal mined is copper, gold or silver), due to the increase of the tax
rate applied to the net value of sales of mining products. In the case of medium-sized mining
companies subject to the presumptive tax, the price of copper determines the tax base.

In addition to providing a better proxy for income than lump-sum and indicator-
based taxes, turnover taxes also facilitate the adjustment of firms to a regular income
tax system by requiring the maintenance of cash accounts measuring turnover. As with
other presumptive taxes, small business creation and compliance with the tax system is
encouraged through reduced tax compliance costs.

Closer in design and effect to a regular income tax are presumptive taxes that adjust
the turnover tax base (gross revenues) for business costs. Given the goal of replacement
taxes to contain tax compliance costs, the cost adjustments tend to be ones that can be
readily measured. Rather than capitalise capital costs, for example, firms may be allowed
to expense capital costs (i.e. full and immediate deduction). Similarly, rather than require
that firms track inventory costs, a simple fixed deduction may be provided to reflect input
costs, determined as a percentage of turnover. Deductions representing wages (and possibly
other costs and taxes) may also be included in the calculation, on the presumption that the
relevant information is required for other purposes (e.g. calculation of employee social
security contributions) and therefore available for presumptive tax purposes.
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No countries reported a turnover based tax that was adjusted for expenses, although
Austria provides a partial example of this type of presumptive tax, applied to businesses
with annual revenue less than EUR 220 000. The tax base is measured as turnover, with
12% of turnover being deducted to represent wages, cost of goods (inputs) and related taxes
(including VAT on inputs).

Instead of deducting actual expenses, individual entrepreneurs in the Slovak Republic
who are not registered as VAT payers (taxable persons) or are so registered for only part of
the taxable period, may elect to deduct a lump sum, equal to 40% of their income but may
not exceed an amount of EUR 5 040 per year. This measure is applicable to craftsmen,
sole proprietors holding a trade licence, experts and interpreters, as well as from certain
professional services and leasing. If a lump-sum deduction is claimed, no other expenses
may be deducted, except for mandatory social security and health insurance contributions.
See Table 4.2 for more information.

Cash accounting

Income tax systems in most countries are accrual based, requiring businesses to pay
tax against their net income on an accrual basis. Accrual accounting requires SMEs to
recognise revenues and expenditures at the time where the transaction occurs, rather than
when the cash payment is received or made. For SMEs, this process can be complex, as
they will be required to account for expenses related to long-term assets (e.g. depreciation),
inventory and pension liabilities on an accrual basis. Accrual taxation can also pose cash
flow problems for SMEs, as they could be required to pay tax on income that has accrued
but has not yet been received.

To simplify compliance requirements and to reduce any cash flow disadvantages, many
jurisdictions allow SMEs to calculate their income on a cash flow basis in full or in part.
Under cash accounting, income tax is paid on revenues only when cash is received and
input costs are claimed only when cash is paid out. Cash accounting systems targeted at
SMEs, determining taxable profit based on entries of revenues actually received and costs
actually paid, including immediate expensing of capital purchases may significantly reduce
compliance costs, although this may depend on the type and extent of additional supporting
documentation that taxpayers are required to assemble and maintain. They also have the
advantage that they allow investment and reinvested income to automatically be deducted
from the tax base.

Cash flow taxes differ from presumptive taxes in that they still use income as the tax
base — albeit measured in a different way — and the amount of the tax base does vary with
the amount of income. While simplified accounting requirements may assist with cash flow
when income is not received in the same tax year, in some cases it may delay a deduction
of an accrued expense that will not be paid until a future year.

Turnover is the most common threshold used to determine eligibility for cash accounting.
In many cases, a fixed turnover threshold is used to determine eligibility, as in Poland,
where entrepreneurs with revenues under EUR 1.2 million are able to use cash accounting.
To avoid creating incentives for SMEs to remain under the threshold, flexible thresholds
may be used which permit businesses to temporarily exceed the threshold and retain the
ability to use cash accounting. For example, in the United Kingdom, a business using
cash accounting may exceed the turnover threshold — up until twice the threshold —
within a tax year without losing its ability to use cash accounting. Other eligibility tests
consider turnover across more than one year to avoid volatility in taxable income affecting
eligibility. For example, Chile uses a threshold of UF 50 000 for average turnover over the
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past three years, but requires that the amount of turnover does not exceed UF 60 000 in
any one of those years.

Other eligibility criteria also apply, based on the characteristics of the SME. For example
in Austria, unregulated self-employed individuals do not have to use double bookkeeping,
whereas the ability of regulated self-employed individuals and commercial businesses to
use cash accounting is limited to businesses under a turnover threshold. Cash accounting is
also limited to sole proprietors in Sweden and to unincorporated businesses in the United
Kingdom. Finally, different requirements may apply to different sectors, as seen in Austria,
or in Canada, where farming and fishing corporations can use cash accounting.

Table 4.3 summarises cash accounting provisions reported for SMEs.

Table 4.3. Cash accounting for SMEs

Threshold

Country (annual turnover) Comment

Australia SMEs are able to immediately deduct prepaid
expenses where they incur expenditure for something
to be done in a later income year.

Austria 1. No threshold 1. Unregulated self-employed people do not have to

2. EUR 700 000 in two consecutive years, or use double bookkeeping
EUR 1 million in one year 2. regulated self-employed and commercial businesses
3. EUR 400 000 in two consecutive years 3. Agricultural businesses

Canada - Farming and fishing corporations are able to use cash
accounting for income tax purposes.

Chile Average annual income over the past three Applies to small business in the simplified tax regime
years of less than or equal to UF 50 000 and which pay the First Category Income Tax. These
provided that in none of these years, their businesses are able to calculate their tax payable on
income exceeded UF 60 000 cash basis, adding certain forms of allowed accrual

income.

Poland EUR 1.2 million in the previous year Able to choose simplified accounting requirements (a
tax book of revenues and expenditures) rather than full
accounting books.

Sweden SEK 3 million Sole proprietors can apply simplified financial
accounting for income tax purposes, including
possibilities for cash accounting. Simplified calculation
of inventory, machinery and long-term contracts also
applies.

Turkey - Taxpayers with annual purchases below a certain

threshold based on purchases, sales or gross turnover,
are able to opt for the business account method which
requires them only to keep a record of their purchases
and sales used to calculated their commercial income.
Commercial income is calculated as the positive
difference between their cash proceeds and their
expenses

United Kingdom GBP 82 000 (the VAT registration threshold) Unincorporated businesses under this threshold may
use cash accounting. If a business using a cash basis
grows within the year it can continue to use cash
accounting until income reaches GBP 164 000 after
which it must use accrual accounting.

United States ~ USD 5 million or 10 million, depending on the Able to use cash accounting.
legal status and business activity of the taxpayer

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015.
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In 2005, the President’s Advisory Panel on Federal Tax Reform in the United States
recommended adopting a Simplified Income Tax Plan for SMEs which would have
required the use of a separate business account for all SME transactions. The aim of the
plan was to both reduce compliance costs and to ensure compliance. This plan would
exempt businesses with less than USD 1 million in receipts from the requirement to
maintain books and allow them to report income and expenditures on a cash basis for
all items excluding the purchase of real property. Medium-sized businesses (less than
USD 10 million in receipts) would also be able to use cash accounting but would be
required to depreciate the cost of equipment and other capital expenditures. Under this
scheme, small and medium-sized enterprises would have been required to use designated
business bank accounts for all business receipts and expenditures and would be prohibited
from making personal transactions in these accounts. If adopted, banks would be required
to provide a summary of the inflows and outflows of these accounts, to further simplify
compliance, which would also be reported directly to the IRS (President’s Advisory
Panel on Federal Tax Reform, 2005). This proposal presents an innovative approach that
would combine simplifications with a requirement (the separate bank account) intended to
enhance compliance.

Other simplified accounting measures for SMEs

To further reduce tax compliance costs related to tax accounting procedures, countries
use a range of other simplification measures. These include simplified rules for the
calculation of inventory, bad debts and long-term contracts, relaxation of the requirement
to keep financial accounting books for tax purposes, and simplified accounting regimes.

Several countries report simplifications to the calculation of inventory for SMEs.
Eligibility for these simplified rules is typically based on the value of the inventory rather
than the level of turnover of the business. For example, Australia has simpler trading stock
rules for SMEs, which are not required to value each item of trading stock at the end of the
year or account for changes to the value of the stock if the difference between the value at
the start and end of the year is less than AUD 5 000. New Zealand also allows taxpayers
with a low turnover of trading stock to use simplified valuation methods.

Other simplified inventory calculations apply to firms below a certain level of turnover.
This includes simplified inventory requirements in Sweden and the United States. Simplified
valuation of inventory is allowed in Sweden for sole proprietors with an annual turnover
of less than SEK 3 million. In the United States, a Simplified Last-In First-Out accounting
method is allowed for firms with average gross receipts under USD 5 million. Also in the
United States, uniform capitalisation rules in inventory accounting do not require taxpayers
with less than USD 10 million in average annual gross receipts to capitalise costs in the
production of real or personal property or in the purchase of inventory. Other exceptions to
standard inventory accounting rules are available to certain SMEs that meet size and activity
conditions.

Another simplification measure applied to SMEs is simplified bookkeeping requirements
for tax purposes. For example, Germany allows traders, farmers and foresters to be
exempted from the requirement for bookkeeping for tax purposes if their turnover was under
EUR 500 000 (or if they had gains from trade of less than EUR 50 000). India requires
businesses to maintain books of accounts only if the amount of business income exceeds
INR 120 000 or the business has had gross receipts in excess of INR 1 million in any of
the last three years.
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Under the simplified tax regime in Chile (noted in Table 4.2), taxpayers are also
exempted from the requirement to keep complete accounting, balance sheets, inventory
records, asset depreciation, and to keep information on the taxable profits fund. However,
they are required to keep a chronological cash register, and if subject to VAT, a purchases
and sales ledger (if not, they must keep an income ledger for received or accrued revenue
and expenses).

Other countries allow simplified accounting systems for SMEs under a certain size
threshold. For example, Italy allows individuals and partnerships not exceeding a revenue
limit to opt for a simplified accounting system to determine the PIT base. For services,
the threshold is EUR 400 000, while for goods, it is EUR 700 000. Another example is
seen in Spain, which has a general accounting plan for companies that meet at least two
out of three requirements in two consecutive years: firstly, the total assets cannot exceed

Table 4.4. Simplified filing requirements for SMEs

Country Threshold Comment
Canada 1. < CAD 3 000 of corporate income tax payable  Remittance of corporate income tax:
2.CCPCs 1. Annual
3. Other corporations 2. Quarterly
3. Monthly
Denmark 1. <DKK 300 000 (single-taxed entities) 1&2. Exempt from the requirement to provide
2. <DKK 500 000 (double-taxed entities) financial information on their tax return, whereas
3. DKK 25 million (single-taxed) companies above this limit (up to a threshold
4. DKK 100 million (double-taxed) of DKK 25 million for single-taxed entities and

DKK 100 million for double-taxed entities) must
return this information.

3&4. Exempt from the requirement to provide tax
accounts with the tax return

Hungary Tax payable of less than HUF 5 million in the Advance payments of income taxes may be made in
previous year quarterly instalments
India India allows unincorporated SMEs under the

presumptive tax regime to file a separate and specific
simplified tax return form.

Japan The number of employees must be always less  Japan allows those SMEs to pay withholding tax on
than or equal to 9 income twice a year rather than each month.
Poland Poland allows small taxpayers to make quarterly

advance payments that are equal to the difference
between the tax due on the income from the beginning
of the fiscal year and the sum of advances for previous
quarters, rather than doing this on a monthly basis, as
for other CIT and PIT taxpayers.

Turkey In Turkey, taxpayers under the simple method file
on annual tax returns and are not required to file
withholding tax, pre-paid tax and VAT returns.

United Turnover from self-employment or income from ~ The United Kingdom allows businesses under this

Kingdom UK property of less than GBP 82 000 threshold to fill in a simplified return showing only
turnover, total expenses and net profit or loss, for tax
purposes.

United States  Less than USD 10 million in assets In the United States, firms with less than 10 million

in assets and less than 250 returns (or partnerships
with 100 or fewer partners) are exempted from the
requirement to file electronically.

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises,
2015.
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EUR 2.85 million; secondly the net annual turnover cannot exceed EUR 5.7 million,
and thirdly, the average number of staff should not exceed fifty persons. Self-employed
individuals in the Slovak Republic are allowed to follow single-entry bookkeeping
accounting, while micro accounting units may opt for simplified financial reporting if they
meet two of the following criteria (i) an asset value of less than EUR 350 000; (i) turnover
of less than EUR 700 000; or (iii) an average number of employees of less than 10.

Finally, the United States provides a simplified treatment of bad debts for banks and
thrifts with less than USD 500 million in assets. These institutions are allowed to use a
reserve method to calculate bad debts (deducting an increase to its financial statement
reserve) rather than having to apply the specific charge-off method which requires them to
identify the worthlessness of debt on a debt-by-debt basis.

Reduced filing requirements

Another approach that reduces tax compliance costs, while at the same time providing
firms with a cash-flow advantage, is allowing firms to make less frequent advance
instalments of income tax and to meet interim reporting requirements. Many countries
require larger firms to make advance instalments of income tax, often on a quarterly or
even more frequent basis. Where small firms are allowed to remit less frequently, for
example semi-annually or annually, compliance costs may be reduced and cash flow
improved.

Other income tax simplification measures
Countries report a range of other tax simplification measures for SMEs. These include:

» Australia reduces the period within which a notice of assessment can be issued by the
Commissioner of Taxation, whereas this compares to four years for other taxpayers.
Australia also has pay-as-you-go instalments based on gross domestic product
adjusted notional tax. SMEs that are full self-assessment taxpayers are eligible for the
GDP adjusted notional tax method of calculating instalment liabilities. This removes
the requirement to calculate instalment income themselves, reducing compliance
costs.

» Canada provides a shorter reassessment period for the income returns of SMEs that
are individuals or CCPCs, limiting the assessment period to three rather than the
four years that applies to certain other taxpayers.

» India does not have audit requirements under the income tax law for SMEs with
turnover of less than INR 10 million.

* In the Slovak Republic unincorporated self-employed business owners are not
subject to the minimum tax regime (tax licence).

*  Other countries simplify compliance obligations for SMEs for transfer pricing
documentation. For example, in Denmark, SMEs are only required to prepare and
retain transfer pricing documentation for business with persons that are resident
in a country that is not a member of the EU, the EEA and does not have a double
taxation agreement with Denmark. SMEs that qualify for this preference must have
less than 250 employees, a balance sheet of under DKK 125 million or turnover of
less than DKK 250 million.
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VAT simplification measures

Along with other taxes, VAT imposes compliance costs on businesses and
administrative costs on tax authorities. Although VAT is designed to be neutral for business
taxpayers, VAT is often classified as particularly difficult and burdensome for SMEs to
collect and comply with.>® Hence simplified VAT regimes for SMEs are often an efficient
way to promote compliance.

This subsection draws on responses to the questionnaire to discuss VAT simplification
approaches applied to SMEs in OECD and G20 countries. Countries that replied to the
questionnaire follow a range of approaches for facilitating VAT compliance. These approaches
can be grouped into three main categories: those that provide for an exemption from the
VAT regime; those that facilitate the calculation of the VAT liability; and those that simplify
accounting, filing or payment obligations. A number of less commonly used simplification
schemes were also reported, including but not limited to those aiming at a direct compensation
of SME:s for high compliance costs. In most cases countries use a combination of approaches,
as set out in Table 4.8 at the end of this chapter.

Exemption thresholds (registration and collection)

Exemption thresholds set a level of turnover below which there is no obligation to comply
with VAT regulations. Entities under these thresholds do not account for output VAT and
consequently are not entitled to deduct input tax incurred on purchases of goods and services.
This is a commonly-used and straightforward option to address VAT compliance costs.

There are two kinds of exemption thresholds. Registration thresholds relieve suppliers
from both the requirement to register for VAT and to collect the tax. Collection thresholds
require taxpayers, even those below the threshold, to register for VAT, but relieve
them from collecting VAT until they exceed the threshold. Different types of activities
(e.g. supply of services vs supply of goods) or sectors (e.g. the non-profit sector) may be
subject to different thresholds or even be excluded from their application (e.g. in Belgium,
certain fraud sensitive sectors, such as the construction sector, are excluded). In most cases
registration thresholds do not apply to foreign businesses and in some cases collection
thresholds apply only to individuals or to businesses for which commercial accounting is
not compulsory (e.g. Portugal).

Table 4.5 provides an overview of applicable collection and registration thresholds in
OECD countries. In principle, the calculation of thresholds is based on annual turnover. In
the Netherlands, however, the basis for calculation is the net annual VAT due. With some
exceptions, in Japan businesses (companies and individuals) are not required to register
and account for VAT during the first two years of establishment during which a threshold
based on their capital (etc.) applies; a threshold based on an annual taxable turnover applies
only after the first two years. (If turnover exceeds a certain amount in the first half of the
previous year, it applies after the first one year.) It should be noted, however, that even in
countries where the threshold is based on an annual turnover its application may be subject
to additional requirements.

Threshold levels vary significantly between countries with a relatively high threshold
(Australia, Austria, the Czech Republic, France, Hungary, Ireland, Italy, Japan, New Zealand,
Poland, the Slovak Republic, Slovenia, South Africa, Switzerland and the United Kingdom)
to those with a relatively low threshold (Belgium, Canada, Denmark, Estonia, Finland,
Germany, Greece, Iceland, Israel, Luxembourg, Norway and Portugal). There are also countries
(Chile, Mexico, Spain, Sweden and Turkey) which have no exemption threshold.
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Table 4.5. Annual turnover concessions for VAT or GST registration and collection, 2015
(domestic businesses)

General Threshold

Registration or Turnover, in Voluntary registration  Specific rules for the application Other
collection national currency ~ InUSD? or collection of the threshold® thresholds

Australia R 75000 50 041 Yes Yes Yes
Austria R 30000 35496 Yes Yes No
Belgium C 15000 17 828 Yes Yes No
Canada R 30000 2391 Yes Yes Yes
Chile None

Czech Republic R 1000 000 73 885 Yes Yes No
Denmark R 50000 6 561 Yes Yes Yes
Estonia R 16 000 28996 Yes Yes No
Finland R 8500 9145 Yes Yes Yes
France R 82200 96 934 Yes Yes Yes
Germany C 17 500 21946 Yes Yes No
Greece R 10 000 16 099 Yes Yes No
Hungary C 6000000 46 124 Yes Yes No
Iceland R 1000 000 7293 Yes No No
Ireland R 75000 91303 Yes Yes No
Israel R 79482 20000 No Yes No
Italy R 30000 39812 Yes Yes No
Japan R 10 000 000 96 034 Yes Yes No
Korea R 24000 000 28 152 Yes No No
Luxembourg C 25000 27 565 Yes Yes No
Mexico None Yes

Netherlands® C 1345 1632 No Yes Yes
New Zealand R 60 000 40809 Yes No
Norway R 50000 5472 Yes Yes Yes
Poland R 150 000 82 874 Yes Yes No
Portugal C 10 000 17 094 Yes Yes Yes
Slovak Republic R 49790 98 979 Yes Yes No
Slovenia R 50 000 83349 Yes Yes No
Spain None

Sweden None

Switzerland R 100 000 73 470 Yes Yes Yes
Turkey None

United Kingdom R 81000 115 626 Yes Yes No

Notes: a. Exchange rates for conversion into USD are Purchase Parity Rates (PPPs) for private consumption. Data is taken from
OECD Dotstat http://stats.oecd.org/index.aspx?queryid=27286 accessed on 11 March 2014. For further detail see www.
oecd.org/std/ppp.

b. Specific rules for the application of the threshold, including rules applicable to businesses reaching the threshold, calculation
of the threshold, restrictions to some sectors or types of transactions (incl. restrictions under Directive 2006/112/EC for
members states of the European Union. For detailed information please refer to OECD Tax Database (OECD, 2015).

c¢. Thresholds are in principle turnover thresholds. In the case of Netherlands however the threshold is determined with
reference to the net annual VAT due.

Source: OECD (2015), OECD Tax Database, www.oecd.org/tax/tax-policy/tax-database.htm; position as at 1 January 2015.
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The main reason for introducing a threshold is to reduce the disproportionately high
VAT compliance costs, as a percentage of turnover, on SMEs. However, where some firms
are part of the VAT system and others are not, this can affect their relative competitiveness.
In particular, non-participating firms may be negatively impacted owing to their inability to
claim input tax credits (i.e. credits in respect of VAT paid on inputs). One means of addressing
this is to allow SMEs to register voluntarily. However, in some cases, non-participating firms
may enjoy a competitive advantage since they are exempt from charging output VAT.

A relatively high VAT threshold can frustrate policy efforts to have all businesses
actively participate in the formal economy. However, the latter may be at least partly
addressed if firms below the VAT threshold and who do not elect to pay VAT are required
to pay another, simpler, form of tax— and thus be part of the “formal” economy.

A relatively low VAT threshold, while encouraging participation by a greater number
of firms in the regular tax system and avoiding distortions to competition, may be seen as
a disincentive to growth. As pointed out in the context of presumptive tax schemes, a SME
close to the threshold may keep the volume of its business artificially below it to continue
benefiting from the simplified system.” This could be at least partly addressed by the use of
flexible thresholds, discussed further below. Where the number of taxpayers in the system
tends to grow with lower threshold values, tax administration challenges may also grow.

Whether to establish a threshold is an important issue for VAT design. The level of the
threshold is often a trade-off between minimising compliance and administration costs
and the need to avoid jeopardising revenue and/or distorting competition. Exempting small
firms from the VAT system may forgo little revenue, however, the balance between cost
savings and revenue losses shifts as thresholds increase and at some point the forgone
revenue will exceed the compliance and administrative costs. At some intermediate point
an optimal VAT threshold can be identified, at which the cost savings and revenue losses
are equal.® Further, there are a number of other factors including distortionary effects
inherent in the application of thresholds that should be taken into account. All these
considerations make the identification of the optimal threshold for each country a difficult
question to determine and one which may vary across the heterogeneous SME population.

Where voluntary thresholds are used, often intended to circumvent the disadvantages
of non-registration, these increase tax administration costs and impose compliance costs on
entities that elect to be in the system. Additionally, caution needs to be exercised to avoid
VAT fraud by “fly-by-night” traders who may register and ask for refund claims on an
ad hoc basis. For this reason, several countries impose a minimum period of time during
which taxpayers that have registered voluntarily must remain registered. This period varies
from one year (Australia, Canada, Czech Republic, Greece, Hungary, Slovak Republic,
Switzerland) to two years (Denmark, France, Japan, Norway) or in some cases, up to five
years (Austria, Germany, Luxembourg, Slovenia).

Another issue related to the adoption of a threshold is how to encourage borderline
businesses to increase their turnover or at least to discourage them from underreporting
turnover to remain below the exemption threshold. The adoption of a flexible threshold
is one option. In this case SMEs that reach the regular exemption registration threshold
are not obliged to register immediately but are allowed to continue to benefit from the
exemption as long as their annual turnover does not exceed the threshold by a considerable
percentage. The adoption of a flexible threshold could also be regarded as a convenient way
to smooth the transition to a regular VAT regime.

One example of a flexible threshold is in France, where the regular thresholds of
EUR 82 200 (for goods) and EUR 32 900 (for most services) are increased to EUR 90 300
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and EUR 34 900 respectively, as long as the annual turnover of the SME exceeds the regular
threshold during a year but remains under the second tier threshold. Another example of a
flexible threshold is used in the United Kingdom, where a SME can apply for a registration
exemption where their taxable turnover temporarily exceeds the regular threshold. Finally,
the Netherlands provides a flexible collection threshold which is based on the net annual
VAT due. If the net annual VAT due is less than EUR 1 345, no VAT is remitted to the tax
authorities. If the net annual VAT due is between EUR 1 345 and EUR 1 883 the taxpayer
gets a gradual tax reduction which ensures its smooth entry into a taxpaying position.

Simplification schemes for calculating VAT liability

Under VAT regimes, taxable persons or entities have to remit to the tax authorities
the proportion of tax corresponding to their margin, i.e. the difference between the VAT
imposed on their taxed inputs and the VAT imposed on their taxed outputs. One route
used in many countries to minimise compliance costs for SMEs is to apply simplified
presumptive schemes to facilitate the calculation of the VAT liability. For example, certain
SMEs may be allowed to apply a single flat rate to turnover for determining the amount of
VAT to be remitted to tax authorities (instead of requiring a detailed VAT calculation). An
alternative simplification scheme for calculating VAT liability relies on simplified input tax
credit calculations, which as a consequence affect the amount of VAT to be paid.

(1) VAT and presumptive tax schemes

Under VAT presumptive tax schemes, SMEs charge the normal VAT on their outputs but
they pay VAT at a single rate calculated on the basis of specific indicators. Those specific
indicators may include: the turnover (for example in France, Korea, United Kingdom,
Mexico, Brazil); certain indicators (e.g. electricity consumed, surface of facilities used
for the business activity, rental or leasing costs paid, total number of employees) with each
indicator having an associated monetary amount, the sum of which will result in the VAT
due (this is the case for example in Argentina and Spain); a combination of both turnover
and certain indicators (for example in Belgium); a combination of turnover and amount
of VAT due as calculated according to the presumptive tax scheme (this is the case for
example in Switzerland under the net tax rate scheme). Applicable rates vary not only among
countries but also among sectors in the same country. Variable flat rates are intended in
most cases to reflect the average VAT rate in that industry or sector after taking into account
recovery of VAT on inputs, and zero- or reduced rating of some outputs.

In principle, under presumptive schemes SMEs give up the right to reclaim VAT on
their inputs.” SMEs, therefore, keep the difference between what they have charged their
customers and what they pay to the tax administration. In some cases, such presumptive
approaches may result in the payment of a lump sum based solely on the type of activity
without considering any other indicator such as the annual turnover or the nature of the
activity. Eligibility for presumptive tax schemes may be based on the type of business
activity performed as well as on an annual turnover threshold.

Variations of these schemes have been reported by Belgium, Chile, China and Spain. In
Belgium, enterprises eligible for this scheme (also called flat rate enterprises), consisting of
businesses dealing mainly with private individuals active in certain sectors (e.g. bakeries,
butchers, hairdressers) with turnover not higher than EUR 750 000 have their annual
turnover set under special regulations (on the basis of fixed specific factors such as the
amount of hours worked, the purchases made etc.) with the deduction of inputs determined
according to standard rules. In Chile, the VAT calculation under such a scheme is related to
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the declaration of a monthly fixed tax debit, according to the amount of the business’ sales or
services. After that, a VAT credit is deducted from the monthly fixed debit assessed. The tax
credit is equal to 19% of all the purchases and services acquired, either taxed or exempt ones,
excluding VAT. In China, qualifying small taxpayers (based on VAT amount and sector)
pay VAT at a lower rate of 3% on turnover, without the right to deduct tax on their inputs. In
Spain, two variations apply: “the simplified special scheme” and the “special compensatory
charge scheme”. Under “the simplified special scheme” the calculation of VAT is based on
indicators (e.g. annual turnover) where the VAT arising from specific supplies (including the
sale of immovable property, imports and supplies subject to reverse charge) is added. This is
combined with the application of special input tax deduction rules (notably the possibility to
also deduct an amount equivalent to 1% of the initial VAT due). The “special compensatory
charge scheme” on the other hand, was reported by Spain as a mandatory scheme (the only
one among countries that replied to the questionnaire) targeted to taxable persons that qualify
as “retailers” independently of any annual turnover threshold (see Box 4.1 for further details).

Box 4.1. Special compensatory charge scheme in Spain

This special compensatory charge scheme is set up as a simplification measure targeted at
taxable persons that qualify as “retailers”, i.e. taxable persons who predominantly sell goods —
without any previous transformation process — to final consumers. Retailers are exempted from
submitting any VAT return as well as from collecting and remitting any VAT amount on their
outputs. However they are obliged for each purchase they make from a third party provider to pay
apart from the consideration for the purchase itself an additional amount (special compensatory
charge). This additional amount is collected and remitted to the tax authorities by the third party
provider on behalf of the retailer while the retailer is relieved from any VAT reporting and filing
obligations. This special compensatory charge is calculated on the basis of different rates applicable
on the value of the purchased item. Those rates depend on the nature of the supplied item and may
range from 0.5% to 5.2%. A special rate of 1.75% is applied in case of products subject to excise
duties (e.g. manufactured tobacco). The scheme does not apply to specific business activities.

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized
Enterprises, 2015.

(i1) Simplified input tax credit calculation schemes

In cases where a simplified input tax credit calculation scheme applies, SMEs are
expected to impose VAT on their outputs (i.e. their sales of goods and services) in line with
regular VAT provisions. SMEs, however, are granted a fixed input tax deduction from the
amount of VAT due. Hence, the amount of VAT to be paid to tax authorities is calculated
differently than the standard way (i.e. the difference between the VAT imposed on taxed
inputs and the VAT imposed on its outputs). Such an approach reduces the VAT tax burden
for SMEs as it is unnecessary to determine the recoverability of VAT on individual items
of expenditure, or may even exempt SMEs with only a minor VAT liability from paying
small amounts to the tax authorities. This approach also reduces the risk of administration
and compliance costs exceeding the amount of VAT actually paid. It is often combined with
simplified filing and reporting obligations.

Such a simplified input tax credit calculation scheme is available in Germany for specific
taxable persons with an annual turnover that does not exceed EUR 61 356. The deductible
input tax can be calculated on the basis of a fixed rate applicable to the overall turnover

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015



4. TAX COMPLIANCE AND SMES - 109

(e.g. 1.8% in Austria for SMEs with turnover under EUR 200 000). A variation of this scheme
is applied in Japan where VAT calculations are simplified for businesses with turnover'
of less than or equal to JPY 50 million, where a deemed input tax credit is calculated as
a percentage of VAT payable on taxable sales (optional scheme). The deemed percentage
depends on the particular industry or trade of the business and varies from 40 to 90%.

A variation of a simplified input tax credit calculation scheme is reported by Australia
and relates to the annual apportioning of VAT credits between business and private
purchases. In particular, in Australia businesses with a turnover of less than AUD 2 million
per annum can choose to account for the private portion of business purchases annually
rather than each time they file their GST return. This means that they can then claim the
full GST credit for a business purchase and make an adjustment for the private portion of
the purchase at the end of the income year. One of the main benefits of this scheme is the
resulting interim cash flow benefit until the final adjustment is made at the end of the year.

Countries may provide for more than one form of simplified scheme for calculating
VAT liability to be optionally implemented by SMEs depending on their specific situation.
This is the case for example in Canada, as described in more detail in Box 4.2.

Box 4.2. Simplified GST and HST calculation schemes for SMEs in Canada

Canada applies two simplified GST or HST calculations that benefit SMEs: the quick method and the
simplified method for claiming input tax credits.

The Quick Method

Under the Quick Method, a registrant does not track the tax collected on most sales and the tax paid on
most purchases under the regular GST/HST rules. Rather, the registrant’s net tax remittance is calculated by
simply multiplying total GST/HST-included taxable supplies made in Canada by a prescribed Quick Method
remittance rate. The prescribed remittance rates, which depend on the type of business engaged in and the
tax status of supplies made, are designed to take average input tax credits (ITCs) into account; therefore,
actual ITCs generally cannot be claimed under this method. There is also a credit of 1% related to the first
CAD 30 000 of supplies (including the GST/HST) for each fiscal year. Tax paid or collected on purchases
and sales of real property and capital property, and improvements to the property, are accounted for in
the normal manner (or, for capital personal property, using the Simplified Method for Claiming Input Tax
Credits). Any business, whether incorporated or unincorporated, with annualised worldwide GST-included
taxable sales and other revenues of CAD 400 000 or less, for itself and all associates, may be eligible to
use the Quick Method. The reference to “worldwide” means that registrants must include supplies made
outside Canada that would be taxable or zero-rated if the supplies were made in Canada. Some businesses,
e.g. accountants and lawyers, cannot use the Quick Method.

Simplified Method for Claiming Input Tax Credits

Under the Simplified Method for Claiming Input Tax Credits, small businesses do not have to show GST
or HST separately from purchases in their records. Instead, taxable purchases for which an ITC is being
claimed must be totalled. The Simplified Method can be used by small businesses whose annual worldwide
revenues from taxable supplies of goods and services (including those of associates) are CAD 1 million or
less in the last fiscal year. The total taxable supplies (including those of associates) for all preceding fiscal
quarters of the given fiscal year must also be CAD 1 million or less. This does not include zero-rated financial
services, sales of capital real property, or goodwill. In addition, taxable purchases (excluding zero-rated
purchases but including purchases imported into Canada or brought into a participating province) made in
Canada by the small business must also not exceed CAD 4 million in the immediately preceding fiscal year.

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015.
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These simplification schemes for calculating VAT liability may promote compliance
to the extent that they capture the potential taxable base rather than the actual taxable
base. Given that most simplification schemes are optional, eligible businesses have the
opportunity to estimate their liability under both regimes (simplification and standard) and
opt for the regime that results in the smallest liability.!!

These simplification schemes may also make reporting less burdensome as it is not
necessary to determine the recoverability of VAT on individual items of expenditure.
However, the variation of flat tax rates among different categories of industry may create
distortions and policing problems at the boundaries. Moreover, a standard assessment
method may substitute away from the indicators on which liability is based. For example,
an employment-related indicator may discourage formal employment.

Accounting, return filing and payment simplification schemes

This subsection discusses accounting, filing and payment simplification schemes for
VAT, drawing on the responses provided by countries to the questionnaire.

One simplification measure involves the use of VAT cash accounting schemes. VAT
systems are generally accrual based, requiring that VAT be remitted on taxable sales where
the cash has not yet been received. Under cash accounting, VAT is paid on sales only
when the cash is received and, similarly, input tax credits are claimed only when cash is
paid on a purchase. Accounting for output VAT on a cash basis is generally an option that
enables designated businesses to make designated supplies to account for VAT at the time
their customers pay the price for goods and services supplied to them. Prior notification of
opting for this regime and for approval from tax authorities may be required (e.g. Greece,
Hungary and Germany). Certain countries require businesses who choose to operate under
the cash accounting regime to do so for a minimum period unless their turnover exceeds
the relevant threshold (e.g. in Luxembourg, where SMEs that have opted for the accounting
scheme must apply it for at least five years). The applicable threshold is calculated on the
basis of the annual turnover of the last twelve months and businesses will not be able to
use the cash accounting scheme after they have exceeded this threshold. In the case of New
Zealand and Slovenia, the threshold is also calculated on the estimated value of supplies in
any future twelve months.

In principle, SMEs that apply this scheme are bound by all the other obligations under
the general VAT provisions (i.e. issue of invoices and keeping of books and records). In
certain cases SMEs that choose to enter the scheme have to keep additional records of
their collections and payments and provide electronically relevant information to the tax
authorities (e.g. in Greece) or meet other specific conditions (e.g. in Hungary and Poland
— see also Table 4.6).

As discussed, cash accounting systems may significantly reduce compliance costs for
SMEs and assist with their cash flow by allowing them to defer tax payments until they
have collected payment from their customers. They may also prevent the supplier from
having to apply a refund of initially remitted VAT on bad debts. At the same time this
option may be less attractive considering that the right to deduct input VAT can only be
exercised in the tax period in which the taxable person pays the consideration (inclusive of
VAT) to his supplier (e.g. in Greece, Hungary and Poland). There is significant variation
among countries in terms of the amount of turnover under which the cash accounting
system can be applied, as shown in Table 4.6.
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Table 4.6. Optional cash accounting schemes in OECD and non-OECD G20 countries

Threshold (turnover

Country as per previous year) Notes

Australia AUD 2 million

Austria EUR 700 000 Company incomes

EUR 110 000 All other incomes

Estonia EUR 200 000

Germany EUR 500 000

Greece EUR 500 000

Hungary HUF 125 million Under the condition that the claimant is not adjudicated in bankruptcy or
liquidation proceedings

Ireland EUR 2 million

Italy EUR 2 million

Luxembourg EUR 500 000

Mexico - The RIF regime has an annual income limit of up to MXN 2 million. If the income
exceeds this amount the taxpayer must participate in the general regime.

New Zealand ~ NZD 2 million Under the additional condition that the total value of their taxable supplies is not
likely to exceed NZD 2 million in any future 12 months

Poland EUR 1.2 million The threshold of EUR 45 000 applies in the case of a taxable person that runs a
brokerage enterprise, administers investment funds, is an agent, mandatory or
another person that provides services of a similar character (except for sale on
commission)

Portugal EUR 500 000

Slovenia EUR 400 000 Under the additional condition that the total value of their taxable supplies is not
likely to exceed EUR 400 000 in the next 12 months

South Africa ZAR 2.5 million The scope of this provision (currently applicable to taxable persons which are
natural persons or incorporated bodies of which all members are natural persons),
will be reviewed to increase the threshold and/or broaden the application to
include incorporated businesses coupled with anti-avoidance measures.

Sweden SEK 3 million

Switzerland Primarily available for SMEs

United Kingdom GBP 1.35 million The scheme applies to retailers, regardless of turnover

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized
Enterprises, 2015, and IBFD (2013), EU VAT Compass 2013/2014, IBFD Publications, Amsterdam.

Other accounting, filing and payment simplification schemes for VAT reported in the
questionnaire responses include:

»  Simplified reporting methods: In Portugal, special accounting standards (i.e. “small
or micro entities accounting standards”) apply depending on the net turnover and
average number of employers. In Australia, retailers that sell taxable and GST-free
food, with a turnover of less than AUD 2 million, may use simplified accounting
methods to avoid compliance difficulties associated with identifying and recording
GST free sales. In cases where a special presumptive tax scheme applies based
on specific indicators, SMEs may be permitted to keep only the information that
provides evidence of the indicators used to calculate the final VAT payable amount
(e.g. in Spain). Some VAT systems (e.g. South Africa, Japan and Spain) provide for
simplified invoices for SMEs under certain conditions (the most common being the
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value of the transaction below a value threshold). These SMEs may, however, still
be required to issue a normal invoice should the customer specifically ask for it, as
is the case in Spain and South Africa. In Chile and Mexico technologically based
simplified accounting systems for SMEs are available (see also Box 4.5 for further
details on Chile’s Electronic VAT Invoicing system).

* Less frequent filing requirements. Most countries with VAT systems require
firms to file VAT returns on a monthly basis. Where small firms are allowed to file
and pay at less frequent intervals, compliance costs may be significantly reduced
while also providing SMEs with a cash-flow advantage and savings in present
value terms. These cash-flow savings may be viewed as a form of subsidy to help
defray remaining compliance costs. Most commonly, SMEs are allowed to file
VAT returns quarterly, semi-annually or annually, typically after passing a small
business test based on taxable turnover in the prior year, as set out in Table 4.7.

*  Payment flexibility schemes: In some cases (e.g. in France, Spain and the United
Kingdom) payment flexibility schemes providing for regular advance payments
are available to SMEs on an optional basis. Under these schemes the taxpayer is
obliged to make monthly or quarterly instalments based on an estimate of their
total VAT liability. However a SME may not be required to make these advance
payments if the estimate of its total VAT liability is below a certain threshold
(e.g. in France no advance VAT payment is required if the estimate of total VAT
liability is less than EUR 1 000). Among the main benefits of those payment
flexibility schemes are (i) easier budgeting and cash flow planning because the
timing and amount of instalments are known in advance and (ii) reduction of time
needed to prepare returns as only one annual return is generally required under
these schemes.

Box 4.3. VAT Annual Accounting Scheme in the United Kingdom

Usually, VAT-registered businesses submit their VAT returns and payments to HM
Revenue and Customs four times a year. With the Annual Accounting Scheme eligible
businesses make advance VAT payments towards their VAT bill — based on their last return (or
estimated if they are new to VAT) and submit one VAT return a year. When they submit their
VAT return they either:

* Make a final payment — the difference between their advance payments and actual
VAT bill; or

*  Apply for a refund — if they have overpaid their VAT bill.

The scheme would not suit businesses that regularly reclaim VAT because they will only be
able to get one refund a year (when they submit the VAT return). Businesses can join the scheme
if their estimated VAT taxable turnover is GBP 1.35 million or less with some exceptions. SMEs
that have opted for the scheme and reach the threshold are not obliged to quit immediately but
they may remain in the system until their annual turnover exceeds a specific amount i.e. stay in
the preferential regime as soon as the business turnover does not exceed the turnover threshold
level of the scheme by a considerable percentage (i.e. their VAT taxable turnover is (or is likely
to be) more than GBP 1.6 million at the end of the annual accounting year).

Source: https:/www.gov.uk/vat-annual-accounting-scheme.
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Other payment simplification schemes include the payment of VAT due in instalments.
In Australia for instance, businesses with turnover of less than AUD 2 million per annum
(up to date with their lodgements and not in a net refund position) may elect to pay their
GST in instalments. In Italy, payments can be made (on an optional basis) on quarterly
instead of monthly for firms under a turnover threshold (i.e. EUR 400 000 for the supply
of services and EUR 700 000 in case of the supply of goods). In Chile, enterprises subject
to the general or simplified accounting regime with an average annual business income
not exceeding UF 100 000" in the last three business years, and those adhering to the
Simplified Taxation System may defer their VAT payment for up to two months.

Table 4.7. Return filing simplification provisions for SMEs in OECD and other non OECD G20 countries

Eligibility
(turnover per year, unless

Return filing frequency

Country otherwise indicated) or simplification Notes
Australia < AUD 20 million per year Quarterly Applies only if electronic lodgement not compulsory. Concessions
available, but not confined to SMEs
Belgium <EUR 2.5 million Quarterly For some fraud sensitive sectors (such as mobile phones) turnover
is reduced to EUR 250 000
Brazil Annually
Canada < CAD 1.5 million Annually SMEs may elect to make more frequent returns, up to a
CAD 1.5-6 million Quarterly monthly-basis
> CAD 6 million monthly
Chile Quarterly
Czech Republic < CZK 10 million Quarterly Conditions apply.
> CZK 6 million No obligation for e-filing  Firms must be natural persons.
Denmark < DKK 5 million Six-monthly Taxable persons may opt for the quarterly period starting from their
DKK 5-50 million Quarterly second year of registration if: their turnover in the previous calendar
year was lower than CZK 10 million; they have not been identified as
an unreliable payer; and they are not members of a VAT group.
Finland <EUR 25000 Annually
<EUR 50000 Quarterly
France <EUR 783 000 (goods) Annually Construction sector including cleaning, repairing, maintenance,
< EUR 236 000 (services) Annually demolition and transformation services excluded
VAT < EUR 15 000 per year Quarterly
Hungary No obligation for filing Full exemption from filing requirements if no VAT due, no intra-
[see notes] Community transaction to be declared in a recapitulative statement,
and no right to exercise the right of deduction or does not exercise
the right of deduction during a tax period.
Ireland Annually (otherwise
two-monthly)
Italy < EUR 400 000 (services) Quarterly
<EUR 700 000 (goods) Quarterly
Luxembourg <EUR 620 000 Quarterly All taxpayers with turnover above EUR 112 000 have to file
<EUR 112 000 Annually electronically.
<EUR 25000 No return required
Mexico Two-monthly
New Zealand ~ <NZD 500 000 Six-monthly Taxpayers over NZD 24 million have to file monthly
<NZD 24 million Two-monthly
Norway <NOK 1 million Annually Upon consent of the Tax Office
Poland Quarterly SMEs under the cash accounting scheme and who have chosen
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Table 4.7. Return filing simplification provisions for SMEs in OECD and other non OECD G20 countries

(continued)
Eligibility

(turnover per year, unless  Return filing frequency
Country otherwise indicated) or simplification Notes
Portugal <EUR 650 000 Quarterly
Slovak Republic < EUR 100 000 Quarterly
South Africa < ZAR 1.5 million Four-monthly This facilitating provision to be withdrawn as of 15! July 2015 due to

low utilisation by enterprises.

Spain SMEs under simplified Quarterly

scheme Annually: the final vat

return

Sweden < SEK 1 million Annually Not applicable to “handelsbolag” (limited partnerships)
Switzerland SMEs under the nettax rate  Six-monthly

method

United Kingdom < GBP 1.35 million + annual ~ Annually
accounting scheme

Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015. Unless
otherwise indicated the standard filing period is monthly.

Other VAT simplification measures for SMEs

This subsection considers a number of other less commonly used forms of VAT
simplification measures, drawing on questionnaire responses. These include, but are not
limited to, measures aimed at providing direct compensation to SMEs for high compliance
costs:

» Standard deduction: As a means of compensating SMEs for their compliance costs,
certain countries allow SMEs a fixed deduction from the amount of VAT due (when
VAT due does not exceed a certain threshold). This is the case in the Netherlands
where if the net annual VAT due is more than EUR 1 345 but less than EUR 1 883
the SME will get a VAT rebate and will have to pay only a part of the VAT due.
Similarly, in Finland SMEs that have exceeded the exemption registration threshold
of EUR 8 500, must register and are subject to VAT, but graduated relief is granted
until they reach a second threshold of EUR 22 500.

*  Flat-rate compensation: In cases where SMEs are exempt from VAT and are
unable to deduct any input VAT, they may be granted a flat-rate compensation
for their inputs depending on the sector and their annual turnover. This flat-rate
compensation is not a VAT credit, but it acts as compensation for the loss of the right
to recover input VAT. Such fixed rate compensation schemes apply for farmers in a
number of European countries (e.g. Austria, Belgium, Denmark, Greece, Estonia,
France, Hungary, Italy, Netherlands, Poland, Slovenia and United Kingdom).

* Reliance on a specific (simple) VAT rate structure for SMEs: Studies suggest that
a multiple rate VAT structure contributes considerably to SME compliance costs.
For example, a study of VAT compliance in Sweden estimates that compliance
costs would be reduced on average by roughly 30% if a single rate system
replaced a multiple rate system. While a multiple rate system may satisfy public
demands for lower rates on specific products, for a variety of reasons, adhering
to a single or simple rate structure can both limit tax distortions to consumption
and production and at the same time reduce compliance costs. However, these

TAXATION OF SMES IN OECD AND G20 COUNTRIES — © OECD 2015



4. TAX COMPLIANCE AND SMES - 115

advantages, including those tied to reduced informality, are difficult to measure
and to communicate to the public, implying considerable difficulty in imposing a
simple VAT rate structure. This has often led policy makers to look for other means
to reduce and alleviate the compliance costs of SMEs. Luxembourg reported the
application of a special reduced rate to the agriculture and forestry sector. Even
though the introduction of a special reduced rate for SMEs may appear to be a
straightforward means of compensating businesses for high compliance costs, it
presents significant disadvantages since at the same time it complicates the VAT
system and increases compliance and administrative costs. In addition it creates
additional tax evasion risks.

»  Exempting supplies made to SMEs: Exempting supplies to SMEs from VAT could
be another possible method of mitigating the tax burden on SMEs. However, these
approaches have significant drawbacks since they complicate the VAT system,
affect its integrity and increase compliance and administrative costs. In addition,
it creates additional tax evasion risks. The application of such measures appears to
be limited. Turkey reported the application of a special VAT exemption to supplies
of goods and services to SMEs under specific circumstances, mainly in the context
of investment projects.

* Special input tax refund procedures for SMEs: France reported that they apply
special VAT refund procedures for SMEs. Under these procedures, eligible SMEs
are entitled to ask for a VAT refund if upon filing of their annual VAT return there
is a VAT credit of over EUR 150. They can also ask for a provisional VAT refund
related to the acquisition of fixed assets if the relevant credit amount is at least
EUR 760 or more.

Simplifications under other taxes

Simplification measures may also be available with respect to a number of other taxes.
These simplification provisions exist in relation to payroll deductions, where SMEs are
required to withhold social security contributions and/or income tax on wages paid to
employees; as well as simplification measures under excise tax provisions.

Several countries allow simplified calculation and remittance of payroll deductions
and contributions. Studies of compliance costs have found that compliance costs initially
increase as the business begins to hire staff, in part due to the increased compliance burden
introduced by employee-related tax requirements, as well as other regulatory requirements.

Simplification measures related to payroll deductions reported by countries take the
form of reduced filing requirements, as in Canada, the Netherlands and the United States,
or allowing a small business to outsource their employment tax returns, as in Japan:

* (Canada allows SME:s to benefit from reduced remittance and filing requirements for
employer source deductions (including the Canada Pension Plan, the Employment
Insurance and PIT) as well as corporate income tax and GST or HST. SMEs with
average monthly withholdings of under CAD 3 000 may remit these deductions
quarterly; between CAD 3 000 and 25 000, monthly, between CAD 25 000 and
CAD 100 000, twice monthly, and over this limit, weekly.

» Self-employed individuals in the Netherlands can apply for exemptions to social
security contributions by requesting a declaration from their local tax authority
commissioner.
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» InJapan, business operators with less than or equal to 50 employees (in the financial,
insurance, real estate and retail sector) 100 employees (wholesale and service sector)
or 300 employees, in all other sectors, can entrust payment of the labour insurance
premiums and other matters concerning labour insurance to be conducted by the
Labour Insurance Administration Association (associations of SMEs approved
by the Minister of Health, Labour and Welfare). There is no distinction between
corporations and natural persons operating SMEs.

» The United States requires employers to file quarterly returns of wages paid and
withholding of income and payroll taxes. Small employers with an estimated
employment tax of less than USD 1 000 may file on an annual basis.

Two countries report simplifications for small businesses for the payment of excise
duties, allowing reduced filing requirements for SMEs. In Australia, small business can
apply to defer settlement of excise duty and excise equivalent duties from a weekly to a
monthly reporting cycle. In Canada, measures are in place to reduce the filing frequency
of returns required of small remitters of federal excise levies. An entity may request in
writing that the Canadian Revenue Agency (CRA) authorise a reporting period of a fiscal
half-year rather than a fiscal month, if the total excise for the previous year is less than
CAD 120 000. The person must also be licensed or registered with the CRA for over
12 months prior to authorisation and be in compliance with their excise obligations. This
reduced filing requirement also applies to the Air Travellers Security charge.

4.3. Facilitating tax compliance for SMEs: where policy meets administration

Simplification measures can assist SME taxpayers to more easily meet their legal
obligations under the tax system. Central to these measures will be the ability of the tax
administration to facilitate compliance by delivering efficient procedures, good services,
adequate guidance and taxpayer education. Tax policies and tax administration need to be
aligned to be effective. Combining improvements in tax administration service delivery
with streamlined regulatory arrangements and tax policy simplification measures is
essential in addressing the compliance burden faced by SMEs.

Effective regulatory and administrative arrangements should recognise the specific
circumstances of SME:s. In this sense, delivering a tax system that is tailored to some of the
particular needs of SMEs is a challenge for many tax administrations. The heterogeneity of
SMEs makes it difficult to administer the tax system in a way that effectively responds to
the needs of SMEs. Many businesses, especially SMEs, find it difficult to grapple with the
complexity and the relatively high compliance burden imposed on them when they enter
the tax system. Equally, tax administrations face many challenges as they seek to provide
services to reduce SME compliance costs and maximise tax compliance.

The OECD Forum on Tax Administration, over many years, has taken a more systematic
approach towards SME tax compliance.”® This section provides an overview of the various
areas of a tax system that are important in fostering compliance by SME taxpayers and
describes the main challenges that tax administrations face, in relation to SMEs, as they
administer the tax system.

Tax compliance: a systemic approach

The tax system should be seen as the whole of regulations, processes and actors that
are involved in the process of taxation: policies and legislation, administrative regulations
and procedures, administrative processes and compliance activities delivered by the tax
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administration, the compliance activities of taxpayers, and services from tax intermediaries
as well as from other service providers (such as providers of accounting and filing
software). Mechanisms to involve and engage the broader community are also part of the
tax system. Supporting compliance by SMEs and preventing non-compliance will be the
outcome of the interplay of all parties involved. In this context, the tax administration is
responsible for its own service delivery, but also needs to act as a steward of the broader
tax system.

Compliance Risk Management

Tax compliance imposes demands in terms of the procedures and tax laws which must
be followed, such as correct registration or payment rules. In broad terms, there are four
categories of tax compliant behaviour (OECD, 2004):

» timely and correct registration;
* timely filing or lodgement of requisite taxation information;

» reporting of complete and accurate information (incorporating good record keeping);
and

* payment of the right amount of tax on time.

For SME taxpayers observing tax rules involves significant costs relative to their
turnover or income and requires specific knowledge and capabilities to fulfil all obligations
correctly. The compliance burden that comes with entering the tax system may be an
impediment to businesses moving from the informal to the formal economy or to fully
comply with the tax rules once they have entered the system. The more a tax administration
can provide services that make it easy to comply, the better the outcomes will be, both
in terms of lowering the compliance burden and in observed compliance. It is however
important to bear in mind that tax compliance is the outcome of the interplay of many
factors and therefore attempts to improve levels of compliance need a comprehensive
approach. Effective compliance strategies need to be multi-faceted and systemic.

Compliance refers to taxpayers’ behaviour. This behaviour is the outcome of a wide
array of variables, including the effect of deterrence (e.g. audits, perceived risk of detection
and severity of sanctions); personal and social norms; opportunities for compliance or non-
compliance (e.g. low compliance costs, easy rules or alternately, opportunities for evasion);
fairness, related to outcomes and procedures, and trust, both in the government or the tax
authority and in other taxpayers; and economic factors, including macroeconomic conditions,
factors related to the business or industry and the amount of tax due (OECD, 2010).

To develop processes and interventions that effectively monitor and influence compliance,
tax administrations need to follow a structured approach, which helps them to assess the
strengths and weaknesses of the tax system and identify the relevant compliance risks for
individual taxpayers or groups of taxpayers, such as SMEs. The OECD Forum on Tax
Administration has a well-established framework, referred to as the Compliance Risk
Management Model, which provides guidance in implementing such a structured approach
(OECD, 2004).

Compliance risk management systematically assesses risks and opportunities in
relation to specific tax laws, segments and industries, taxpayer behaviour and different tax
processes. Strategies are designed to address those risks and include both upstream and
downstream activities. “Upstream” refers to more preventive measures, such as taxpayer
services, pre-filing audits, education and community outreach activities. “Downstream”
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are those measures targeted at detection and correction of flaws in tax returns after filing
and will be more repressive. These strategies reinforce each other. Downstream activities
such as audits have a direct effect in terms of revenue raised, but in the SME sector the
indirect effects may be even more important: reinforcing social norms supportive of
compliance and protecting fair competition by showing that the tax administration will
deal with cases of deliberate non-compliant behaviour.

The compliance risk management model enables tax administrations to focus their
attention on these domains and groups of taxpayers where non-compliant behaviour is
more likely to occur. Interventions should take a systemic approach, looking at the causes
for particular behaviours, if possible trying to adapt the processes and services, or the
legislation, in such a way that they encourage desired future behaviour.

Right from the Start

The OECD Information Note “Right from the Start: Influencing the Compliance
Environment for Small or Medium Enterprises” (OECD, 2012) stresses the need to create
an environment that is conducive to compliance. The focus of attention in that report shifts
from risks for the tax administration towards supporting compliance from the perspective
of the taxpayer. This also means shifting the attention from the stage after the filing of the
tax return, to the pre-filing stage. The report addresses four perspectives:

1. Acting in real time and up-front, so that problems are prevented or addressed as
they occur;

2. Focusing on end-to-end processes, rather than just focusing on the revenue body’s
processes;

3. Making it easy to comply (and difficult not to) by providing excellent services and
streamlined processes to minimise error;

4. Actively involving and engaging taxpayers, their representatives and other stakeholders,
in order to achieve a better understanding of the taxpayer’s perspective and to
co-operate with third parties."

The “compliance environment” for SMEs includes stakeholders such as accountants and
other tax intermediaries, industry organisations, providers of accounting software, banks
and many others. Engagement of these stakeholders in the broader tax system will improve
the outcomes and deliver better results for the SME taxpayer. Most tax administrations have
only recently begun to develop strategies to more actively seek collaboration with these
parties. A tax system which is “owned” by the broader society and in which stakeholders are
involved and take responsibility, is likely to deliver better outcomes both for the taxpayer and
for society as a whole. The co-operative compliance arrangements that the Netherlands Tax
Administration has developed with businesses and tax intermediaries is an example of this.

Taking it one step further: emerging trends in SME tax compliance

Recent developments in SME tax compliance include two major trends, both of which
rely on technology:

*  More focus is on building collaborative arrangements upfront, to ensure compliance
right from the start and to reduce the costs of compliance to SMEs. The key to
these approaches for SMEs is that compliance is “designed into” the business
processes of the taxpayer and the value chain as a whole.
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* Advanced business analytics enable tax administrations to make better use of the data
they have available, or can obtain. This allows tax administrations to trace high risk
taxpayers at an early stage and to detect high risk tax returns as they are lodged. It also
enables the development of much better targeted services to ensure compliance and
reduces the amount of information the SME is required to produce in order to comply.

Compliance by design

Technology is changing the way SMEs operate. As the costs of software have fallen
and the emergence of the “cloud” has enabled new ways of delivering technology, SMEs
have gained access to new and sophisticated systems for managing their businesses. Most
SMEs now use technology in some form to help them keep track of their business and to
improve effectiveness. Information and payments are increasingly becoming digital. There
is rapid growth of new payment systems using mobile devices and the use of electronic
invoices is increasing. Electronic cash registers are used for handling cash transactions and
a number of cheap and simple-to-use on-line accounting systems are available.

“Tax compliance by design” (OECD, 2014a) recognises these fundamental changes in
the way SMEs operate and shows how tax compliance can become an integral part of the
systems businesses use to carry out their daily transactions with one another and with their
customers. Tax compliance can become easy and accurate if it is simply a by-product of the
steps a business follows automatically to transact. “Tax compliance by design” assembles
the different elements of technology associated with modern commerce into a system that
delivers a seamless and secure flow of accurate tax information and tax payments.

There are two basic approaches to achieving tax compliance by design: the “secured
chain approach” and the “centralised data approach” (OECD, 2014a). The secured chain
approach creates a secured flow of information from the capture of business transactions
to the final determination of the correct amount of tax being paid. The role of the tax
administration is mainly to act as a facilitator of necessary environmental features in order
to secure the flow of information from the taxpayer.

Box 4.4. EasySME in Denmark

An example of the secured chain approach is the concept of EasySME, which is being
developed by the Danish Tax Administration (SKAT) in co-operation with accounting software
developers in Denmark. The objective is to make it easier for small businesses to get an overview
of the situation of their business and at the same time make it easier for them to comply with the
tax legislation.

The concept requires that the taxpayer use one bank account for all business transactions.
The system will use a standardised chart of accounts and is based on the use of certified
accounting systems. This system will provide a help facility which provides guidance on tax
issues. The content of this will be provided by SKAT. Tax returns are filed directly from the
accounting system to SKAT.

The figure below depicts the main elements of the concept. To be certified as an EasySME
accounting system, the system must show real-time updates of six key economic parameters,
which gives the business a realistic and useful overview of the economic status and estimated
taxes etc., for the entire fiscal year. After reporting of VAT and income, the Tax Administration
recalculates the relevant key economic parameters and returns updated figures to the
accounting system so that the business can make informed decisions. The EasySME concept
is planned to be implemented step-by-step, starting in late 2016.
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Box 4.4. EasySME in Denmark (continued)

The concept of EasySME
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The benefits to SMEs do not just relate to tax compliance: the system will help them to
use their bookkeeping system as a means to better run their business and at lower costs. At the
same time it supports compliance by helping the taxpayer to file a correct tax return. Last but
not least it will drive down costs for service and enforcement at the tax administration’s end.

Under the centralised data approach, the tax administration captures relevant business
transactions at their source in order to calculate the taxable income or VAT base, reducing
the information sourced from the taxpayer and reducing the compliance burden. In this
approach the tax administration plays a key role as “financial data centre”. Although
such an approach will most likely have difficulty capturing all data it can provide feasible
compliance solutions, although this may depend on financial sector co-operation, the type
of industry and the possibilities to capture cross-border transactions.

A key feature of both approaches is that tax processes are highly integrated with the
underlying business processes. Tax compliance is to a large extent “embedded” in the
daily business processes. This makes tax compliance processes more trustworthy and
seamless, and makes it easier and less costly for the SME taxpayer to comply. As the tax
administration will receive better and timelier information, it can follow-up more swiftly
thus providing SME taxpayers with more certainty on their tax position.

Advanced analytics

The availability of data and sophisticated analytical tools enable tax administrations
to build more targeted and more effective approaches to securing and maintaining high
levels of tax compliance. Tax administrations hold a vast array of data and over the last
couple of years tax administrations have been able to bring these data from different legacy
systems together by building an integrated data-layer, in a way that allows more in depth
and continuous analysis of taxpayers’ compliance behaviour. Data on past behaviour can
help to predict possible future behaviour and assess whether a taxpayer would have a higher
risk of non-compliance. The Australian Tax Office uses this kind of analysis in an online
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environment to decide whether a taxpayer is eligible for specific payment arrangements,
or whether a further assessment is needed. This kind of analysis also helps to track down
those taxpayers who may be involved in more severe tax fraud, such as carousel fraud and
identity fraud. Advanced analytics is also helpful in identifying groups of taxpayers who
would need a specific approach, based on their profile.

Tax processes for all companies, including SMEs, have traditionally been characterised
by complex and formal regulations and came with relatively high compliance burdens. These
regulations typically involved taxpayers filling out and filing tax returns, making formal appeals
or following strict procedures for payment arrangements. Technology can make these procedures
more real-time, more streamlined and less costly for the taxpayer and the tax administration.
Technology can also help to tailor the work processes of the tax administration to the needs of
the SME taxpayer, by facilitating compliance upfront and in more effectively addressing (or
even preventing) non-compliance. These developments increase the amount of information
held by the tax administration, which gives rise to questions regarding privacy, security
and trust. Transparency, predictability and proportionality are key principles that can guide tax
administrations in their approach to addressing these considerations in a balanced way.

Addressing tax evasion and fraud

Addressing deliberate tax evasion and fraud is important for any tax administration to
secure the tax base and help maintain trust and confidence in the integrity of the tax system.
The strategies of tax administrations are not just targeted at helping the “willing” taxpayer
by making compliance easier, but must also seek to drive out tax evasion by reducing the
opportunities for deliberate non-compliant behaviour by making it difficult not to comply.
In addition, strengthening the information available to the tax administration and deploying
modern analytical techniques, open further opportunities to detect, address and stop tax fraud.

Box 4.5. Chile: Electronic VAT Invoicing System

The Electronic Invoicing System, launched in 2002, allows business taxpayers to issue and
receive invoices, which are immediately available to the revenue body of Chile (SII). The system
is available to all business taxpayers via commercial software products and in the “SII electronic
invoicing system” offered for free in the SII's website. The “SII electronic invoicing system”
seeks to provide taxpayers with a basic application to issue tax documents, which is especially
useful for micro, small and medium enterprises.

The SII electronic invoicing system also provides both a simplified and complete accounting
system for businesses, free of charge. The simplified accounting system is for businesses that
choose to follow a special simplified taxation category and have sales under USD 2 000 000 per
annum. The simplified system enables businesses to keep records of sales, purchases and other
business expenses, such as salaries and wages, to calculate taxable income, to generate prefilled
tax returns and to produce a standard financial report. The complete accounting system provides
enhanced functionality for businesses including generation of complete financial statements on
a monthly basis across the financial year and generation of prefilled monthly and annual tax
returns, as well as other mandatory forms that are required to be submitted.

In order to process and cross check the information, the SII has implemented a system
(“VAT PRO”) which consolidates and compares the data on sales and purchases, provided to
the SII through the e-tax documents, affidavits, other sources and the information obtained
from the VAT declarations. Depending on the discrepancies detected, the SII defines the
actions of control to implement.
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Box 4.5. Chile: Electronic VAT Invoicing System (continued)

In January 2014, the Government approved legislation that mandated the use of the Electronic
Invoicing System by all businesses. A phased roll-out is underway, with all businesses scheduled
to be using the system by early 2018.

Chile’s Electronic VAT Invoicing System
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9 Buyer electronic invoicer receives the electronic invoice in xml format.
e Both, seller and buyer, send the Purchase and Sales e-book to the SIl on a monthly basis.

e Sl consolidates, cross checks and processes information provided by taxpayers and third parties.

Source: Electronic Documents: Solutions for Small and Medium Businesses, Chile Internal Revenue Service.

The SME sector includes elements of the “cash economy” or the “hidden economy”.
Technological developments as outlined earlier may also give rise to new threats to the tax
system. Mobile payment services for example and the use of foreign bank accounts may
help to hide income from the tax authorities. At the same time the growth of electronic
payments provides better opportunities for tax administrations to obtain data on income
and sales by SMEs. For example, some countries, such as Spain and Turkey, have
introduced mandatory third party reporting on transactions via bankcards.

Tax administrations are deploying new strategies, which are based on a whole-of-
government approach and by leveraging off the increased access of governments to
information. Monitoring transactions real-time and analysing patterns of behaviour and
network relations hold new opportunities to track down illicit activities, non-reported
income or fraudulent schemes.

As tax administrations focus more on upfront strategies and improve their analytical
capabilities, more costly downstream activities such as audits and investigations will be
more targeted at high risk taxpayers. For some tax administrations a decrease has been
observed in the number of audits that are carried out. Traditionally a desk or field audit
would in many cases be a first response to any anomalies found in tax returns. Today tax
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administrations deploy a much broader set of strategies and treatments, focusing more on
prevention and on effects on the behaviour of the broader group of taxpayers. A smaller
number of audits may be more effective and deliver better outcomes, if part of a broader
strategy.

4.4. Policy conclusions

Tax simplifications for SMEs

There are a wide range of simplification measures for SMEs encompassing simplified
single replacement tax regimes as well as simplification measures under specific taxes,
including VAT, income taxes, employment taxes and excise taxes. These are summarised
in Table 4.8.

The primary reason for simplification measures for SMEs is that tax compliance costs
are disproportionately high for SMEs with regard to their turnover, making tax compliance
costs regressive for many SMEs. These increased compliance costs may affect a number of
the economic margins faced by SMEs, as summarised in Figure 4.1.

Figure 4.1. Summary of impact of simplification measures on economic margins of SME owners
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A disproportionately high compliance burden for SMEs may hinder business growth
through the opportunity costs they impose. They can also distort business decisions,
particularly those relating to employment. They can act as a deterrent to entry into self-
employment. Finally, high tax compliance costs may be a deterrent to entering the formal
sector, or to compliance with particular tax rules. Tax simplifications for SMEs may
promote compliance to the extent that they reduce these costs, for example by providing
relief from record-keeping and tax filing rules and assisting SMEs with their cash flow.

The simplification measures adopted by OECD and G20 countries in certain cases
differ from the standard income or value-added tax regime only in matters of procedure,
for example, permitting reduced frequency of filing and payment of VAT and income taxes,
or simplified bookkeeping requirements. However in other cases, there is a pronounced
departure from standard tax provisions. This is notably the case for presumptive tax
schemes for the calculation of VAT or income tax liabilities, which result in a different tax
base than standard calculations, or for VAT exemption thresholds.

Turnover is the most common criterion for determining eligibility for the different
simplification measures observed in OECD and G20 countries. Its appeal relies on the fact
that almost every SME will know the value of its total sales, therefore making it relatively
easy to monitor and comply with. However, other indicators may be used to determine
eligibility, for example, firms in particular sectors, or with a particular number of employees.
Under presumptive taxes, eligibility criteria may encompass objective parameters such as
electricity consumed, floor space or facilities, or total number of employees.

In principle, the different simplification approaches are often optional, allowing SMEs a
varying degree of flexibility and in some cases avoiding some of the downsides of various
simplification measures (e.g. cash flow accounting may reduce cash flow in circumstances
where deductions must be deferred until the expense is paid). In these circumstances, SMEs
may consider the impact of both the simplification and standard regime and decide accordingly,
although this can in itself increase complexity. For instance, it is normal practice among the
countries that replied to the questionnaire to allow firms below the exemption threshold to
register voluntarily for VAT since exemptions that occur early in the transaction chain introduce
a cascading effect as the non-deductible tax on inputs is embedded in the subsequent selling
price and is not recoverable by taxpayers further down the supply chain. SMEs characterised by
a high ratio of sales to private consumers are likely" to find it advantageous to be exempt from
VAT. While SMEs selling to other registered firms would wish to register for VAT in order to
benefit from the deduction of input VAT. Similarly, reduced VAT return filing schemes may not
suit all businesses.'® This is often the case for businesses that regularly claim refunds of input
VAT because they will only be able to get a refund when they submit their return.

From a tax authority’s perspective assessing the impact of a specific simplification measure
may not be simply a matter of balancing between administrative cost savings and revenue loss.
A number of other dimensions need to be carefully considered. Simplification measures may
introduce distortions into the system by favouring eligible SMEs over businesses subject to
the standard regime. In the case of exemption thresholds the distortion of competition could
be addressed by setting a relatively low VAT threshold that would encourage participation by
a greater number of firms. Similarly, presumptive taxes may also distort firm decisions as the
amount of tax paid is not directly tied to income: for example, under a turnover based tax, a highly
profitable firm will pay less tax, as a percentage of their income, than a less profitable firm.

The introduction of simplified measures may also provide disincentives for growth.
For example, a SME close to the threshold for a presumptive tax or VAT exemption may
prefer to keep the volume of its business below the threshold so as to continue benefiting
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from the simplified regime, both in terms of reduced compliance costs as well as tax
payable. It therefore becomes critical to find ways to encourage borderline businesses to
increase the volume of their economic activity and as a next step to smooth their transition
to the standard regime once the conditions for a simplification scheme are no longer met.
Flexible thresholds and gradual tax reductions are included among the means deployed by
the countries that responded to the questionnaire.

Simplification schemes may also frustrate policy efforts to have all persons actively
participate in the formal economy, in the sense that once outside the system it may be less
likely for individuals to decide at some point to fully participate. This is notably the case
for VAT exemption thresholds. This potential adverse effect could be partly addressed
if SMEs below the exemption threshold (and not opting into the normal system) are
required to pay another, simpler, form of tax (e.g. a simple lump sum patent, with minimal
compliance costs) and thereby become part of the “formal” economy.

Caution should be taken to ensure that simplification measures do not reduce the integrity
of the tax system by creating additional tax evasion risks. Putting in place the appropriate
safeguards to avoid fraudulent use of optional simplification schemes should also be
considered. For example to avoid VAT frauds by fly-by-night traders who may register for
VAT and ask for a refund on an ad hoc basis several countries impose a minimum period of
time during which taxpayers that have opted to register voluntarily must remain registered.
Similarly, rules should be introduced to ensure that larger companies cannot benefit from
simplification provisions or exemptions through the establishment of smaller companies.

Finally a key consideration is that the establishment of simplified schemes should not
further increase the compliance burden of the tax system. The need to monitor compliance
with eligibility criteria, to understand the different applicable rules and to calculate the
benefit of simplified schemes against general rules, can introduce complexity rather than
remove it. Further, simplified bookkeeping requirements may mean that SMEs maintain
less comprehensive financial records, with detrimental consequences to the business.

Ideally, simplification measures should ensure that as far as possible taxes are not an
impediment to SMEs’ creation or growth, while minimising the distortionary effects that
can be introduced by simplification measures themselves. This can be a rather complex
exercise which requires careful consideration of many different parameters, including both
the national context and SME characteristics.

Policy and administration: different sides of the same coin

Both the OECD 2004 and 2012 reports emphasise that “...good compliance outcomes
begin with good legislation.” Regulations that are complex and burdensome can only be
partially compensated by tailored services. Equally, simple legislation, or simplified tax
requirements for SMEs, will have little effect if the tax administration does not administer
the legislation in such a way that it supports the intended outcome, which is making tax
procedures easier for SMEs.

Legislation that is clear and unambiguous provides a solid base for compliant behaviour,
especially as this can be supported by online bookkeeping and filing systems that assure
high quality tax returns. Such systems can capture business transactions by connecting
to e-invoicing systems or scanning techniques. Legislation and other regulations can be
expressed in “business rules”, to be implemented in the system. As every transaction will
follow the same predefined procedure and interpretation, reports and tax returns delivered
by this system will have a high level of assurance. Such a strategy requires both legislation
and tax administration policies to be designed and expressed clearly.
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Reducing the compliance burden of SME taxpayers may necessitate reducing
complexity of the different tax laws or introducing the types of simplification measures
discussed above. It also relates to ensuring that more formal regulations, such as the
procedures regarding filing, record keeping requirements, procedures for appeal or
payment delays, are not unnecessarily complex. An effective tax system for SMEs is
a system in which policy, legislation, compliance strategies and taxpayer services are
carefully aligned. Such a system is the most likely to reduce compliance burdens for SMEs,
promote SME compliance and lower costs for the tax administration.

Notes
1. European Commission (2007), p 12.
2. See for example Hansford and Hasseldine (2012), Hasseldine et al. (2012) and PriceWaterhouseCoopers
(2009).

OECD (2014b) and consultation with national officials.

4. For ease of reading, in this study, VAT (value added tax) refers to any national tax that
embodies certain basic features, i.e. a broad-based tax on consumption which is collected
through a staged process where each business in the supply chain takes part in controlling
and collecting the tax, remitting the proportion of tax corresponding to its margin i.e. on the
difference between the VAT imposed on its taxed inputs and the VAT imposed on its taxed
outputs.

5. See for example European Commission (2012), where VAT was identified as the most
burdensome area of EU regulation for both EU and non-EU SMEs.

6. A VAT compliance cost analysis in Sweden (Skatteverket, 2006) found that businesses with
1-4 employees had 35 times higher VAT compliance costs per employee than those with
50-499 employees.

7. See, for example, Harju et al. (2015), which found that the Finnish VAT threshold has notable
effects in causing small firms to bunch just below the threshold, largely due to reductions in
output.

8. The IMF proposes that the optimal turnover threshold for VAT collection should be increased,

at the margin, if the benefits to the taxpayer in terms of reduced tax payments and compliance
costs exceed the net cost to government of the same increase in terms of reduced tax receipts
less administration costs, weighted by the value of public funds (Ebrill et al., 2001).

9. Special input tax deduction rules may apply depending on the country. This is the case for
example in Chile and Spain. In the United Kingdom, a SME under the flat rate scheme may
recover in the normal way the VAT incurred on the purchase of capital assets of a VAT inclusive
value of GBP 2000 or more.

10. The base (reference year) for taxable sales (turnover) threshold is two years preceding the
current year.

11. It has been argued (see European Commission, 2011) that this increases compliance costs —
ironic when the scheme exists precisely to reduce them — as well as ensuring the maximum
revenue loss for the government.
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12. Temporary additional requirements shall be meet in 2015 (business income not exceeding
UF 25 000 in the previous year) and 2016 (business income not exceeding UF 100 000 in the
previous year)

13. Such strategies are further explored in a recent study by the Forum on Tax Administration,
“Tax Compliance by Design”, OECD (2014).

14. This is further explored in OECD (2013), Together for Better Outcomes: Engaging and
Involving SME Taxpayers and Stakeholders, OECD Publishing

15. If it cannot pass the unrecovered input tax along to the buyer (perhaps because the demand for
its product is highly elastic) then the real burden of the tax will have to be borne by the SME.

16. In South Africa, a facilitating provision for reduced frequency of filing for SMEs (every four
months) with turnover less than ZAR 1.5 million was withdrawn due to limited use.
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Annex A

Exchange rates

Table Al. Exchange rates used in relation to the country responses to the SME tax questionnaire

Exchange Rate Exchange Rate
Country (currency)?® (currency/EUR) (EUR/Currency)
Australia (Australian dollar) 1.4719 0.6794
Brazil (Brazilian real) 3.1230 0.3202
Canada (Canadian dollar) 1.4676 0.6814
Chile (Chilean peso)® 756.6335 0.0013
China, People’s Republic of (Chinese yuan) 8.1510 0.1227
Colombia (Colombian peso) 2655.9387 0.0004
Czech Republic (Czech koruna) 27.5408 0.0363
Denmark (Danish krone) 74466 0.1343
Hungary (Hungarian forint) 308.6131 0.0032
Iceland (Icelandic kréna) 154.9256 0.0065
India (Indian rupee) 80.9686 0.0124
Indonesia (Indonesian rupiah) 15742.6182 0.0001
Israel (Israeli new shekel) 4.7471 0.2107
Japan (Japanese yen) 140.5663 0.0071
Korea (South Korean won) 1397.1361 0.0007
Mexico (Mexican peso) 17.6363 0.0567
New Zealand (New Zealand dollar) 1.5993 0.6253
Norway (Norweigan krone) 8.3610 0.1196
Poland (Polish ztoty) 41854 0.2389
Russia (Russian rouble) 50.9197 0.0196
South Africa (South African rand) 14.3992 0.0694
Sweden (Swedish krona) 9.1028 0.1099
Switzerland (Swiss franc) 1.2156 0.8226
Turkey (Turkish lira) 2.9037 0.3444
United Kingdom (pound sterling) 0.8063 1.2403
United States (US dollar) 1.3268 0.7537

Source: OECD database, available from: http://data.oecd.org/conversion/exchangerates.htm

Notes: a. Exchange rates reflect monthly averages across 2014

b. The rate of exchange used to convert the Chilean Unidad de Fomento (UF) to Chilean Peso was
1:25 626.15 (average of 6 months to 30 July). The rate of exchange of Unidad Tributaria Mensual (UTM)
to Unidad Tributaria Annual (UTA) used was 1:12, the average for each month of 2014.
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Annex B

Detailed SME characteristics from questionnaire responses

B1. General caveats

General caveats that apply to all figures and tables from questionnaire data include:

1.

Total employment, firm and taxable profit statistics for individual countries have
been calculated through summation of incorporated and unincorporated data.
Additional data provided by questionnaire respondents for country totals that
differed from the data provided by categorised firm size (by employees or turnover)
has not been included.

Exchange rates used to calculate Euro values are viewable in Annex A.
Totals may not add exactly due to rounding.

All data provided was from the latest available statistics unless specified otherwise
in Table BI.

Table Bl. Country-specific notes to the figures and tables based on questionnaire responses

Australia .

Brazil .
Czech Republic *

Finland .
Germany .
India .

Data is based on unit record (micro) tax return data for 2011-12 (employee counts are estimates based on payment summary
data).
Classification of firms by gross turnover is calculated in AUS Dollars [not EUR].

Data for firms larger than 100 employees have been reclassified as 100-249 employees

Classification of firms by gross turnover is calculated in CZK [not EUR].

Corporate income tax categories have been synthesised as follows:

(i) 0-1, 1-10, 10-100 = 0-100, (ii) 100-300 = 100-250, (iii) 300-500 = 250-500, (iv) above 1000 = 1000-2000
Personal income tax categories have been synthesised as follows:

(i) 0-123 = 0-100, (i) 123-191, 191-297 = 100-250, (iii) 297-421, 421-583 = 250-500

Data does not include information for businesses with no employed staff
Gross turnover statistics were reclassified as follows (i) 0-39, 40-99 = 0-100, (ii) (100-399)*0.5 = 100-250, (i) (100-399)*0.5 = 250-500,
(iv) (400-2000)*0.33 = 500-1000, (V) (400-2000)*0.66 = 1000-2000, (vi) 10000-39999 = 10000-50000, (vii) 40000-199999 + 200000

Discrepancy between total firm numbers and Federal Statistical Office’s figures as tax numbers are removed during
aggregation process.

The overviews and analyses include data only on those companies for which complete data were available. Data lacking clear
identifiers were not taken into account (for data based on employment size class, this affected roughly two-thirds of companies
covered under trade tax statistics; for data based on classification according to turnover, this affected nearly one-fourth).

The breakdown into single-taxed and double-taxed entities does not take into account the special case of German
Personengesellschaften. In this study, Personengesellschaften are categorised exclusively as single-taxed entities. However,
in Germany corporations subject to double taxation participate in Personengesellschaften. Thus a clear classification of
Personengesellschaften as either single-taxed or double-taxed entities is not possible

Data excludes information on (i) employees whom are daily wagers or employees not subject to TDS (withholding tax) on
salary, or where employers have not filed TDS statements, (ii) employees in entities not filing Income Tax returns for AY 2014-
15, and (iii) data with incorrect Permanent Account Number
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Ireland + No data for firms with greater than 250 employees due to Irish Tax and Customs obligations to observe confidentiality of these
firms
Japan + Unincorporated businesses are defined as individual proprietorships
+ Size of firm classifications adapted as follows (i) 100-249 = 100-299, (ii) 250+ = 300+
Korea + Size of gross revenue classifications adapted to (i) 100-250 = 100-300, (i) 250-500 = 300-500
Spain + Employment statistics for unincorporated firms classified by number of employees were reclassified as follows:
(i) 0,1-2, 3-5,6-9 = 0-9, (ii) 10-20, 21-49 = 10-49, (iii) more than 50 = 50-99
Sweden + Number of firms statistics classified by number of employees were reclassified as follows:

(i) 0, 1-4,5-9 = 0-9, (ii) 10-10, 20-49 = 10-49, (iii) 100-199 = 100-250, (iv) 200-499, 500+ = 250+
United States ~ + Classification of firms by gross turnover is calculated in USD

B2. Detailed SME characteristics

Figure Bl. Relative number of firms at different entity sizes (by level of turnover) in each country
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Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015. See above
for country details and caveats.

Figure B2. Employment at different entity sizes (by number of employees) in each country
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Austria Chile
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Source: Responses to an OECD questionnaire, Survey on the Taxation of Small and Medium-Sized Enterprises, 2015. See above
for country details and caveats.
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Annex C

Employer, employee and self-employed social security contributions
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Key to abbreviations

n.a. Data not provided
* country specific footnotes
+  Non-tax compulsory payment (NTCP)

Tax base

WGE  Weekly gross earnings

MGE  Monthly gross earnings

AGE  Annual gross earnings

BEN  Annual benefits

CPP Canada Pension Plan

MGEc Monthly gross earnings — Conventional
AP Adjusted profits

DMI Declared monthly income

Deductibility Base
TY Taxable income measured for central government tax purposes
TYs Taxable income modified for sub-central government purposes
T (Annual) central government income tax payable
Ts (Annual) sub-central income tax

EMPR Employer social security contribution

Explanatory notes

1. This table reports social security contribution rates and related provisions (using the representative case for those countries
where social security provisions vary by locality). Threshold and maximum contribution amounts are shown in national
currencies. For the purpose of this table, a dash (-) means “not applicable”. Further explanatory notes may be found in the
Explanatory Annex to Taxing Wages (OECD, 2015).

2. Marginal rate: The social security contribution marginal rates (flat or graduated) in many cases are aggregates over
different rates for different social security contribution pools (e.g. for unemployment, health etc.) — see the note below on
aggregation. In such cases, the disaggregated rates can be found by entering the applicable Excel cell.

— Where a flat rate system applies, the marginal rate applies to the tax base identified in column 1 (e.g. monthly gross earnings
— see key to abbreviations) in excess of the lower threshold (base) amount, if any, up to the upper threshold (ceiling), if any.

— Similarly, where a graduated system applies, the marginal rates apply to the corresponding tax base band (lower threshold
up to upper threshold) on the same line.

3. Base: Lower and upper thresholds: The base parameters (lower threshold and upper threshold) relate to the SSC
calculation and the same time-frame (week, month or year) as indicated in the first (tax base) column.

— Where a lower threshold is shown without brackets, contributions are calculated as a percentage of gross earnings in excess
of this threshold.

— Where a lower threshold amount is shown in square brackets [], the threshold is not a contribution-free amount deducted
from the base but an amount which is used to determine whether the contribution is payable on the total amount of earnings.

— Where a lower threshold amount is shown in round brackets (), the threshold is decreasing with income. Where a lower
threshold is shown in between //, the threshold is the deemed minimum SSC base for full-time workers. The impact of the
minimum wage(s), if any, is not considered/ shown.

— Where an upper threshold value is shown on the same line as the top (or flat) marginal rate, the contributions are “capped”
at this threshold (they are not imposed on the tax base in excess of this amount). The “lower” and “upper” thresholds (shown
under “base”) are relevant to the marginal rate, unless no marginal rate is shown, in which case the thresholds applies to the
lump-sum charge.

4. Maximum contribution: In general, where a flat contribution rate applies, the maximum contribution (which excludes
lump sum charge, if any) is calculated as the contribution rate multiplied by the upper threshold base amount.

— Where a progressive rate structure applies, the maximum contribution is determined in a similar fashion by applying the
applicable marginal rates to the corresponding upper threshold.

— Lastly note that where an upper threshold does not exist, in general a maximum contribution would not exist.

— Where an upper threshold does not exist, but a maximum contribution is shown, explanatory notes may be provided in the
Explanatory Annex to Taxing Wages (OECD, 2015).
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5. Lump-sum charge: The lump-sum charge (if any) relates to the time-frame (annual (A), monthly (M) or weekly (W)) as
indicated in parentheses after the lump-sum amount.

— Where a taxpayer is exempt from the lump-sum charge if his/her earnings or income fall below a certain level, this amount
is indicated in the “lower threshold” column, with the relevant measure noted in parentheses.

6. Deductibility — Base and %: These columns consider the extent to which employer social security contributions are
deductible against corporate taxable income.

— Where they are deductible against central government taxable income, the base is shown as TY and the deductible
proportion of the contribution is given.

— If, in the representative case, sub-central government personal income tax is determined as a percentage of taxable
income (TYs) which may differ from the definition used for central government purposes (TY) (see Table 1.6), and if
employer social security contributions are deductible from this base, then TYs and the deductible portion are shown.
— If contributions are deductible from both the central government tax base and (separately) the sub-central tax bases, then TY
and TYs are shown on separate lines, along with the deductible portions. (Note that if sub-central income tax is determined
as a percentage of central government tax or central government taxable income (with employer social security contributions
indirectly deductible through this channel), this additional information would not be relevant).

Country-specific footnotes

Austria Self-employed SSCs: In 2014, the 26.15% rate consists of 18.5% for pension contributions and 7.65% for
health contributions. The minimum base is 8 255.76 (=687.98*12) for pension contributions and 8 459.88
(=704,99*12) for health contributions. Additionally a monthly amount of 8.67 Euro for accident insurance.

Belgium Self-employed SSCs: Since 2015, the social security contributions of self-employed persons are determined
in two steps. Initially, advance payments are due on the inflation-adjusted taxable income of three years
before (TY-3), e.g. provisional contributions of 2015 are based on the inflation-adjusted taxable income of
2012. In subsequent years, once the taxable income of the year (TY) is fixed by the tax administration, the
final assessment of social security contributions uses the same rate schedule. Up till 2014 only the first step
was applicable.

Canada Information on the provincially-administered health care insurance plan and the contributions to the
provincial worker’s compensation plan which pays benefits to workers for work-related illness or injury is
not included.

Chile Employee SSCs: The contribution rates shown in the table relate to health care. In addition there are some
other contributions paid by minority groups that are classified as taxes. See Explanatory Annex to Taxing
Wages (OECD, 2015) for more details.

Estonia Employee and employer SSCs: SSC are levied on total gross wage or salary including vacation payments,
fringe benefits and remuneration of expenses related to work above a certain threshold.

Finland Employee SSCs: There is an employees’ pension insurance contribution which amounts to 5.55% of gross
salary, an employees’ unemployment insurance contribution equal to 0.5% of gross salary and a health
insurance contribution for daily allowance equal to 0.84% of gross salary. For employees aged 53 and older,
the pension insurance contribution amounts to 7.05% of gross salary. These contributions are deductible for
income tax purposes.

Self-employed SSCs: The tax base is income as defined by the self-employed person for pension income
insurance purposes.

France Employer SSCs: social security contributions for work accidents are not included. These rates apply for
non-managers.

Employee SSCs: These rates apply for non-managers. Social security contributions are fully deductible
against personal taxable income.

Self-employed SSCs: the first set of rates (n.a.) apply for craftsmen, while the second set of rates (n.a.) apply
for traders.

Germany Employer SSCs: in addition, employers pay work injury contributions; no representative rate is available.

Employee SSCs: as of 1 January 2005, the lower ceiling rate increased by 0.25 percentage points for childless
employees.

Self-employed SSCs: see the Explanatory Annex to Taxing Wages (OECD, 2015) for a description of the
German system
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Greece

Employer SSCs: the threshold shown applies to employees insured after 1 January 1993. A lower threshold
of EUR 5,546.80 applies to employees insured before this date. See the Explanatory Annex to Taxing Wages
(OECD, 2015) for more details.

Employee and self-employed SSCs: See the Explanatory Annex to Taxing Wages (OECD, 2015) for more
details.

Hungary

Self-employed SSCs: the amount shown in column D is a minimum tax base for contributions and not a lower
threshold. The child tax allowance may reduce the health and pension contribution payable (for details see the
general description of the family tax allowance in the “Taxing Wages” country chapter).

Iceland

Employee SSCs: since January 2000, the compulsory payment to (privately-managed) pension funds, which
amounts to 4% of wages, is deductible from taxable gross earnings. In addition, optional pension savings of
up to 4% of wages may also be deducted. Although these contributions are not considered to be social security
contributions (these payments are not made to a publicly-managed fund), they are included in the table in the
case of Iceland. Please refer to the Non-Tax Compulsory Payment (NTCP) report on the OECD tax database
webpage. (www.oecd.org/ctp/tax-policy/tax-database.htm#NTCP).

Ireland

Employee SSCs: Those earning less than EUR 18 304 are exempt.
Self-employed SSCs: additional 0.5% for income exceeding 100 100 euro per annum.

Self-employed SSCs: Lower rates are applied for workers younger than 21 years old. See the Explanatory
Annex to Taxing Wages (OECD, 2015) for more details.

Japan

Employer SSCs: work injury social security contributions are not included (as no representative rate was
available); the rate ranges between 0.3% and 10.3% of total remuneration. The employer’s contribution rate
depends on each industry’s accident rate over the last three years and other factors.

Self-employed SSCs: because the national pension contribution is a fixed amount, it is described as a
monthly “lump-sum” contribution. The National Health Insurance contribution depends on income, assets
and the size of the household. Because the calculations are too complex to include, only the annual maximum
contribution is shown

Korea

Employer SSCs: unemployment insurance premium is between 0.7% and 1.3% of gross income; work injury
insurance premium is a specific rate for each industry (the representative rate applied in Taxing Wages is
1.95%, which is the rate shown here).

Self-employed SSCs: as the National Health Insurance contribution of self-employed depends on income,
assets and the size of the household, it is not decided just as a rate of income; only the National Pension
contribution is included. The data are applied for the second half of the year; the threshold were changed on
July 1.

Luxembourg

Employer SSCs: for accident insurance, the employer’s share ranges between 0.45% and 6%. The minimum
contribution of 0.45% of gross earnings is included here (similar assumption is made in Taxing Wages (OECD,
2015)).

Mexico

Employer SSCs: the 1.10% rate applies to monthly earnings in excess of 3 times the monthly minimum legal
wage.

Employee SSCs: For sickness and maternity insurance, 0.625% of the workers monthly wage, plus 0.40%
of the amount in excess of three times the minimal legal wage (the amount that applies within the Federal
District of Mexico City MWFD). For disability and life insurance, 0.625% of the monthly wage

Self-employed SSCs: self-employed taxpayers face two options in order to obtain social security. Under the
first option, the self-employed pays a fixed rate based on an annual minimum wage. With the second option,
the self-employed pays a fixed annual fee that depends on the number and age of the family members. The
amount reported here corresponds to a couple (ages 30 to 39) with two children (ages 0 to 19). For 2014, the
fees were updated by the Mexican Social Security Institute with a new breakdown of age groups.

Netherlands

Employer SSCs: in addition, employers pay 7.05% of gross earnings net of employees’ pension premiums and
unemployment social security contributions until a maximum of gross earnings of EUR 33 189.

Norway

Employer SSCs: The contribution is geographically differentiated according to the municipality where the
work-place is. The standard rates are 14.1, 10.6, 7.9, 6.4, 5.1 or 0% of gross wages. The highest rate applies to
central parts of southern Norway. Lower rates may apply under certain circumstances. The weighted average
rate, which is included here, is approximately 13.1%.

Employee SSCs: Employees’ contributions to the National Insurance Scheme generally amount to 8.2% of
personal wage income. Employees do not make contributions if their wage income is less than NOK 39 600.
Once wage income exceeds this floor, an alternative calculation is made where the contributions equal 25% of
the wage income in excess of the floor. The actual contributions made would represent the minimum between
the alternative calculation and 8.2% of the total wage income.
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Poland

Employee SSCs: the additional 9% is levied on gross wages minus the social security contributions that
already have been paid.

Slovak
Republic

All: a minimum contribution is applicable: if the monthly income does not exceed the lower threshold value
(minimum wage in the case of employment or 50% of average wage in the case of the self-employed), then
the SSC rate applies to this value.

Employer SSC: does not take into account NTCP (4% rate) which further raise the final compulsory payment
burden on labour income. See the detailed discussion of NTCP in the Explanatory Annex to the Tax Database
(OECD, 2015).

Self-employed: SSC rates for the self-employed apply to adjusted assessment bases (thus effective SSC rates
are lower compared to the statutory ones). The social and health insurance base is defined as the tax base
(before allowances) in the previous year plus paid mandatory contributions (both social and health), divided
by 1.6, taking into account the minimum assessment base (50% of average wage).

Slovenia

Self-employed SSCs: social security contributions for the self-employed are assessed on a monthly basis.
There is no consolidation of payments on an annual basis. The table describes the figures for the illustrative
months (May) in 2014. Only for the year 2014 there is one major difference in determining the minimum
insurance base. If the self — employed person creates a loss or a profit (reduced by 30 % for the year 2014)
that is less than the minimum wage (that is EUR 783.66) then it is the minimum insurance base equal to the
minimum wage but only for pension, unemployment insurance and maternity leave (with contribution rate
24.75 %). If self-employed person creates a loss or a profit (reduced by 30 %) that is less than the 60 % of the
AW, the base for the social security contributions for health insurance (with rate 13.45 %) is equal to the 60
% of the AW (in case of month May is the amount EUR 913.91).

Spain

A minimum contribution is applicable: if the annual income does not exceed the lower threshold value, then
the SSC rate applies to this value.

Sweden

Employee SSCs: the contributions (including the maximum contribution) are rounded to the nearest SEK 100.

Self-employed SSCs: there is no lower threshold for SSC for self-employed, 28.97% is paid for all positive
income although no income tax or employee general pension contribution is paid for earned income below
basic allowance. Lower rates are applied to self-employed aged younger than 26 (14.89%) and over 65
(10,21%/0%). A general reduction of 7.5% on the SSC is applicable if the income exceeds SEK 40 000 per
year. The maximal reduction is SEK 15 000 per year.

Switzerland

Self-employed SSCs: compulsory social security contribution for old age and disability insurance of 9.7%
of gross annual earnings minus a percentage of invested equity capital. For yearly incomes of less than
CHEF 55,700 reduced rates apply.

Turkey (YTL)

Employer and employees SSCs: In addition, unemployment insurance fund contributions are also made (1%
for the employee and 2% for the employer).Turkey changed the national currency unit as YTL as of 1 January
2005, where 1 YTL equals 1 million TL.

Self-employed SSCs: see the Explanatory Annex to Taxing Wages (OECD, 2015) for a description of the
Turkish system

United
Kingdom

Employer SSCs: the rates and thresholds shown are those in effect as of 5 April.
Employee SSCs: the rates and thresholds shown are those in effect as of 5 April.

Self-employed SSCs: the rates and thresholds shown are those in effect as of 5 April and only apply to Class
4 and Class 2 contributions (GBP 2.30/week).

United States

Employer SSCs: in addition, the employer pays a contribution to a state-sponsored unemployment plan which
may generally be credited against the required federal percentage. For instance, the average unemployment
insurance tax rate in Michigan was 4.9% of the first USD 9 000 of wages.

Non-tax compulsory payment (NTCP): In these countries employers pay NTCPs. Detailed information on each country can
be found on the OECD Tax database webpage (Www.oecd.org/tax/tax-policy/tax-database.htm), under B. Personal Taxes / 4.
Non-tax compulsory payments.

Note on aggregation: In some social security systems, both flat rate and progressive rate structures apply. Where these apply to
the same base (e.g. gross earnings), the elements are aggregated for the purpose of reporting in this table.

— For example, assume a flat rate of 10.05% is applied to total gross earnings under one part of the social security contribution
charge. Assume another element imposes a 1.5% rate on gross earnings between 0 and 97 200, and a 0.5% rate on gross earnings
between 97 200 and 243 000. Given the same base (gross earnings), the various charges can be consolidated as follows: 11.55%
rate applicable to earnings between 0 and 92 000; 10.55% rate applicable to earnings between 97 200 and 243 000; and 10.50%
rate is applicable to earnings above 243 000.
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