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Abstract: The research objective of this article is to present changes incorporated into
the Polish income tax system and their potential influence on entrepreneurs’ behav-
iour. One of the most important features of the income taxation system for Polish en-
trepreneurs is that they can choose the rules of taxation. Under certain conditions, they
can apply a progressive scale tax, a flat tax, or a revenue-based tax. The changes intro-
duced in the year 2022 mean that for many entrepreneurs, the burden of taxation has
increased. The theoretical and model analysis presented in this article revealed that for
many of them, the revenue-based tax has become (or always has been) the optimal form
of taxation. The analysis also indicates a serious problem with this form of taxation in
the context of equity. This study may provide a basis for further research on the impact
of tax perturbations on business activity, business structure, and costs of compliance.

[ | INTRODUCTION

Taxation is one of the great legal, scientific, and political subjects - and income
taxation is an extremely sensitive one. Scientists are looking for an optimal tax
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system in the framework of theoretical and empirical analyses. Since the 1970s,
the scientific discussion about optimal taxation has been rife.! The main dilem-
mas were optimal tax revenues and the optimal structure of the tax system,
and in particular questions:

= should there be direct or indirect taxation dominance??

= should there be lump-sum or distortionary taxes dominance??

= should there be progressive or flat taxation dominance?*

Around these topics, there is a discussion about finding the right balance
between equity® and efficiency. Income taxation raises particularly complex is-
sues, as it affects individual’s net earnings, savings, work, and attitudes.®

Politicians, on the other hand, are searching for an optimal tax system by in-
troducing constant changes to existing solutions. It should be emphasised here
that these two groups do not necessarily define the optimal tax system in the
same way. Nevertheless, any significant tax reform can be the basis for research
on taxation, taxpayer behaviour, and tax system fairness. Many scientists use
those politics-driven tax reforms to address in a theoretical framework the ef-
fects of small commodity tax reforms, often called tax perturbations.”

The aim of this article is to present changes incorporated into the Polish
income tax system and their potential influence on entrepreneurs’ behaviour.
One of the most important features of the income taxation system for Polish en-
trepreneurs is that they can choose the rules of taxation. Under certain condi-
tions, they can apply a progressive scale tax, a flat tax, or a tax on recorded rev-
enue without deductible costs.? The changes introduced in the year 2022 mean
that for many entrepreneurs the burden of taxation under the ‘standard’ forms
of taxation, i.e., progressive and flat, has increased. This provides an opportu-
nity to analyse the taxpayer’s potential behaviour in the context of choosing

L See more: (Sandmo, 1976).

2 See more: (Atkinson and Stiglitz, 1976).

3 See more: (Joseph, 1939), (Hicks, 1939), (Peacock and Berry, 1951), (Stigler,
1987), (Torregrosa-Montaner, 2015).

4 See more: (Diamond and Mirrlees, 1971), (Conesa and Krueger, 2006).

5 See more: (Jakobsson, 1976), (Kakwani and Lambert, 1998).

6 See more: (Tschinkl, Weikert & Kiesewetter, 2021).

7 See more: (Feldstein, 1976), (Diewert, 1978).

8 This tax is usually referred to as “lump sum tax”; however, that name does not
correspond with it’s nature. Therefore, this article will use the shorter name ‘revenue-
based tax’.
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the optimal form of taxation. Those choices are particularly interesting due to
the fact that most probably a large part of entrepreneurs changed their chosen
taxing rules from income-based tax rules (progressive tax and flat tax) to reve-
nue-based tax rules. The analysed shift in the income taxation system may also
form a basis for considerations on the fairness of the old and new tax systems.

RESEARCH METHODOLOGY AND RESEARCH PROCESS

The Polish system of income taxation has been changing ever since its intro-
ductionin 1992, just as other tax systems have. However, recent changes (called
the ‘Polish Deal’®) are crucial, as they change not only the income tax burden,
but also the whole structure of taxation on business activity income - poten-
tially affecting the equity of taxation, taxpayer behaviour, and costs of compli-
ance or optimisation. Therefore, only the fundamental elements of the income
taxation system in 2021 and 2022 (two versions'®) will be explained. Further
analysis concerns only the taxation of income generated by individuals running
business activities (as sole traders or as partners in partnerships).

In 2021 and 2022, there were four possible ways of taxing business activity
income generated by individuals (entrepreneurs) in Poland: tax scale (which
means progressive tax scale), ‘flat tax’ - tax scale with one rate of 19%, reve-
nue-based tax, or the so-called ‘tax card’.!* The self-employed could choose be-
tween those four forms of taxation; however, all forms other than the tax scale
were subject to certain conditions.

Taxation under the progressive tax scale in 2021 was based on income; how-
ever, the taxable income was calculated by deducting some expenditures from
income (deductions on income) - the most important were social security con-
tributions to the Social Insurance Institution (old-age pension fund, disabili-

° Jan Fraszczak provides the history and unusual circumstances of introducing the
tax changes called the ‘Polish Deal’ (Fraszczak, 2022). Other perspective on that pro-
cess gives (Sawulski et. al., 2023).

10 There were two versions of the Polish income taxation system in 2022, as vital
changes were introduced into that system before and during 2022. Those two versions
of the tax system will be called Polish Deal 1.0 and Polish Deal 2.0 - as they are known
in Polish press.

1 The ‘tax card’ is an interesting lump-sum form of taxation - however, since 2022,
access to this form of taxation has been limited to those who used it in 2021, so with
time it will disappear altogether.
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ty pension fund, sickness insurance fund, and work accident insurance fund).
Those contributions - apart from some exceptions - were calculated on a fixed
basisand amounted to PLN 11,974.37 per year for an entrepreneur.

The tax scale provided a basic rate of 17% which was applied to taxable in-
come to the limit of PLN 85,528. Above that limit, a higher rate of 32% was ap-
plied - but only to the excess tax base (taxable income). Tax amount calculation
rules are presented in table 1. It must be noted that in 2021, the scale also pro-
vided for a tax-decreasing amount that was dependent on the income. Details
on that amount are presented in table 2.

One type of tax reliefs in 2021 consisted in a deduction of a set amount (or
part of the expenses) from the calculated amount of tax. Compulsory health in-
surance was a very important example of such tax relief. Health insurance was
calculated as 9% of a fixed basis'? (in 2021 it was PLN 4562.25 annually), but
the deduction was 7.75% of that basis (in 2021 it was PLN 3928.60 annually). As
aresult, health insurance was not a particularly important economic burden.

As mentioned before, significant changes were introduced to progressive
taxation in 2022. The firstimportant shift was the scale - a new threshold for ap-
plying a higher tax rate. Another new solution was a new tax-decreasing amount
that was not dependent on income. Those changes are presented in table 3.

Table 1. Tax amount calculation rules in Poland - progressive tax scale in 2021

Annual taxable income

Tax amount calculation rules
over up to
PLN 85,528 17% of the tax base less the tax-decreasing amount
PLN 85,528 PLN 14,539.76 + 32% of excess tax base above
PLN 85,528

Source: Act of 26 July 1991 on personal income tax (consolidated text: Journal of Laws, 2021,
No. 1128 as amended).

12 That basis is 75% of average monthly earnings in national economy.
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Table 2. Tax-decreasing amount in Poland - progressive tax scale in 2021

Annual taxable income
Annual tax-decreasing amount
over up to
PLN 8,000 PLN 1,360
PLN 8,000 PLN 13,000 PLN 1,360— [PLN 834.88 x (taxable income —
PLN 8,000) : PLN 5,000 ]
PLN 13,000 PLN 85,528 PLN 525.12
PLN 85,528 PLN 127,000 PLN 525.12- [PLN 525.12 x (taxable income —
PLN 85,528 ): PLN 41,472 ]
PLN 127,000 PLNO

Source: Act of 26 July 1991 on personal income tax (consolidated text: Journal of Laws, 2021,
No. 1128 as amended).

The year 2022 also brought another modification in the Polish tax system. The
base for calculating health insurance imposed on entrepreneurs was altered -
it was to be computed on the basis of income. To balance that, a new income tax
deduction was introduced - the ‘middle-class deduction’, decreasing taxable in-
come. Details on the respective amounts are demonstrated in table 4.

Table 3. Tax amount calculation rules in Poland - progressive tax scale in 2022,
first version (Polish Deal 1.0)

Annual taxable income
Tax amount calculation rules
over Up to
PLN 120,000 17% of taxable income less the tax-decreasing amount (set
amount PLN 5,100)
PLN 120,000 PLN 15,300 + 32% of excess tax base above PLN 120,000

Source: Act of 26 July 1991 on personal income tax (consolidated text: Journal of Laws, 2021,
No. 1128 as amended).
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Table 4. Income tax ‘middle-class deduction’ calculation rules in Poland -
progressive tax scale in 2022, first version (Polish Deal 1.0)

Annual income ‘Middle-class’ tax deduction calculation rules
over PLN 68,412 and up to PLN 102,588 (income x 6.68% - PLN 4,566)/0.17
over PLN 102,588 and up to PLN 133,692 (income x (-7.35%) + PLN 9,829)/0.17

Source:ownelaboration on the basis of: Act of 26 July 1991 on personal income tax (consolidat-
ed text: Journal of Laws, 2021, No. 1128 as amended).

The described reform proved to be a failure as soon as tax year 2022 began. In
order to avoid a PR disaster, politicians decided to mitigate the problem and
promised further modifications to the income taxation system. Those chang-
es took place in the middle of the year - legal solutions were introduced from
1 July 2022, but some of them were effective as of 1 January 2022 (Fraszczak,
2022). The most important adjustment was the new tax scale - presented in
table 5. The second important modification was a removal of ‘the middle-class
deduction’ from the legal system (Guziejewska & Witczak, 2022).

Table 5. Tax amount calculation rules in Poland -
progressive tax scale in 2022, second version (Polish Deal 2.0)

Annual taxable income

Tax amount calculation rules

over up to
PLN 120,000 12% of the tax base less the tax-decreasing amount
(fixed amount of PLN 3,600 )
PLN 120,000 PLN 10,800 + 32% of excess tax base above
PLN 120,000

Source: Act of 26 July 1991 on personal income tax (consolidated text: Journal of Laws, 2021,
No. 1128 as amended).

Another form of taxation available for entrepreneurs is flat tax. The tax rate has
not been changed ever since the introduction - it is 19% of taxable income. In
that system, there are also some deductions, albeit limited in comparison to tax
incentives accessible in the progressive scale tax system. In 2021, there were
two main deductions - social security contributions were deductible from the
tax base, and health insurance (part of it, 7.75% of the calculation base) was de-
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ductible from the charged amount of tax. Those contributions were to be calcu-
lated basing on fixed amounts, similarly to the progressive tax scale.

The main change in the flat tax introduced by Polish Deal 1.0 in the year
2022 was the removal of the possibility to deduct health insurance from the tax
amount. Moreover, that insurance was to be computed on the basis of income
and not a fixed amount as had previously been done. To make this switch less
controversial, the rate of the health insurance was changed to 4.9%, should the
entrepreneur choose the flat tax.

The only element modified in the flat tax by Polish Deal 2.0 was that the de-
ductibility of health insurance returned - but on different conditions. When us-
ing that taxation form, health insurance paid can be deducted, but from taxable
income (not from charged tax, as it used to be) and with a fixed cap - the deduc-
tion cannot exceed the amount of PLN 8,700.

Another form of taxation that can be chosen by Polish entrepreneurs is the
tax on recorded revenue without deductible costs. The proposed name reflects
the nature of this tax — the tax base is revenue, no deduction of costs is allowed.
This option has always been limited to selected entities - one of the most im-
portant conditions was not to exceed EUR 250,000 of revenue in the previous
tax year.!® In 2021, that limit was raised to EUR 2,000,000!* in the tax year,
which made that form of taxation significantly more accessible and popular.

The tax on recorded revenue has many rates, each dedicated to a specific
type of business activity. In 2021, there were eight rates: 17%, 15%, 12.5%,
10%, 8.5%, 5.5%, 3% and 2%. In 2022, two more rates were added: 14% and
12%. The main challenge for taxpayers under this form of taxation is the cor-
rect choice of the type of activity and the rate assigned to it.

Entrepreneurs using the tax on recorded revenue without deductible costs
have had the right to some deductions. In 2021, there were two main reliefs -
social security contributions were deductible from the tax base (revenue), and
health insurance (part of it, 7.75% of the calculation base) was deductible from
the charged amount of tax. Those contributions were to be calculated basing on
fixed amounts, similarly to the progressive tax scale.

Polish Deal 1.0 also brought a shift in that form of taxation. The base for
calculating health insurance imposed on entrepreneurs was altered; howev-
er, in this case it was not to be computed on the basis of income, but several

13 in 2020 it was PLN 1,093,350.
% jn 2021 it was PLN 9,030,600, in 2022 PLN 9,188,200.
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lump sums of health insurance were provided. Their value depended on the val-
ue of the revenue. Taxpayers were divided according to their annual revenue.
For those generating annual revenue from PLN 60,000 up to PLN 300,000, the
monthly insurance was based on fixed amount.’® The base was lower for those
that generated smaller revenue, and higher for those with higher revenue (Guz-
iejewska & Witczak, 2022). Details are presented in table 6.

The first version of Polish Deal did not allow taxpayers to deduct health in-
surance. However, the second version of reform gave that possibility. When us-
ing that taxation form, health insurance paid can be deducted, but from taxable
income (not from charged tax, as it used to be) and the reduction value cannot
exceed 50% of health insurance paid.

OUTCOME OF THE RESEARCH PROCESS AND CONCLUSIONS

Model specification, analysis and results

On the basis of the theoretical analysis, taxation models for entrepreneurs in
Poland in the years 2021 and 2022 were build. The aim was to present the dif-
ference in the tax burden in 2021 and in 2022, i.e., the fiscal effect of tax pertur-
bation. To achieve this, the tax burden and other connected burdens were cal-
culated for every level of income.

Table 6. Health insurance calculation rules in Poland -
tax on recorded revenue without deductible costs in 2022

Health insurance Health insurance

Health insurance

up to PLN 300,000

[0S base (monthly) (monthly) (annually)
below PLN 60,000 PLN 6,221.04 x 60% PLN 6,221.04 x 60% x 9% = PLN 335.94 PLN 4,031.28
from PLN 60,000 PLN 6,221.04 PLN 6,221.04 x 9% = PLN 559.89 PLN 6,718.68

over PLN 300,000

PLN 6,221.04 x 180%

PLN 6,221.04 x 180% x 9% = PLN 1,007.81

PLN 12,093.72

Source:ownelaboration on the basis of: Act of 26 July 1991 on personal income tax (consolidat-
ed text: Journal of Laws, 2021, No. 1128 as amended).

15 The base is the average monthly salary in the enterprise sector in the fourth
quarter of 2021, which amounted to PLN 6,221.04.
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In order to maintain the transparency of the argument, the author only pre-
sented the values allowing for the comparison of fiscal charges over time, i.e.,
tax and health insurance. Social security contributions are the same under
different tax regimes, thus there was no need to include them in this analysis.

The presented models have some simplifications - the forth form of taxa-
tion, ‘tax card’ was not analysed, and neither was solidarity tribute. What is
more, some assumptions concerning tax on recorded revenue without deduct-
ible costs had to be made - as this taxation form has a different tax base from
other analysed forms. Therefore, to maintain the comparability of different
taxing options, in figure 1 and figure 2 revenue was calculated as 150% of in-
come, and the 8,5% rate of revenue-based taxation was chosen. A more detailed
analysis of the various versions of the margin and rates and their impact on
revenue-based taxation will be presented on the basis of figure 3.

Figure 1 shows tax burdens (with the health insurance burden), depending
on the income and the chosen form of taxation. The analysis of flat tax chang-
es is quite simple - for income over PLN 24,000 the tax system introduced in
2022 is less favourable than the one in force in 2021. It must be noted, that the
‘correction’ of the system in Polish Deal 2.0 created slightly less burdensome
taxation.

In the case of revenue-based tax (under the assumptions provided above),
the Polish Deal increased the tax burden for entrepreneurs earning more than
PLN 16,000. It should be noted that changes introduced by Polish Deal 2.0 made
that burden somewhat lower.

The most complicated changes were introduced in the progressive scale.
These are presented in the first part of figure 1. The Polish Deal decreased the
amount of tax and health insurance for low incomes. The first version of chang-
es, introduced as Polish Deal 1.0, made the tax burden higher in comparison to
2021 for income above PLN 140,000. The second version of changes, introduced
as Polish Deal 2.0, made the tax burden higher in comparison to 2021 for in-
come above PLN 190,000.

Figure 2 presents the tax burden under different income and different tax
regimes in 2021, and 2022 (Polish Deal 1.0 and 2.0). Under the assumptions
that revenue is 150% of income and the tax rate for revenue-based tax is 8,5%,
the following conclusions can be drawn:

= in every tax regime, there are different equalisation points, i.e., points

(values of income) in which the optimal taxation form is changing,
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= there are cases in which only one tax regime is favourable regardless of
the income - one example is 2021 in Figure 2, where revenue-related tax
brings the lowest burden.
= in 2022, there were only two optimal forms of taxation - progressive
scale tax and revenue-based tax, choosing flat tax would not be optimal.
The equalisation points (income) for progressive scale and flat tax changed
between examined periods, but they remained constant under given tax legis-
lation. As mentioned before, when analysing revenue-based tax, some assump-
tions as to the relation between income and revenue have to be made, as the
tax base is different. To present how these assumptions determine the result-
ing tax, figure 3 was prepared. It shows the same considerations on the opti-
mal form of taxation, but with an assumption that revenue is 300% of income
(we assume that there are much higher costs in the analysed business). It does
not change the calculations on progressive tax and flat tax. However, under
such circumstances, the following conclusions can be drawn:
= in every tax regime, there are different equalisation points, i.e., points
(values of income) in which the optimal taxation form is changing,
= only two forms of taxation are optimal - progressive taxation for lower
income, and flat tax for higher income; the equalisation point, as men-
tioned, depends on the analysed period.

Figure 1. Tax burden depending on income and the chosen form of taxation
in the years
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Figure 2. Tax burden depending on income - optimisation dilemma in 2021,
2022 v.1 (Polish Deal 1.0) and 2022 v.2 (Polish Deal 2.0) - under given assumption
(revenue = 150%*income, tax rate of revenue-based tax = 8.5%)
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Figure 3. Tax burden depending on income - optimisation dilemma in 2021,
2022 v.1 (Polish Deal 1.0) and 2022 v.2 (Polish Deal 2.0) - under given assumption
(revenue = 300%*income, tax rate of revenue-based tax = 8.5%)
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| DISCUSSION AND CONCLUSION

Changes introduced to the Polish tax system in 2022 made the burden under
flat tax and revenue-based tax higher for most of the taxpayers.'® The change in
burden under progressive taxation depends on the income and cannot be easily
summarised. That may give an impression that flat tax and revenue-based tax
become less attractive to most taxpayers in 2022. To prove that it is a miscon-
ception, the author provided a model of tax burden depending on income. The
optimal form of taxation in every examined period depended on:

= income (or revenue, the relationship between those two indicators),

= the tax rate for revenue-based tax (determined by the type of business

activity).

Therefore, all three forms of taxation will still be used, as every entrepre-
neur has their needs, plans and circumstances, such as generated margin. How-
ever, it can be suspected that more taxpayers will decide to use the progressive
tax scale. Those who generate higher income will consider flat tax or revenue-
based tax.

An urging issue that seems worth examining in the context of Polish pertur-
bations is the fairness of taxation in its current form. The presented model sug-

16 There are exceptions to this general rule, for example related to the reduction of
the revenue-based tax rate for selected professional groups.
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gests that - in the conditions where other options yield a higher burden - many
entrepreneurs have decided and will decide to use revenue-based tax. Howev-
er, the difference in taxation of the same amount of income (generated by dif-
ferent revenue, as in figure 2 and figure 3) seems to be highly unfair. It used to
be accepted when revenue-based tax was a rarely used form of taxation. In the
face of changes introduced by the Polish Deal, it seems necessary to subject this
form of taxation to an in-depth analysis and consider some modification.

Anotherissue that should be examined is tax risk generated by tax perturba-
tions and the costs of adjusting to them. The recent Polish reform seems a good
example of a potentially high risk and high costs due to differences between
calculated burden under different taxation regimes, differences between peri-
ods (perturbations in every tax year) and the complexity of tax law.
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