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FOREWORD

HELENAB > «/ KATARINAOTT ANCHRVOJEA DK s/
EDITOR

This yearhas marked the 28 anniversary of the Croatian tax reforrifo celebrate this
occasion|,lnstitute of Public Finance, Zag bmculty of Economics, University of Zad;aetni
|Faculty of Economics, University of Ri]ehave organized the international scientific
conferenceTax Rforms: Experiences and Perspectives

E} 8] v i668 8§ £ € (}JEuU Jv3SE} p Ju%o 3 0G VpAS vV u} Ev
consumptionbased tax system of direct taxation. New persoimmome taxand corporate
income tax were introduced as well afe new exise taxes, followed by the VAT in 1998.
Such a consumptichased system of personal and corporate taxation was the subject of
numerous debates and confrontations of tax policy makers, academics as well as tax
practitioners. With its second biggest tax mfm in 2001 Croatia has abandoned interest
adjusted consumptiofibased tax system by reforming its personal and corporate income tax
againin the direction of incoméased systemjntroducing in effect hybrid system with
incomebased as well as consutign-based elementsThs hybrid approach has remained in
effect until today, with the slight occasional incorhased or consumptiofvased changes.

The basic conference aim was to compare experiences and draw lessons from tax reforms in
different countries, paticularly region countries and former transition economies that are now
members of the EU. The conference was opened by the eminent keynote spedkefs v : X

X E]} }(8Z ~ }viu]l Vv oCe]eU A op 3]}V %%} ESee hvhSvs
European Commission, General Directorate for Taxation and Customs 8ijobrén Cnossen
(Maastricht University and Erasmus University, Rotterdam) aviidhael Keen (IMF,
Washington).

This basic conferencaim was further analed at the paricular conference sessionsh&

prevailing topics were relatetb the broad taxreform issuesn the region countries and new

EU membersFurthermore, ax efficiency and edty, tax compliance and administration, tax

avoidance and evasiomvere analysd. Substantial number of topics waslealing with
macroeconomia@spects of tax reforms, particular in the times of crises, optimal tax strecctur

as well as consuntjn versus labour tax burden.v JE v AlS8Z PSZ}E[ % E ( E v
limitations some of thearticles presented at the conference are not present in this volume.

However, the readers can see the scope of articles and topics in the proggpn289-291

These conferenceproceedings have beeedited in appredation of participating researcheifs
effort to contribute to the qualitative research of tax reforms in different countrigest of
them come from the (post)transition countries, with the similar problems concerning not only
taxation, but also generalssues. We really do hope that the ey of tax topicswill help
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researchers, students, experts and general puoliget the insight intdhe complex problems

of tax systems and policies of (post)transition countries. We also hope that the experience of
other countries couldbe helpful in the everlasting search fahe appropriate solutions in
developingthe efficient and equitable tax system.



STIEPANGADZQUNIVERSITOFRJIEKAFACULTOFLAW, RJIEKA
IRENAKLEMENI |, INSTITUTEFPUBLIGANANCEZAGREB

JEICLASSIFICATIONB4

Thepapertakesa tax policy perspectivan analysingthe approachto tax avoidancein Croatia
and expoundingts existingshortcomingsilt is arguedthat Croatiais yet to developa coherent
legislativeframework suitablefor curbingtax avoidancein an equitable, efficient and simple
way. Oneinstrumentthat hashitherto beenignoredis the generalanti avoidancerule (GAAR),
keystoneof anti avoidancepolicy in other countries. Authors proposethe introduction of a
specificGAAR- basedon recentdevelopmentdn the EuropeanUnion (EU)— in Croatiantax
legislation. This proposalis supportedby multiple tax policy arguments.Specialemphasisis
placedon the requirementsof legal certainty, a traditional weak spot of Croatiantax system.
Theproposalis put in the contextof persistentquestfor sustainablepublicfinancesystemin
timesof crisis.

Keywords:itax avoidance tax abuse,generalanti avoidancerule, GAAREU tax law, wholly
artificial arrangementstax policy

“Theavoidanceof taxesisthe onlyintellectualpursuitthat still carriesanyreward.”
(J.M.Keynes)

Eversinceits comprehensiveeform in 1994the Croatiantax systemhasexhibiteddistinctlack
of coherentapproachto tax avoidance While globaltrends havebeenfollowed in introducing
numerous targeted anti avoidancerules (TAARS)there is a gaping absenceof statutory
provisions which are able to curb more complex tax avoidance schemes. Legislative
instruments that fit this purpose are the socalled general anti avoidancerules (GAARS),
recently on the rise in a number of countries(Ernst& Young,2013),largelydue to growing
concernsabout wealthy individualsand multinational corporations(MNCs)not payingtheir
“fair share”in the financingof public services.Taxavoidancecurrently rankshigh on the tax
policy agendaworldwide, as evidencedby the G8 and G20 meetings of 2013 and other

! Ascitedin Perrou(2006).



developmentsat the regionaland internationallevel (e.g. OECD'project on tax baseerosion
and profit shifting).

Theinstitutions of the EuropeanUnion (EU)havealsotakenthe initiative in this area,stressing
the need for a uniform anti avoidanceapproachin all of the EU member states. One of its
envisagedornerstoneds the “EUGAAR”asproposedby the EuropeanCommissio(EC)n its
non bindingrecommendationof 2012. The proposalis basedon the anti avoidanceapproach
developedby the EUjudiciaryin the past, which hashad severeinfluenceon memberstates'
national legislation. Due to the lack of EU institutions’ competencein tax matters, the
proposal'seffectsare contingenton the nationaltax policy choicesof eachmemberstate.

This paper takes on tax policy perspectivein expoundingthat the time has come for the

introduction of a GAAR- modelledafter the EC'proposal-in Croatiantax system.Arguments
go beyondtraditional examinationof GAAR’dnfluence on efficiencyand equity, paramount
tax policy objectives. GAAR’spotential in recoveringpublic revenueslost to tax avoidance
activities and in narrowing the tax gap via improvementof tax compliancelevelsis highly
important in the era of fiscalconsolidation.Therefore,its introduction givesa strongsignalto

the country creditors that the governmentis acting responsiblyin imposingand collecting
taxes,whichis a prerequisitefor sustainablepublicfinancesystem.Giventhat Croatianpublic
financesare currently undergoingthe surveillanceprocedureby the EUinstitutions, this point

deservesa specialmerit. Furthermore,it is arguedthat the introduction of an “EUstyle GAAR”
could have positive effects on legal certainty — value of particular concern for the all

stakeholdersin Croatia — particularly if it is accompaniedwith the adoption of other

instruments enhancingthe relationship between the tax authorities and taxpayers,e.g.
advancerulings.

The paper is organised as follows. After the introduction, section two highlights the
importanceof tax avoidancessuefor tax policyandthe role of a GAARN that context. Section
three analyseghe added complexityof anti avoidancepolicy in member statesof the EU. It
also introduces the EC proposal on uniform EU GAARand makes a brief overview of
experienceswnith GAARSN selectedcrisisstrickenmember states (Spain,ltaly and Portugal).
Sectionfour deals with anti avoidanceapproachin Croatia hitherto and provides authors’
proposalfor the introduction of a GAARiIn Croatiantax system.Fifth section containsthe
summaryof mainfindings.

Taxpolicyis the art of makingnumerousdecisionsabout tax structure and tax design.Froma
normative perspective,these decisionsand their effects are typically evaluatedusing three
criteria: equity, efficiency and administrability (Avi Yonah, 2006). In simple terms, tax
policymakersmust, simultaneously,strive in making the tax system as equitable (fair),
economicallyefficientand easyto administeraspossible.lt is well establishedn the theory of
public finance that the attainment of these goalsis influenced by the reality of taxpayers’
behaviouralresponsesto taxation (Slemrodand Yithzaki,2002). In every country there is a



certainpercentageof taxpayerswho do not complywith their obligationsprescribedin the tax
statutes. Tax complianceis a complex subject that cannot be explained using only the
economicf crime approachj.e. consideringactorssuchaspenalty scheduleand probability
of detection (Alm, 2012). Other factors, like tax morale and social norms, also have an
influenceon the tax compliancelevel (Torglerand Schaltegger2006). While expoundingthe
possibleunderlyingcausesof tax non compliancegoesbeyondthe scopeof this paper, their
understandings of vital importancein the tax policy making(Tooma,2008Y.

2.1 THE ELUSIVECONCEPTOF TAX AVOIDANCEAND THE IMPORTANCEDF “LINE
DRAWING

Two generaltypes of tax non compliancemust be distinguished:1) tax evasionand 2) tax

avoidance.This dichotomy is discerniblefrom the legal perspective.Whereastax evasion
denotesbehaviourthat isillegal,i.e. contraryto the letter of the tax law, tax avoidancestands
for behaviourthat is legal,i.e. in accordancewith the letter of the tax law, but frustratesthe

underlyingpurposeof the relevantlegalrules’. It is far easierto detecttax evasionwithin the

broad spectrumof illegal actionstaxpayerstake with the goal of reducingtheir tax liability.

Typical examplesinclude income underreporting, fraudulent invoicing for VAT purposes,
undervaluationof property value etc. (Alm, 2012).In contrast, characterisinga behaviouras
tax avoidance poses a serious challenge for the tax administration and the taxpayers
themselves.Thisis a natural consequenceof the inherent vaguenessand ambiguity of the

notion of tax avoidance,particularly if comparedto notions such as “tax planning”, “tax

mitigation”, or “tax minimization”. As the goal of this paper is to provide a proposal to

policymakerdo combattax avoidanceusinglegislativeinstruments— more specificallya GAAR
—it isusefulto start with anattempt to elucidatethe conceptof tax avoidance.

Onehasto note first that taxpayerscanmakea variety of choicesand decisionswhich directly
influence their tax liability. In fact, one of the generaldesignfeatures of tax systemsis the

dependencyof tax liability upon the “economicreality that has previouslybeen regulated,
classifiedor characterisedby other branchesof law (commerceor other private law)” (Ruiz
Almendral,2005). Therefore,taxpayersare generallyfree to choosethe legal form of their

economicactivities, which may profoundly affect the amount of tax due. Classicexamples
include the choice of financing businessactivity with debt or equity or the option of

undertakinga businessactivity in a corporateform. Taxplanningis the umbrellaterm usedto

describea vast array of legal activities aimed at reducingor deferring the tax liability, i.e.

optimizingthe tax position of a person.Taxavoidanceis, in comparison,equatedwith those
tax planning activities which are in some way considered*illegitimate” or “unacceptable”
(Russo02007).Forthe sakeof clarity the term tax planning(or tax mitigation) is used below
only in respect of those activities that are acceptable and permissible from the tax

policymakersperspective(Atkinson,2012).

’Fora comprehensivesurveyof tax non compliancereasonsand patternsseeAndreoni,Erardand Feinstein(1998).
3 Thisgeneraldepiction of evasionand avoidancecanbe viewedasan oversimplification particularlyfrom the tax
lawyers'standpoint.Fora more nuanceddiscussioraboutthe evasion/avoidancelichotomyseeUckmar(1983).



Admittedly, attempts of producinga precisedefinition of tax avoidancedo not only represent
achallengingask- it isassertedhat the term “doesnot havea limiting and definite meaning”
(Barker,2009)- but alsobearlittle significanceor the tax policy. Thefocusshouldinsteadbe

on drawingthe line between (acceptable}ax planningand (unacceptablejax avoidance Two
aspectsneedto be emphasizedgainstthis backdropfirstly, the issueof criteriathat oughtto

be employedin the line drawing, and secondly the issueof institutional competencein the

developmentof thesecriteria. Theformer usuallyentailsthe considerationof the purposeof a

taxpayer’slegal arrangementswhich may be establishedon a subjectiveor objective basis
(Zimmer,2002). Accordingly activities conductedwith the sole or main purposeof gaininga
tax benefit, contrary to the underlyingintent of the applicablelaw, are deemedto have
crossedthe borderline of tax avoidance(Cooper,2001). Thelatter aspectpertainsto the role

of the legislativeand judiciary branch of governmentin establishingand developingantir
avoidancedoctrines. While in some countries — particularly those of common law legal
systems(e.g.USA)- the judiciaryhastaken an “activist” approachwith remarkabledegreeof

freedom and creativity in delimiting the notion of tax avoidance(Brown, 2012), in other

countries— not limited onlyto thoseof civillaw legalsystemge.g.Belgium,Germany Sweden)
—the role of judiciaryis restricted, principallyon the basisof constitutionallimitations to the

power of taxation (Zimmer,2002; Vanistaendel,1996). Thisis an important point for the tax

policymakers,as the decisionto curb tax avoidancewith legislativeinstrumentsis heavily
influencedby the extentand efficacyof judicialinterventionin this area(Arnold,2008).

Irrespective of the approachand instruments used for its delimitation, there are various
persuasiveargumentswhy tax avoidanceneedsto be recognizedas an important tax policy
issue.First and foremost, tax avoidancebehaviourunderminesthe attainment of the main
normative criteria used to evaluate the tax policy. Fairnessis endangeredbecause tax
avoidance narrows the tax base and changesthe relative shares of tax burden among
taxpayerq TaxLawReviewCommittee,1997),presumably- dueto the inequalityof avoidance
opportunities— at the detriment of lower incomegroups(Hillman,2009).Fromthe standpoint
of economicefficiency,tax avoidances consideredto be “sociallywastefulin that it resultsin

distorted choicesmade on a basisother than the marginal social cost and benefit of an

economicactivity” (Hyman,2011). Furthermore,proliferation of avoidanceschemesaddsto

the complexity of the tax legislation, as legislatorstry to close specificloopholes(Tax Law
ReviewCommittee,1997),which inevitablyincreaseghe complianceand administrativecosts
of taxation.

Moreover,in the postrrisisera of fiscalconsolidation other negativeeffects of tax avoidance
seemto play a more important role in the policymakingprocess.One direct macroeconomic
effect of tax avoidanceis the revenuelossfor the government(Tooma,2008), which is of
specialconcern for the countries simultaneouslyfaced with daunting budget deficits and
public debt limits. Accordingly strengthenedanti avoidancemeasuresform one part of the
wider tax basebroadeningstrategyemployedfor the revenueside of the fiscalconsolidation
(InternationalMonetary Fund,2013).Finally the fact that the publicoutrageat tax avoidance,
widely perceivedasa prerogativeof MNCsand wealthyindividuals hasbeen pickedup by the



politicians (Freedman,2012) cannot be underestimated.Anti avoidancecurrently ranks high
on the agendaof multilateral organizations- notably G20, OECDand the EU- encouraging
higher degree of inter governmental coordination necessaryto restrain the avoidance
schemeghat exploitdeficiencieof the internationaltax regime(Ernst& Young2013).

2.2 GAARASAPOLICYOOLN COMBATINGAXAVOIDANCE

Legislativeanti avoidancanstrumentscanbe dividedinto two groups:targetedanti avoidance
rules(TAARsand generalanti avoidanceules(GAARSs)Taxsystemsf manycountriescontain
both (Ernst& Young,2013).Main differenceliesin their scopeof application,i.e. the type of
behaviourthey are targeted at. While TAARsare aimed at curbing specifictax avoidance
techniques,e.g. abusivetransfer pricing or debt financing, GAAR<an be appliedon a much
broader scale,forming a sort of “catch all” anti avoidancetool (Ostwal and Vijaraghavan,
2010).Fundamentatole of a GAARsto draw a statutory line betweenacceptableax planning
and unacceptabletax avoidance by providingthe tax administrationand the courts a set of
parametersthey cantake into accountwhen decidingon the acceptabilityof a taxpayers’tax
reductionbehaviour(Brown,2012).

Although GAARsvary in form in different countries,some common designfeatures can be
identified. Firstly,a GAARcan be applied only if a taxpayer'sarrangement— a term that is
usually defined very broadly (Atkinson,2012) — resultsin a tax benefit (e.g. exclusionof a
certainitem of incomefrom the tax base)that wouldn't ariseabsentof the arrangementtself
(Cooper2001).

More importantly, applicationof a GAARdependson the sought purpose of the taxpayer’s
arrangement.It is appliedif the purposeof the arrangementwasto obtain the tax benefit,
thus invoking conclusionthat tax avoidanceis a purposebasednotion (Cooper,2001).Even
thoughascertaininghe taxpayer’'spurpose,aninherentlymental elementof the arrangement,
may appear complicated,some objective conditions (e.g. the commercialsubstanceof the
arrangement)can act as meaningfulproxies,as demonstratedby many existingGAARSErst
& Young,2013).Obviousproblemin this regardis that “tax purpose” of an arrangementcan
hardly be discernedfrom its commercial purpose. From the taxpayers’ perspective, tax
benefits maximizetheir total net return, which provides sound commercialreasonto the
arrangement(Cooper2001).Fromthe policymakersperspective asdemonstratedabove,it is
imperativeto drawthe line betweentax planningandtax avoidancebehaviour,andtaxpayer’s
purposecriterion seemsill suitedto achievethis goal (Atkinson,2012). After all, a number of
tax motivated activities are encouragedand supported by the policymakers,and the
widespreaduse of tax expendituresdemonstratesthe importanceof the socalledregulatory
function of taxation (Avi Yonah,2006). What then defines a tax motivated activity as tax
avoidance o be confronted with a GAARjs the compatibility of its results (i.e. tax benefits
obtained)with the purposeof the pertinent tax law, i.e. underlyingtax policy goals(Arnold,
2008; Cooper,2001).In other words, constitutive element of a tax avoidanceschemeis the
abuseof (tax) law (RuizAlmendral,2005),whichis recognizedn the GAAR®f most countries
(Arnold, 2008). Further difficulty in making the application of a GAARdependenton the



taxpayer’'spurpose lies in the relative weight assignedto other possible purposesof the
taxpayer’'sarrangementWhilethere isno commonstandard(Atkinson,2013),the existenceof
asignificantnon tax purposeusuallyexcludeshe applicationof a GAARCooper 2001,

If abovementioned conditions for its application in respect of particular taxpayer’s
arrangementare satisfied, GAARgivesto the tax administration the power to cancelor
otherwise disallowthe tax benefits obtained (Ernst& Young,2013). Moreover, many GAARS
empower the tax administration to reconstruct the arrangement on the basis of the
determinedeconomicreality andto subsequenthimposetax on the basisof the reconstructed
arrangement(Prebbleand Prebble,2010). While it is clear that the conferral of suchbroad
powersto the administrativebodiesposessomeseriousissuesof its own (Cooper,2001),this
isaninevitableelementof a GAARIn any case the policymakershouldmakesurethat other
designfeatures of a GAARare formed in a way that enablessufficient guidancefor the
administratorsto applyit correctly. One of the technicalsolutionsthat servethis purposeis
the settingup of a specialadvisorybody,the sorcalledGAARpanel,with the taskof protecting
taxpayersinterestsandgivingadviceto the tax administration(Ernst& Young2013).

2.3 GAARMNDTHEBALANCBFPOLICYBJECTIVEBROBLENDFLEGAICERTAINTY
Integratingthe standarddesignfeaturesdescribedabove,a GAARs primarily a line drawing
mechanismusedfor tax avoidancedelimitation. In addition, it enablesthe cancellationof tax
benefits obtained via taxpayers’arrangementsqualified as avoidanceschemesex post, upon
the tax authorities’ initiative and subject to judiciary review. In this fashion a GAARcan
promote the attainmentof tax equity and efficiency.Potentialeffectsof a GAARon equity and
efficiencycanbe analysedusingthe economicanalysison optimal trade off betweenrulesand
standardsin tax law (Weisbach2002). Againstthis backdropa GAARcan be characterisedas
an anti avoidancestandard, which — as comprehensivelydiscussedby Weisbach(2002) —
reducesthe elasticity of taxableincome and can enhancethe efficiencyof the tax system.
Moreover, a consequenceof an increasedefficiency is that the redistribution of income
becomescheaper|eadingto more progressivityj.e. to anincreaseof the verticalequity of the
tax system(Weisbach2002).

Themost accentuateddisadvantagef a GAARSs its supposedlynegativeimpacton the values
of the rule of law, aboveall on the legalcertainty. Legalcertaintyis not only a paramountrule
of law valuein modernliberal democraciesbut also—in a more narrow tax context— one of
the main principlesof taxation,endorsedalreadyin the work of AdamSmith(Tooma,2008).In
generallegalcertainty entailsthe guaranteeof the state that the individualsoughtto foresee
the legal consequencesf their and other socialsubjects’behaviour(Zolo,2007). Thustheir
behaviourshouldbe governedby law, i.e. by legalrulesthat meet certaincriteria, and in such
a way that providesadequateguidance(Atkinson,2012). Appliedto taxation, legal certainty

4 Usingthe comparativeapproach,Arnold (2008)observeshat GAAR$n different countriesemploydifferent tests
of taxpayers’purpose,namely“sole or dominantpurposetest”, “main, primary or principalpurposetest” and “one
of the mainpurposesest”.



requiresthat the taxpayersare ableto determinethe taximplicationsof their activitiesexante
(Atkinson,2012).

In this contexta standardcriticismhasbeenassertedthat a GAARoffendsthe requirementof
legalcertainty,dueto its inability to draw a bright line betweentax avoidanceandtax planning
(Prebbleand Prebble,2010).1t is arguedthat a GAARcannotprovide sufficientguidanceto the
taxpayersin arrangingtheir affairs, while concurrently giving broad discretionarypowers to
the tax authorities to target numerous taxpayers’ activities. As Cooper (2001) notices,
however, the argumentis rarely developedbeyond these generalassumptions Evenif one
takesthe argumentas self evident, there remainsthe questionof whether some alternative
solutionsto the tax avoidanceissuewould provide more satisfactoryresults. One obvious
alternative is the increasingreliance on TAARsmore specificand thus more certain rules.
TAARsre desirableas a policy weaponagainstsomewidespreadand well known avoidance
schemes- transfer pricing inevitably springsto mind — but they are not a feasiblelong term
solution (Cooper,2001). Taxpayersand their advisorscan circumventa TAARmMore easilyand
as policymakerdry to plug an identified statutory loophole with yet another TAARa vicious
circle of increasingcomplexityof tax law is created (Thurony,2003),that only producesmore
uncertainty (Freedman2004). Furthermore,it is arguedthat the very fact that policymakers
opt for the introduction of a GAARNdicatestheir awarenes®f the inherentunpredictabilityof
taxpayersavoidancestructures(Prebbleand Prebble,2010).

Criticismof a GAARounded on the “certainty argument” may be consideredmisguidedfrom
two aspectsFirstly,certaintyis neither the primary aim nor a yardstickof a GAARFreedman,
2004). Thereare other policy objectives(e.g. equity, efficiency,revenuerecovery)it aimsto
achieve and which need be used in its evaluation. In order to effectively achieve these
objectivesa GAARMust necessarilybe constructedvaguely,at leastto someextent (Prebble
andPrebble,2010).Secondlylegalcertaintyis not a solevirtue that must be respectedby the
tax policymakersin fact, it is in direct conflict with the requirementsof equity and efficiency
(Zimmer,2002).Thusthe true challengefor the policymakerssto find the appropriatebalance
between these competing objectives, providing appropriate guidance for the taxpayers’
behaviouron the one hand and the tax administrationwith effectivetool to restrainmanifold
avoidanceschemen the other.

Regardlessof the stated inappropriatenessof using legal certainty as a benchmark for
evaluatinga GAARsomeauthorshavechallengedhe standardclaimthat the introduction of
a GAARreducescertainty. The starting point of the counterargumentis Ronald Dworkin’s
(1978)theory about the dichotomybetweenrulesand principles.Againstthis backdrop,Avery
Joneg(1996)and Braithwhite (2002)haveadvocatedthe useof more generalprinciplesrather
than specificrulesin anti evoidancelegislation.Principlesare usefulin determiningwhat the
rule means,i.e. in the interpretation of tax law (AveryJones,1996),and the combinationof
principles— suchasa GAAR-and specificruleshelpsto build the integratedsystemof tax law,
thus promoting a greater certainty (Braithwhite, 2002). Freedman (2004) has further
developedthe argumentfor usinga GAARas a generaltax law principle, with the aim of



providing a sensibleregulatory framework in deciding which behaviour is acceptableand
which is not. Thisargument,stemmingfrom the legal philosophy,can be reconciledwith the
economicanalysisof the effects of generalstandardsand specificrules, which providesthe
starting basisfor Weisbach’s(2002) abovementioned analysisof anti avoidancedoctrines’
efficiency.

For countriesthat are member states of the EU policing againsttax avoidancehas an extra
dimension(Prebbleand Prebble,2008).Namely,the requirementsof the EUlaw, i.e. special
body of law stemmingfrom the internationaltreaties signedby the EUmember states, must
be observedin the designof national anti avoidancepolicy. It shouldfirst be emphasisedhat
—dueto the lackof competenceconferredby the memberstatesto the EUinstitutionsin this
area— at the momentthere are no EUtaxesandthere is no genuineEUtax policy (Terraand
Wattel, 2012). On the other hand, principle of supremacyof EU law over member states’
national legislationputs significantrestrictionsbefore the nationaltax policymakergPistone,
2008).

Thisaddsyet anotherlayerof complexityin the anti avoidancearea. Comparativeoverviewof
EU member states’ anti avoidancelegislation confirms the well establishedview that the
approachto tax avoidanceis unique in every country (Edgar,2008), and revealsthat no
generalEuropearwide principlesmay be extractedfrom the nationallevel (De Monéset al.,
2010). In contrast, the requirementsof EU law have a harmonizingeffect, by setting the
limitations national anti avoidancerules need to be alignedwith. Naturally, the limitations
applyonlyif atransactionor an arrangements carriedin the EUcontext,i.e. is coveredby the
provisionsof EUlaw. Court of Justiceof the EuropeanUnion (CJEU)as the only institution
competent for the interpretation of EU law, has in numerous cases decided on the
compatibility of the nationalanti avoidancerulesand EUlaw, resultingin the developmentof
animplicit conceptof tax avoidanceapplicablein the EUcontext(Weber,2005).

3.1 DELIMITATIONFTAXAVOIDANCEN THECASHAWOFCJEU
CJEU’'seasoningin “tax avoidancecases’is derived from the prohibition of abuseof law, a
newly recognizedgeneral principle of EU law. Put simply, taxpayerscannot rely on the
provisionsof EUlaw if their behaviourconstitutesthe abuseof pertinent law. AsCJEWasvery
earlyrecognizedhe acceptabilityof tax planningactivitieswhich entail the useof EUinternal
market benefits (Schén,2008), the line had to be drawn between abusivepractices,i.e. tax
avoidancebehaviourand legitimate tax planning. Two landmarkdecisionsof the CJElserve
this purpose.

Decisionin the Halifax case(CJEUZ2006a)clarified that two elementsconstitute an abusive
behaviour. Firstly, the transactionsgave rise to tax advantagecontrary to the purpose of
pertinent rules of EU law (the “objective element”). Secondly,the essentialaim of the
transactionswasto obtain a tax advantage(the “subjectiveelement”). SinceHalifaxcasewas



aboutthe abuseof provisionsof EUVATDirective,the questionlingeredwhetherthe sameor
similar test could be appliedin the tax areaslargelyunharmonisedon the EUlevel, suchas
direct taxes.CadburySchweppesiecision(CJEL2006b)playsa key role in this regard.In that
case the compatibility of national anti avoidancerules (namely, CFCrules) with the EU
freedom of establishmentwas tested. CJEWlarified that market freedomscan be restricted
usingthe tax avoidanceargumentonly in casesof “wholly artificial arrangements”.CJEUhas
planted the seedfor the developmentof this influential doctrine as early as 1998 in its ICI
decision(Sch6n2013).After CadburySchweppe#t hasbecomeclearthat atwo prongedtest
needsto be usedin definingwholly artificial arrangementgLampreave2012).Thetest is very
similarto that appliedin Halifax Subjectiveprong consistsof the analysisof the taxpayer's
purpose,with specialemphasison the searchfor valid businesgpurposeof the arrangement,
other than acquiringof the tax benefit. Objectivepronginvolvesthe analysisof the economic
reality of the arrangement,where the lack of economicsubstanceexposeshe artificiality of
the arrangement.

Subsequentaselaw of the CJElseemsto confirm the view subjectto someambiguities r
that a single anti abusetheory underliesdecisionsin Halifax and CadburySchweppesases
(Jimenez2012).Fromthe tax policy perspectivejt is essentialto note that CJEU'approachin
tax avoidancecasessharesfeatures remarkablysimilar to those found in statutory GAARS.
More specificallythe decisivecriteria CJEUWIsesin delimiting the notion of tax avoidanceare:
1) the purposeof the EUlaw relied upon by the economicoperator (objectiveelement),2) the
intent of the economic operator of obtaining tax benefits via pertinent EU law abuse
(subjectiveelement) and 3) the relative weight assignedto the “tax savingintent” and to
other, commercial(businesspimsof the transaction(soncernedHenceit is arguedthat the
CJElWhasdevelopeda fully fledged GAARapplicablein the EUcontext (Sinfield,2011). While
hitherto the compatibility of member states' GAARswith the "EU GAAR™hasn't been tested
before the CJEUthere is an abundant caselaw concerningvarious national TAARS(Ruiz
Almendral,2013), confirmingthe view that national anti avoidancerules needto follow the
boundarieslaid down by the EU law. This "negative integration” of member states' tax
systems is problematicfrom the tax policy standpoint,since CJEUs not the institution whose
taskisto modeltax policy (Dahlberg2007).

3.2 MOVING TOWARDSUNIFORMSTATUTORYGAARIN THE EU: GOMMISSIONS
RECOMMENDATIOBINAGGRESSIVIRX PLANNING
In December2012 EuropeanCommissior(EC)ssuedthe Recommendatioron Aggressivel ax
Planning,a non binding act addressedo the EUmember states, sketchingthe outline of the
harmonizedEUapproachtowardsthe most aggressivaypes of tax avoidancebehaviour.One
of its mostambitiouspointsis the proposalfor the adoptionof a uniform GAARnN all member
states,to be appliedequallyin purely domestic,intra EUand third country situations(Lyons,
2013). Thewording of the proposedEUGAARSs basedon the anti avoidancecaselaw of the

® About the dichotomybetween positive and negativeintegration of EUmemberstates'tax systemssee Terraand
Wattel, 2012,pp. 36 B9.



CJEUThe“wholly artificial arrangements™doctrine, asdelineatedin CadburySchweppess of

particular influence, as the applicationof the proposed GAARIs restricted only to artificial

arrangements— i.e. arrangementslacking commercial substance— or artificial series of

arrangementsset up with the essentialpurposeof tax avoidanceand leadingto tax benefit
(EC, 2012). The Recommendationalso contains an exemplary, non exhaustive list of

arrangementdackingcommercialsubstance and providesdefinitions of other terms usedin

the wording of the proposed GAAR;namely, definitions of “an arrangement”, “essential
purpose of tax avoidance”and “tax benefit” are contained. When the conditions for the

applicationof the proposedGAARare met, tax authoritiesare to treat artificial arrangements
by reference to their economic substance,i.e. they are granted the power of rer
characterisation.

It isapparentthat the ECis well awareof the shortagesof negativeintegrationapproachin the

tax avoidancearea. Legalcertainty and competitivenessat the internal market can be truly

enhancedonly via positiveintegration, i.e. via codificationof harmonizedrulesat the EUlevel

(Sinfield, 2011). In this context, lack of competencein regulating tax matters by the EU
institutions posesa familiar obstacle.Onthe other hand, “soft law” mechanismssuchasthe

abovementionedECRecommendationg¢ould have a higher chanceof successn the changed
economic environment. Latest economic crisis and ensuing EU sovereigndebt crisis has
demonstratedthat the flaws of memberstates’nationaltax systemsmaybecomean EUwide

problem. Member states seekingfinancialassistanceby the EUinstitutions have been faced

with obligationsrelating to the improvement of tax potential through higher compliance
levels,includingthe more seriousapproachto tax evasionand tax avoidance(Lyons,2013).
Thisis bestevidencedby the tax reformsin Greece— a country that epitomisesthe Eurozone
crisis— of 2013. Amongother measuresaimed at combatingtax non compliance,a GAARhas
beenintroducedin the Greektax systemfor the first time (Stathis,2014). Thewording of the

new rule — effective as of Januaryl®2014— is overwhelminglyreminiscentof the uniform EU
GAARproposed by the EC,with the existenceof artificial arrangementsbeing the main

conditionfor its application.

3.3 GAARINSELECTHIRISISTRICKEEUMEMBERSTATES

A numberof EUmemberstateshaveopted for the introduction of a GAARasaninstrumentto
curb tax avoidancesometime before the full developmentof an EUGAARN the CJEU'sase
law. Someof these countrieshavesincebeendeeplyaffectedby the economiccrisis,entailing
the necessityof tax policy reconsiderationsThe depiction of different GAARsSntroduced in
Spain,ltaly and Portugalcan provide usefulinsightsfor tax policymakerdn Croatia,a new EU
member state with similar legal tradition and comparablelevels of factors influencing tax
complianceg.g.tax morale (McGeeand Tyler,2006).All three countriesin considerationhave
introduceda GAARN their tax systemlong before the beginningof the crisisin 2008, with the
aim of achievingequitable allocation of tax burden and increasingthe collection of tax
revenues.While Italy hasdevelopeda strong judicial GAARaccompaniedy statutory TAARS,
Spainand Portugalhaveintroduceda statutory GAARA stronginfluenceof the EUlaw — and



CJEU'anti avoidanceapproachin particular— is notable in all three countries.Evenin areas
not harmonisedby the EU legislation— such as direct taxation — many features have been
subjectto judicialassessmendndtherefore indirectly harmonizedRuizAlmendral ,2005).

Spanishtax systemcontainsa GAARapplicablein casesof conflictsin the applicationof tax
rules, and TAARsjntended to prevent specific transactionsor application of different tax
treatment soughtby the parties (Clifford Chance2013).Asthe previousprovisionwas hardly
ever usedduring forty years,a new GAARwas enactedby the GeneralTaxCodeof 2003 —
replacingpreviousGAARsvhich havebeenin usesince1963— with the aimto revitaliseits use
by the tax administrationand the courts by definingtax avoidancein a clearermanner(Ruiz
Almendral,2005). A “conflict in the applicationof tax rules” — term that actuallydenotestax
avoidance(Soler Roch,2004) — ariseswhere: 1) the taxpayer avoidsthe taxable event or
reducesthe taxablebasisor tax payablethrough transactionwhich is highly artificial or not
typical for achievingthe result obtained or 2) the transaction achievesmaterial legal or
economiceffects or benefits that differ from those that would have resulted from a nonr
artificial transaction.

Theapplicationof a GAARequiresthe Spanishtax authoritiesto makeevidentthat an abuse
of law hasoccurred.Thisis achievedviataxpayer'shehaviourcomparisonwith the intention of

verifyingwhether the businesse®r transactionsare genuineor artificial. SpanishGeneralTax
Codesetsout an administrativerequirementfor the GAAR'sapplication.A specialreport on

tax abuse—whichis bindingon the tax auditor (DeMoneset al., 2010)— needsto be issuedby

the special advisory committee comprising of two representatives from the central

governmentandtwo representativesf the actingtax administration.Thetaxpayeris given15

daysto presenta case,andthe committeethen issuedits findings(Tooma,2008). The Spanish
tax authoritiesand courts applytax law in broad terms, insteadof specificallyapplyingGAAR.
In casesof applying provisionson GAAR tax authorities are required to produce a report

justifyingthe applicationof GAARO the transaction.Theconsequencef applicationof GAAR
to a conflict in the applicationof tax regulationsis elimination of tax benefits and charging
interest for late payment. In caseof shams,penaltiesmay apply too. From the tax policy

perspective tendenciesin Spainfavour the relianceon an increasednumber of TAARsather

than abroaduseof the GAARCliffordChance2013).

Thereare two main anti avoidancetools in Italian legislation.AlongsidevariousTAARsa rule
introducedin 1997 (Article 37bis of the DecreeNo. 600/1973)allows the tax authorities to
disregardtransactiondackinga valid economicpurpose,aimedat circumventingobligationsor
providingundulytax reductions(De Monéset al., 2010).Thisrule is widely applied,but in fact
is not a GAARsinceit is limited to the specificlist of transactionsHence,it canbe concluded
that it falls betweena GAARand a TAAR Throughstrict implementationof the principle of
legality and through broadeningthe scopeof rule containedin Art. 37bis, Italian caselaw has
evolvedasif it containeda GAARSInce2005Italian courtshavetakena flexibleanti avoidance
approach allowingthe tax authoritiesto declaretax benefitsderivedfrom certaintransactions
ineffective. The Italian SupremeCourt playedthe crucial role, assertingthat the absenceof



explicit anti avoidanceprovisionsdoes not prevent tax authorities or the courts to declare
taxpayerstransactionsvoid and collecttaxes,basedupon the applicationof civil law doctrines
such as the doctrine of abuse of law (Cordeiro Guerraand Mastellone, 2009). This new
development— amountingto the creation of a GAARby the judiciary — is defendedby the
SupremeCourton the groundsof ability to pay principle,enshrinedin Article 53 of the Italian
Constitution(Garbarino,2012),but is alsoinfluencedby the anti abusedoctrine of the CJEU
(SolerRoch,2012).

Consequentlyltalian tax authoritiesare now more opento applyingthe rule containedin Art.

37 bis or the more general abuse of law principle in their efforts to curb tax avoidance
schemegErnst& Young,2013).A transactionis consideredabusiveif it is aimedat avoiding
taxes,if any tax benefit or savingis a dominant reasonfor carryingit out or if there are no

clear economic reasons for entering it. In practice, GAARis mostly used in cases of

misapplicationof tax provisionsin transactionswhich are not fraudulent, but aimed at

obtaininga tax benefit. Theburdenof proof fallson the Italiantax authorities,i.e. they haveto

demonstratethe tax advantagederivedfrom the transactionand the elementsprovingthat it

is abusive.In contrast, taxpayersmay provide clear and significantbusinesseasonsto justify

the transaction.In caseof re characterizatiorof an abusivetransactionby the tax authorities,
tax ratesthat would havebeenappliedhad the abusivetransactionnot beenenteredinto will

be applied.Accordingto the SupremeCourt, penaltiesor criminalsanctionsare not applicable
to transactionsdeemedasabusive(CliffordChance2013).

The PortugueseGAARsets out that any transactionimplemented by artificial or fraudulent
means or by abusing legal forms and wholly or mainly aimed at reducing, avoiding or
postponingtaxesthat would be payableas result of transactionswith the same economic
purposeor to obtain tax advantageshat would not be achievedwithout the use of these
means,is ineffective for tax purposes.Taxationshould proceedin accordancewith the rules
that would haveappliedin the absencethereof. Thetax advantagesntendedto be achieved
by this transactionmay not arise (Santiago Salemaand CarvalhoNunes,2011). Thisrule was
introduced in the Portugueselegal systemin 1999, under influence of other European
countries,alongwith the introduction of TAARsg.g.on transferpricingandthin capitalization.
Althoughthe GAARhad not been appliedfor over a decade,a number of caseswhere it was
appliedrecently considerablyincreased.Theaim of theseruleswasto guaranteecompliance
with the principlesof equality in financingpublic expenditures.The GAARhas provento be
difficult to apply as the burden of proof falls on the tax authorities, thus weakeningthe
preventative characterof the rule. The tax authorities have instead mostly applied TAARS,
where the burden of proof falls upon the taxpayer(Fernanded-erreira,RespicioGongalves,
Bordaloe S4,2011).



During the transition era of the 1990sa new tax systemsuitable for the marketoriented
economyhadto be createdin Croatia(Arbutinaet al., 2014).Therefore,it is not surprisingthat
tax evasionwasperceivedasthe more important tax policyissuethan tax avoidance Overthe
yearsvariousinterventionsin the tax statuteshave been madewith the aim of curbingsome
recognisedtax avoidancetechniques.The importance of legislativeinstrumentsin this area
shouldbe emphasizedas Croatiahasboth a civil law legal systemwith strongadherenceto
the constitutionalprinciple of legalityandthe long tradition of literal interpretation of the law
by the courts(Avianiand er a2012).Againstthis backdrop,dynamicsof changego the antir
avoidancelegislative framework reveal that Croatialacksa coherent anti avoidancepolicy
(Prebble,2005). In comparisonto other countries, Croatianapproachto this important tax
policyissueis both underdevelopedandfragmented.

4.1 EXISTINGNTIAVOIDANCEEGISLATNARAMEWORHKI CROATIA

The obligation to pay taxes in Croatia, similarly to other countries, stems from the
constitutionalprincipleof ability to pay. Namely the Art. 51 of the Constitutionlaysdown that
everypersonshouldparticipatein the defraymentof publicexpensesn accordancewith hisor
her economiccapacity.The Constitutionfurther stipulatesthat the tax systemshouldbe based
upon the principlesof equality and equity, establishingthe paramountobjectivesof Croatian
tax policy. Theseconstitutional principlesare reflected in manifold statutory provisions.For
example Art. 9 of the GeneralTaxAct (GTApbligesthe partiesof the tax relationshipto actin
good faith, i.e. to conductthemselvesconscientiouslyand fairly in accordancewith the law.
Taxavoidancebehaviourunderminesthe attainment of both dimensionsof equity. Horizontal
equity is endangeredsince the share of tax burden borne by two taxpayerswith equal
economicfaculty differs dependingon their usageof tax planningschemesVerticalequity is
endangeredsince tax avoidanceschemes— particularly the most notorious corporate tax
shelters revolving around international tax arbitrage — are largely a privilege of the high
income earners, lowering the effective tax system’s progressivity. Consequently,antir
avoidancelegislativeinstruments in Croatia— includinga GAAR- can be justified by this
constitutional principle, similarlyto the approachtaken by the judiciaryin Italy (see Section
3.3.).

Croatiantax legislationdoesnot containa GAARRogi Lugari and Bogovac2012).However,
certain provisionswhich follow the sameunderlyingobjectivesasa GAAR- evenif lackingits
breadth — can be found. Of specialimportance is the provision found in Art. 10(1) GTA,
effectivelycodifyingthe substanceover form principlein the processof determiningtax facts.
Thisprovision— labelledas“economicapproachprinciple”-setsout that “(T)axfacts shallbe
determined accordingto their economicessence” Additionally, Art 10(2) GTAprovidesthat

“(Df the revenue,income,profit or other assessablbenefit wasacquiredwithout a legalbasis,
the tax authority shall determine the tax liability in accordancewith a speciallaw regulating
certaintypes of taxes”. Theimplementationof this principle allowsthe tax administrationto

tax profit incurredevenby a criminal act, with the basicideato tax the underlyingeconomic



substancewhile the generalcharacterof a legalactionthat led to the profit is irrelevant for
tax law (Rogi Lugari and Bogovac,2012). Hence, some considerit to be a potentially
powerful anti avoidancerule, comparableto a GAARKPMG2013).Eventhoughthe intent of
these provisionscorrespondsto the one of a GAARthey are extremely vagueand do not
providefurther instructionsfor applicationto the tax authorities. Therefore,it is not surprising
that — while the provisionson economicapproachprinciple have beenin force since2001 —
their anti avoidancepotential hashitherto not beenrecognizedy the tax authorities.

By similar token, an anti avoidancerule aimed at preventingthe abuseof legal form, i.e.

codification of the shamdoctrine, is found in Art. 11 GTA:“If a shamtransactionconceals
another legaltransaction,the basisof the assessmenbf tax liability shall be that concealed
legaltransaction."On the basisof this provisiontax authorities can requalify the transaction
and neglectthe form contractingpartieshavechosenfor the transaction.Thetransactionwill

therefore be consideredto havebeenconcludedin the legalform which correspondswith the

real intention of contracting parties (Simovi et al, 2010). While it is contended that this

provisionis seldomappliedby the tax authorities,someauthorsarguethat it shouldgainmore

importance in the future, especiallywith regardsto transactionsthat involve real estate
purchasewiabusinessharessales(Kapetanovi, 2010;Prebbleand Prebble ,2008).

Additionally, various TAARscan be found in Croatian tax legislation, mostly related to
corporateincometaxation. Forinstance,a rule targetedat thin capitalizationaswell asa rule
settingthe higherrate of withholding tax on certain paymentsmadeto residentsof expressly
listed tax havencountriesare containedin the CorporatelncomeTaxAct (CITA)Fromthe tax
policy perspectiveit is very interesting that some of the most controversialchangesof tax
legislationof late — includingthe new TAARs- seeminglyreflected the awarenessthat tax
avoidanceneedsto be restrained. Yet, no one singletheory underlyingthe anti avoidance
approachin taxlegislationcanbe identified.

Abuseof law doctrine — deeply rooted in Croatiancivil law — was usedto justify the GTA
amendmentsof 2012, layingdown the specialprocedurefor “piercing the corporate veil” in
tax matters (Zuni Kovaevi and Gadz0,2013). Theamendmentsprovokedintensereactions
of the businesscommunity as shareholders,board membersand executivedirectors of a
company— as well as personsassociatedwith them — can be declaredto be liable for
company'stax debt by the tax authorities, under condition that the abuseof rights or power
leadingto company’sinability to pay the tax debt is established.On the other hand, one
distinctive TAARwasincludedin the CITAamendmentsof 2012 that introduced a tax benefit
for reinvestmentof companyprofits. Namely,the corporateincometax basecanbe reduced
for the amount of company's capital increase made for investment and development
purposes.Fromthe outset, policymakershave recognizedthe tax avoidancepotential of this
benefit (Jozipovi, 2013) and introduced a TAAR,which stipulatesthat the entitlement to
reducethe corporateincometax will not be grantedif it is obviousthat the intention of the
company’scapital increasewas tax evasionor tax avoidance.Examinationof taxpayer's



purposeas a condition for the applicationof anti evoidancerule is what makesthis specific
TAARsimilarto GAAR$oundin other tax systems.

Thewording of the abovementionedT AARs to someextent comparableto that of the TAARS
applicablein the context of three EU direct tax directives. Provisionsof Merger Directive
(EuropeanCouncil,1990a, hereinafter: MD), ParentSubsidiaryDirective (EuropeanCouncil,
1990b,hereinafter:PSDpand Interest RoyaltiedDirective(EuropeanCouncil 2003, hereinafter:
IRD)havebeenimplementedin Croatianlegislation— mostlyin CITAand in the Ordinanceon
Corporate Income Taxation— during the processof accessionto the EU. It appearsthat
Croatianlegislator opted for uniform anti avoidanceapproachin the tax directivescontext,
evenif the wording of different TAARSs not identical. Consequentlythe benefitsof the MD,
PSDand IRDare to be deniedif the principal purposeor one of the principal purposesof the
pertinent transaction/arrangements tax evasionor tax avoidance.lt can be concludedthat
the harmonizationof Croatiantax law with the EU law requirementsbrought about some
important changesto the approachin designof anti avoidancelegislation.More specifically,
the taxpayer's purpose as the subjective element of the transaction — previously not
acknowledgedn the delimitation of tax avoidance- is now a recognizedconstitutive element
of tax avoidancealbeitin a limited numberof TAARsTheindubitableinfluenceof the EUlaw
on the Croatiananti avoidancelaw providesa point of departure for future policy choicesin
thisarea.

4.2 PROPOSAEORTHEINTRODUCTIONFTHEEUGAARN QROATIA PRINCIPLEF
LEGAICERTAINTASA STARTINGOINT

Theprecedingoverviewof Croatiananti avoidanceegislationmayleadto conclusionthat the

introduction of a GAARwvasconsideredto be unnecessanpy the policymakersandthe policy
choicewasto rely on TAARsfskey anti avoidancetools. In our view this would be misleading.
A more detailed analysisof legislative dynamicsin this area reveals that Croatian tax

policymakerslo not havea coherentanti avoidanceapproach.Whatis particularlyworryingis

the absenceof uniform criteria usedin the all important line drawingprocessj.e. in delimiting

tax avoidancenotion (seesection2.2.). As demonstratedabove,in some cases— e.g. when

applyingthe GTAprovisionson shamtransactionsandin “piercingthe corporateveil” cases-

the abuseof law or abuseof rights by the taxpayeris the defining elementof tax avoidance.
Here the purposeof the taxpayer’stransaction/arrangement- be it tax savingor any other

commerciallyjustified purpose—is renderedunimportant. In other cases- e.g.whenapplying
TAARconcernedwith the tax benefit for reinvested profits or TAARsimplementing the

provisionsof EUdirect tax directives—taxpayer'spurposeis the essentiakelement.

Asdescribedabove(seesection3.1.)the CJEUWegardsboth the objectivecriteria, i.e. abuseof
pertinent law, and the subjectivecriteria, i.e. taxpayer’'spurpose,as constitutive elementsof
tax avoidance.Therefore,the reconciliationof differing criteria in delimiting tax avoidancein
Croatia is possibleif viewed in the light of EU law requirements. In fact, Croatian tax
authorities and courts are already obligedto adhereto the CJEU'siotion of tax avoidance



whenever applying national anti avoidance rules on transactions/arrangementshat are
coveredby the provisionsof EUlaw. More leeway is allowed only with regardsto strictly
nationalandthird country (non EUmemberstates)situations.

Thatis where the shortcomingsof delineatingtax avoidancenotion in a clearand consistent
way could have seriousconsequenceskor example,it is very unclearhow the Croatiantax

authoritieswill determine tax avoidanceintent with regardsto the tax benefit for reinvested
profits, asno further instructionsfor the applicationof this TAARwere givenin tax legislation
or in the tax authorities’non bindingopinions.Furthermorethe role of abuseof law principle

in future developmentsof anti avoidanceegislationremainsuncertain. Will the policymakers
rely on this principle in introducing new anti avoidancerules, following the pattern of the

provisionson piercingthe corporate veil in tax matters?In this context the utter absenceof

debate betweenthe stakeholders- includingthe Ministry of Financeasthe key playerin the

developmentof Croatiantax policy (Arbutinaet al., 2014)— about the desiredanti avoidance
approach.e.g.aboutthe GAAR- TAARglilemma,alsoneedsto be stressedlt followsthat the

taxpayersin Croatia are not able to determine the tax implications of their activities in

advancej.e. that the requirementsof legalcertainty havenot beenmet (seesection2.3.). This
is confirmedby the findingsof one recentstudy, stressinghat the defectsof legalcertaintyin

tax matters are perceivedin the Croatianbusinesscommunity as the main tax obstacleto

inboundforeigninvestments(Rogi Lugari andBogovac2012).

In our view Croatiantax systemprovidesa perfect examplehow the introduction of a GAAR
canactuallyenhancelegal certainty, contrary to the standardargumentthat a GAARlJefeats
this rule of law value. Frequent changesin the anti avoidancelegislation— primarily the
introduction of the new TAARs- mirror the generalproblem of Croatiantax systemever since
its comprehensivereform in 1994:instability of legislativeframework (Bejakovi, 2009; Zuni
Kovaevi , 2012).Asthe line betweenacceptableax planningand unacceptabldax avoidance
hasnot beenproperlydrawn—nor in the tax statutesnor by the judiciary— anti avoidancetax
policy in Croatiahas hitherto worked to the detriment of legal certainty. A GAAR- even if
inherently vagueto some extent — can draw this missingline in a meaningfulway, providing
the appropriate guidelinesto the tax authorities and courts, which traditionally rely on the
literal interpretation of the law, overlookingthe underlyingpolicy objectives Ananalysi<f the
implicationsof the reformed GAARN Spain- country with comparablelegaltradition and the
attitude of courtsto tax law interpretation —is in line with these conclusiongRuizAlmendral,
2005).

It must be noted that the designfeatures of a GAARare decisivefor the evaluationof its
potential influenceon legal certainty. Againstthis backdrop,we sharethe view that Croatian
GAARshouldbe modelledafter the proposalmade by the EuropeanCommissiorin 2012 (see
section3.2.). Asexaminedabove,someanti avoidanceprovisionsthat are alreadyin placein
Croatiantax systemsharecertaincommonfeatureswith the proposedEUGAARBuUtthe main
advantageof introducingthe EUGAAR- observedthrough the lensof legalcertainty — is that
that its wording— basedupon the EUlaw asinterpreted by the CJEU- providesvery detailed



guidelineson the delimitation of tax avoidancebehaviourto the tax authorities,courtsandthe
taxpayersthemselvesLikewise CJELtan be relied upon to clarify the inevitable ambiguities
that will appearin the future practice(Clifford Chance2013).Moreover,legalcertainty could
be enhancedvia some instruments accompanyinga GAAR Establishmentof a specialized
GAARpanel(for Spanishmodel seesection3.3.),introduction of advancerulingsissuedby the
tax authoritieson the taxpayer'srequest(Zuni Kovaevi , 2013)and a broaderuseof the tax
authorities’ public opinions clarifyingthe practicesin the GAARapplication could serve this
purpose.

TheEUGAARN Croatiantax systemshouldbe underpinnedby TAARs somealreadyin force r
addressingsomedistinctivetax avoidancetechniques but reflectingthe samegeneralconcept
of tax avoidanceas defined by a GAARWhenevera TAARIis applicable,the tax authorities
shouldnot havethe option of invokinga GAAR- in line with the lex specialisdoctrine — thus
enhancinglegal certainty. Usageof a GAARas a last resort is also confirmed in comparative
surveyg(CliffordChance2013).Anotherlegislativeinstrumentworth consideringn the future
developmentof coherentanti avoidancepolicyin Croatiais the introduction of rulesrequiring
that taxpayersdisclosethe usageof specifictax sheltersto the tax authorities, which are
provingto be efficaciousn the USA(Kaye2012).

4.3 PrROSPECTFEUGAARN THEATTAINMENDFOTHEROLICOBJECTIVES
It hasbeen arguedabovethat anti avoidancetax policy is about finding the right balancein
attaining multiple objectives(seesection2.3.). Hence legalcertainty is not the only objective
policymakersought to be concernedwith when decidingon the introduction of a GAARThe
principle of tax equity — asstipulated by the Constitution— marksthe paramountobjective of
Croatiantax policy. Astax avoidancebehaviourunderminesthe attainmentof equity — aswell
as inflicting economicallywasteful social costs — developingthe coherent anti avoidance
approachneedsto rankhighon the Croatiantax policymakersagenda.

While the above analysispoints out the inadequaciesof existing anti avoidancelegislative
framework, there is a lack of empirical evidenceon the actual extent of tax avoidancein
Croatia,which could provideimpetusfor reforms.Onthe other hand,someconclusionsanbe
inferred by analysingthe factors commonly associatedwith tax evasion and avoidance
(International TaxCompact,2010). It seemsthat most of these factors— e.g.low tax morale,
large informal sector of economy,high corruption, frequent changesof tax legislationetc. —
are presentin Croatia.Moreover,the nature andthe extent of tax expendituresn Croatiantax
system— necessariljeadingto the avoidanceopportunities(Tyson,2014)— openswide scope
for the abusive taxpayers' behaviour. Admittedly, this has been recognized by the
policymakersat leastto someextent, asshownby someof the more recentchangesn the tax
legislation. For example,the introduction of the provisionson tax benefit provided for the
reinvestment of corporate profits was accompaniedby a special anti avoidance rule.
Moreover, other measures aimed at tax nonrcompliance were also introduced, e.g.
establishmentof the specialtax administrationunit focusingon large taxpayersrelaxationof
tax secrecyprovisionsallowingthe publicationof tax debtors'blacklistsetc. While this clearly



reflects tax gap narrowing policy, it was most likely motivated by the objectivesmuch more
mundanethan the objectivesof tax equity andtax efficiency.

More specifically tax reformsin Croatiaever sincethe outburst of latest economiccrisis—
which is showing no signs of waning — were driven by the ensuing pressuresof fiscal
consolidation(Arbutinaet al., 2014).Verysoonafter its accessioro the EU,Croatia—failingto

meet the fiscaltargetsset out in the EUlegislation— entered the excessivaleficit procedure
(EDP)with its publicfinancesplacedunder monitoring by the EUinstitutions. Whereasthere

seemsto be an agreementin the tax communitythat there is no spacefor the further increase
of the overalltax burden— especiallyconsideringthe heavytax burden on consumptionand
labour—the potential fiscaleffectsof the policyaimedat enhancingax compliancehavebeen
largelyoverlooked.Experiencesf other crisisstrickenEUmemberstates(e.g.Greece|reland,
Portugal,Cyprus)demonstratethat one of the conditionsfor the EUfinancialassistances the

developmentof a strategicapproachin fixing structuraldeficienciesf the nationaltax system,
includingthe approachto tax compliance(Lyons,2013).In this context,improvementof antir
avoidancelegislationcan senda strong signalboth to the EUinstitutions and to the financial
marketsthat Croatiais dedicatedto follow fiscallyresponsibleax gapnarrowingpolicy.

All of the abovementionedpolicy objectivescould be promoted by the introduction of the EU
GAARIn Croatiantax legislation, similarly to the recent legislativechangesin Greece(see
section3.2.).Evenif this specificGAARproposedby the ECis criticisedby someauthorsfor its

lack of flexibility in combatingtax avoidance(Faulhaber,2010), in our view it would still

provide solid foundation for curbing those types of taxpayers'activities that are blatantly

abusive.Sincethe tax authorities would be provided with a clear set of guidelines— aligned
with the CJEU'saselaw — on the GAAR'sapplication,there would be no justificationto shy
away from invoking this rule in practice and to rely solely on its deterrent effect. Tax
authorities' power to tax pertinent transactions/arrangementwith regardsto their economic
substanceclearly promotes the attainment of tax equity and tax efficiency;it safeguards
taxation in accordancewith the taxpayers' activities which are economically rational,

disregardingthe complexstrokesof an accountant'sor a tax lawyer's pen. Additionally, the

developmentof a coherentanti avoidanceframework— with the GAARasits keystone— can

have significant revenue effects, mostly due to its positive influence on the overall tax

compliance.

Onefinal policy objectivethat canbe attained by the introduction of EUGAARN Croatiais its

potential in improvingtax competitivenesslts introduction would entail that the sameanti r
avoidanceapproachisto be followed by the Croatiantax authoritiesand courtsirrespectiveof

the context — i.e. national, EU or third country context — in which an arrangementis

undertaken.In this respect Croatiawould have simpler and more attractive anti avoidance
framework if comparedto other EUmember states countriesthat have developedcomplex
anti avoidancestrategiesover the years (for an Italian examplesee chapter 3.3.). Thisis a

point that deservesspecialmerit in times when countriesare increasinglyrelyingon their tax

systemsfTeaturesto attract foreigninboundinvestments.



Theapproachto tax avoidanceis currently high at the tax policy agendathroughoutthe world
and is probably here to stay. At least until satisfactorysolutionsare found for some of the
mostnotoriousavoidanceschemeghat exploitthe shortcomingf internationaltax rulesand
the lack of cooperationbetween different tax authorities. In the meantime many countries
haveopted for the introduction of variouslegislativeinstrumentswith the aim of curbingtax
avoidanceand protecting their tax basefrom further erosion. Globaltrends point out that
GAARsre perceivedaskeystonesof anti avoidancdegislation,particularlyin countrieswhere
tax authorities and courts traditionally refrain from taking the proactive approach in
combatingtaxpayersabusivebehaviour.While it mustbe concededthat GAARS not a “magic
bullet” for a multifaceted phenomenon like tax avoidance,the necessityfor legislative
measuresaimedat curtailingit cannotbe negated(Zimmer,2002; TaxLawReviewCommittee,
1997).Main function of a GAARs that it drawsa line between acceptabletax planningand
unacceptabldax avoidancethus havinga potential of achievingmultiple tax policyobjectives.

Analysispresented in this paper displaysthat Croatia lacks genuine and coherent antir
avoidancepolicy. Hitherto the policymakershave not recognizedthe potential of a GAARIn

attainingmultiple desiredtax policy objectives.We sharethe viewthat the time is right for the

introduction of a GAARmModelledafter the EUGAARendorsedby the EuropeanCommission.
Several policy arguments are provided in support of this view. Firstly, promoting legal

certainty, along with the constitutional principle of tax equity, should be one of the main

objectivesof Croatiantax policyin the time to come, Introduction of the EUGAARN Croatian
tax legislationcould improve legal certainty, primarily sincecopiouscaselaw of the CJEWtan

provide detailed guidelineson the applicationof a GAARo all partiesof the tax relationship.
Additionally, other policy objectives— i.e. tax equity, tax efficiency, revenue collection, tax

competitiveness- could alsobe attained with the suggestedegislativechangesA point that

deservesspecialmerit in the light of the enduringmacroeconomigroblemsin Croatiais the

significanceof a coherent anti avoidanceframework on the tax gap narrowing policy and

hencefor the constructionof a sustainablepublic finance system.The experiencesof other

crisisstrickenEUmember statespoint out that the adoption of a GAAR(or its strengthening)
providesa standardpolicychoicein this context.
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ABSTRACT

Avoidance anatvasion argresent in every fiscal systeand lately they have become a serious

global problem Similar to developed countries, transitioauntries such a€roatia and Bosnia

and Herzegovina (B&H)e alsochallengedwith this problemDuring transition procedsoth of

these countries are confronted with social, political and administrative difficulties in
establishingefficient fiscal sysleU Z v ¢} ] o » UHE]SC }VvSE]. [his|paper «C*S u ~""
will try to highlight current problems regardirayoidance and evasion in Croatia aB&Hfor

SSCin regards to contributionpaid to pension fundsPearsorie } ((] ] vS o po § (}&E
Croatia and B&H (FB&H and RS separately) shows high level of correlation between SSC
revenues and average pensions, ire. &} §] ~@aiht ihU9,6 ~& H). Thidis a very

important issue bearing in minohadequateeffort these countries ar@ursuing in order to

prevent and/or punish those who legally or illegally evade paying SSC.

Keywords:avoidance,evasion,fiscal system of Croatia and Bosnia and Herzego\soaial
security contributions

1 INTRODUCTION

Avoidance and evasion hagen identified as early as the introduction of taxes perMest
economicliterature generally defines problems related to tax avoidance and evasion and not
SSC, but the logic behind avoidance and/or evasion is virtually the same in both cases.
However,Baumann, Frieche and Jansg009164) state a significant difference between tax
evasion and SSC evasion in terms of potential future claims of SSC. Furthermore, they state
§Z 8§ c]( SZ - v .S« -refRted] thi$ link may discourage contributionasion, an
observation which is to our knowledge mé® C v Po § S} §Z])3 TheCHisterpoX 100
fiscal doctrine pays significamittention to the issues of taxavoidance and evasiorSince
Au]8 41%76) fourth maxim defined tax evasion as well asethods under whickevasion

could be prevented, theconomic theory has early identified the skewness that avoidance and
evasion impose on tax structuresdhencefiscal system

Fiscal theory defines tax avoidance/evasion but not SSC evasion. So ww riesttly define

SSC. OECD (2009)(Jv « "~ W 2"} ] o }vSE] pusltve & SH o }E Ju%op
social insurance schemes to make provision for social insurance benefits. They may be made

by employers on behalf of their employees or by employse#,employed or noremployed
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persons on their own behalf. The contributions may be compulsory or voluntary and the
schemes may be funded or unfunded. Compulsory SSCs paid to general government or to
social security funds under the effective control ofvgmment form an important part of
government revenue and, although they are not treated so in the system of national accounts,
many analysts (including the OECD's Tax Directorate) consider the payments as being
analogous to a tax on income and so paraafountry's overall tax burden. They are important

not only in the sense that they form a significant share of government revenue but because
they also reflect part of the costs of doing business. In many developing countries high social
contributions couped with low social benefits are often cited as a reason for a large informal

}viuC~rX

OECD classification of taxes classifies SSC as those paid by employers, employees, self
employed and unallocabl@OECD, 2033 SSC could be paid for pension funds,lthefunds,
unemployment funds, sickness funds, disability funds, etc. Moreover, in this paper we will only
briefly focus on pension funds in terms of correlation of SSC funds and SSC pensior benefits

SSC are sometimes classified as taxes especiallyyifatie directly deductible, together with
personal income tax (PIT) from the gross income. If they are voluntarily paid, usually to private
funds, then they differ from taxes significantly. In developed countries, namely, European
Union countries (EU), siificance of SSC are considerable. Aging population together with
increasing globalisation puts additional pressure on SSC funds as hence the size of SSC
revenues in broader concept of entire fiscal system (Carone et al., 2007). Since this is a
significantissue in developed EU countries, this issue is even greater in transition countries.
Not only are these countries facing similar problems regarding aging population and effects of
globalisation, but also inherited problems of previous command/sodialstem. Hence, the
significance of adequate reform of SSC for those countries is even greater. These include, inter
alia, number of parameters directly affecting the probability, the motives and the size of SSC
evasion. /v 15]1}vU (2002 Iclearlystates authors who dealt with factors affecting
increase/decrease in evias of both taxes and SSC (2820-321).

Bailey and Turner (2001) give a broad and interesting insight into the issue of SSC avoidance

and evasion. SSC avoidance and evasion occurs twofold; from the perspective of not paying or
underpaying of SSC by employee and/or by employer. There are nurhix@ys under which

SSC avoidance and evasion occur. Bailey and Turner (1997) analyse the SSC avoidance from the
perspective of employee when he/she takes a job which is not covered by SSC. In addition,
employees can decide to leave the workforce in orderavoid paying SSC. In order to

HV ES | ep Z u epE U uU%o0}C EJ[* (}JEuU 0o 0 *<](] 3]}v }( A}EI v
constructed accordingly so that those workers will not be classified as employees. SSC evasion

occurs when employers deliberately faol register a worker as an employee, when workers

1t is important to highlight the difference between SSC benefits and SSC transfers (OECD, 2009, National accounts
at glancg.

2 Command economies in this paper refer to former USSR countries and countries part of the communist bloc.
Former Yugoslavia is considered a socialist economy primarily didifidcences in political govermee urder J.B.

Tito.
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are hired informally, when workers are hired as contractors rather than employees. In terms of
payments, similar to tax evasion issues, these relate to underpayment or by delinquent
payment (Bailey and Toer, 2001). These issues are especially present in analysed transition
countries. In addition, public companies, i.e. those companies which have not been privatised
yet are usually those with highest SSC arrears. In transition countries, waiting forsaitioat
process to end can cause that surplus employees will not be sacked but rather given a (legal)
option for an early retirement. Hence, SSC arrears accumulate in such process since the
process is run inefficiently.

In addition, according to Bailey dfurner (1998) in order for SSC evasion to occur, three
conditions are required involving employees, employers, and the government:
1) ¢c u%o}C + upes ]35Z [GaybeeE of cAatribytions or be reluctant to report
non-payment to authorities;
2) employes must wish to evade or place a low priority on making SSC relative to other
expenses;
3) P}JA Evu v8 V(}E u vs uped 8}o E 8§ A «]}v IE Jv. «u 8§ 38} ¢

Hence, there is a three way vicious circle of SSC evasion: empyeds/ersgovernment
interrelationship.So the aim of this paper is to attempt to clearly identify current problems
regarding SSC avoidance and evasion in B&H and Croatia with a special focus on pension
contributions since they take majority of SSC.

The paper is divided intdtee sections. After the introduction, the sectitimeoretical aspects
of avoidance and evasiditerature reviewgivesbrief overview ofthe relevant literature. The
second section describes the Yugoslav SSC system with special empl&SEdB&H and in
the Republic of Croatia. In this section comparative analysis in B&H and Croatia with special
U%Z *]* }v % ve]}v Eel }VvSE] ps]}tve & 8]} Jv ~, v E} S] U W (
pension in B&H and Croatia and values of covered wage bill th&® Croatias given The
third section describesuggestions for successful prevention of SSC avoidance and evasion
that must be taken to improve effectiveness in B&H and Croatia. The paper finishes with
conclusion and some policy recommendations foiHB#hd Croatia.

2 THEORETICAL ASPECH8\IDIDANCE AND EV@$ LITERATURE REVIEW

It is of great importance to firstlglefine difference between avoidance and evasion. Most

economic literature clearly states théhe major difference betweemvoidance and evasion is

in legal treatment of each concept. Hence, Holmes (1916 in Sleamdditzhaki, 2002428)

defines the distinction étween avoidance and evasionasAZ v $Z o A & A« o]v o ]
on one side of it or the other, and if dhe safe side is none the worse legally that a party has

availed himself to the full of what the law permits. When an act is condemned aseyasi

WZ § ]eu v3]e3Z 515 ]°}IvssEZ AE}VP ] }( 0]v XXXAX

Furthermore avoidance is defined as an attemgftane's taxliability to be reducel without
altering one's consumption basket. Hence, these are known as shifts along a given budget set.
There are a fewxamples otax avoidance They include transactions suchiasome shifting,
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tax arbitrage, reorganaion or retiming of transactions. All theseansactions are in line with

the legal provisions of thespecific taxand hence are defined as tax avoidance. Models
regarding evasion are somewhat differe®lemrod andyitzhaki (2002) haveoted that issues
regarding avoidance and evasion have only recently become a subject of interest in economic
theory. Moreover, the categories affectirigx avoidance and evasion have been observed
separatelywithout a common framewdt. However, in 1972, Ilngham and Sandmo {8)

have developed a theoretical tax evasion mbdddressed as a gamble-SAmodelexplains
taxpayerg inclination for tax evasion defined through probability of being caught and his/hers
risk aversion. The model has bet@mther deweloped regarding tax understatement and/or
income understatement dependingn penalties (for more detaileegarding developments of

the A-S model see, Slemrod andYitzhaki, 20R). There are number of factors affecting
avoidance and evasion (Alm, Jackaod McKee, 1992Pimensions of avoidance have already
been mentioned. Determinants of evasion have been identified through three (econometric)
approaches: crossectional analysis, timeeries analysis and controleexperiments. Apart
from those,there ae laboraory experiments Each group hais pros and consWhat seems

to be relevant to notehere is the fact that all theoreticahodelling and latter econometric
calculations have been pursued in developed countries, namely Et®8omic theory related

§} 8}%] * }( 8 £ A}] v v A <]}v]v A 0}% JUVSE] » Z « Z }}u
quantitative and qualitative (morale, ethics, etc.) measures have been interlinked with issues
of tax avoidance and evasioQuantitative measures rely on qualidata (see Slemrodnd
Yitzhaki, 20024401442) whereas qualitative (neeconomic) perspectives of tax evasion
have been investigated iRoth, Scholz and Witte (1989).

On one sidethe behaviour of a tgxayer has been simulated and on the other tlesponse of

the tax administration. Adit and hence the competence of the tax administration seems to be
of crucial importance in this pcess.n addition, it is of great importance for every economic
analysis (both theoretical and empirical) that tax adistration collects quality dataRecent
work regarding tax evasioim developed countries states that tax administration and tax policy
should be analysed in conjunctioather than separately which was previously dohtyleset

al. (2013) using agertased modelling in ta example of the bited Kingdom (UKanalyses the
aforementioned linkbetween tax administration and tax policiyh order to examine the extent

of tax compliance through measures of tax avoidance and/or evasion, reliability of data is
stated as a key milestonévloreover,modellingrequires(apart from its dependence on data
availability the use ofexperiments and computebased simulation for testing purposes
Myles et al (2013) give detailed insights into methods which can be applied in developed
countries, namelyJK.

However, for transition/developing countries, data availability seems to be the major obstacle
for any serious analysis. In additidmansition countries d&ce other problems related to the
issues of avoidance/evasion. These namely relate to high shadow economy, no clear direction
}(S A %}0] C % %o0] S]}vU § A&  iojwipxdtErae)yedkelepal $§ydtemn C U

terms of penalties, corruptedhi officials, etc.
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In some economic literature there are differences between estimates of the domestic
component of tax evasion and tax avoidance and international component. According to Fuest
and Riedel (20091) domestic component include tax evasiarich occurs due to the
domestic shadow economy. Therefore, international component includes tax revenue losses
due to profit shifting by corporations and offisre holdings of financial asselsy private
individuals.

3 SOCIAL SECURITY CAORURIONS IICROATIA ANDBOSNIA ANIHERZEGOVINA

3.1 BRIEF OVERVIEW OF MIBOSLABSGYSTEM

Since both analysed countries come from the same background, it is important to explain
historical heritage of SSC system. In former Yugoslavia, SSC weyetriéatbd as taxes
(Tomoi v},A1P90130). The Yugoslav legal system makes a slight differentiation between
taxes and SSC in 1957 stating that SSC have a characteristic of compensations with direct
benefit. However,fiscal system reforms in 19641974 and 19886, have beerchanging the

share of SSC and personal income tax revenues to total revenineshare had a downward

trend since 1978 when it amounted 41.8 per cent of total revenues to 36.2 per cent in 1984
~d}uoi v1990122).

In the Yugoslav SSC system, anotiegory of SSC existed: (IS¢aelfcontribution. It could

have been paidni money terms or in kind. It amounted to 33.2 per cent and 32.6 per cent in
1986 and 1987 respectively of total revenues collected from persons (Tomljad89Q132).

From theprevious analysis, one can easily conclude that SSC were one of the most significant
sources of revenues in the Yugoslav fiscal system.

Concerning tax avoidance and evasion, Yugoslav SSC system was organised in such manner
there were little or nomotives to avoid/evade paying SS®aying SS@as U%0}C E-«[
obligation and companies belonged to the governmant later employeesThe government

on the other hand had an airtight centralised system of paymeatited Social accounting
service SDK SDK wadomestic a payment systemhich had a full authority over adlomestic
payments including controlling (international payments were done through the banking
system) It also kept records on tax and contribution payments so in fact it was a major
institution of enforcement for SSC/tax payments (Tesche, Z809. In fact, SSC/tax payments

had priority in transfers over other payments. However, if taxes/SSC were not paid, SDK had
the authority to block the account of the taxpayer meaning that no other firnansactions

could be done. This is very significant since at the time, thwriristration has had little
responsibility over tax collection. Moreover, tagnainistrationwas quite decentralised and it

had a great deal of autonomy over direct taxes sirederal level (Yugoslavia) relied mainly on
indirect taxes (Tesche, 20@97). With the dissolution of Yugoslavia, this system was
abandoned in every country and transferred to commercial banks which at first opened up
space for significant tax/SSC ewas(see later).

% For more details regarding the local aspect of-sgliv §E] pus]ivU « (199601391322
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3.2 SSONBOSNIA ANBHERZEGOVINAND IN THIREPUBLIC GEROATIA

Even though B&H gained its independence from Yugoslavia in 1992, we can begin our
discussion regarding SSC in 1995 due to devastating war in B&dd period 19921995.
Hence, B&H, unlike any other transition country entered transition period-tasar with
significant human, capital and infrastructural loss€sirrentB&H Constitution is based upon

The General Framework Agreement for Peace in Bosnia and Herzegovinansordgrknown

as the Dayton agreementB&H is administratively divided into two entities callecthe
Republika SrpskdRS) and Fedes]}v }( =, ~& 7,*X /[vkd®sbict (B® was
established, but in this paper it will not be analysed as it is irrelevant in terms of size (the size
of a municipality) Fiscal system, unlike monetasystem of B&H, was not specifically defined
under the Dayton Agreement. As a reselich entity can pass laws in the area of fiscal policy,
Zv """ %}o] CX ~v ", [ (]* 0 %}o] C Z parkdlwefoss@lpeP Z vpu E
past @éghteen years, so did SSC systétowever, SSC system did not go through systematic
reform especidy in terms of threepillar pension contributions systent hence current
Bismarckian typeSSQogether with all direct taxess currently under entities supervision.
Hence, in this papeBSC system will be analysed separately for RS and' FB&H

Since wedefined possibilities of tax (hence SSC) avoidance, we will focus on SSC ewvasion. |
theory it is known that SSC evasion occurs in two cases: when income is being underreported
and when income is not registered, i.e. it has been earned in shadow ecordook and
Leibfritz (2005) state that another way under which SSC evasion can occur especially for
those selfemployed is to convert employment income into capital income.

Arandarenko andetcherman (2008) gave a comprehensive analysis of labour masdighis
in five Western Balkan statdélbania, B&H, Montenegro, Macedonia and Serbidey have
analysedtotal labour tax burden and gave a brief analysis of SSC systems in those countries.
They state that SSC system in all aforementioned countriesnsaBikian type where SSC are
closely linked with social benefitformer Yugoslav countries (Western Balkan countries
excluding Albania) suffered significant losses due to rise in unemployment, low wages,
widespread norcompliance and high rates aiflation on one side and the rising number of
pensioners on the othetn B&H, éter 1995 and current political framework of B&EISC funds

§ v3]3] «[werefar® msufficient to cover social benefits and, even though they are
classified as extraudgetary funds, they receive additiongdaymentsfrom the entity[¢ 1 P S
in order to cover total social benefitSelfemployed persons and farmers were (and still are)
largely excluded from the SSC system, with symbolic contribuind®nlybasic entitements.
The consequence of war in B&H hdeft a legacy of high health expenditur@gth direct
reflection onto health contributionX t (E o0°} Me Z U%0}Cu vS8 P %[ Jv § Eu:
breaks in employment status which directly reflected in the pensiggtem.In addition,until
2000 “,[- }viuC Z AloC %o Vv }v didassistangd } gsmecially for
reconstruction and development of basic infrastructuv®ar and low levels of GDP and GNI
(World Bank) together with ransition processinduced by privatisation brought higher

“Indirect taxes are since 2004 centralised at the level of B&H.
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unemployment(World BanR and early retirement programs which heavily buréerpension
funds. In addition, public companieswhich are not privatised yeaccumulatéd) tax/SSC
arrears.In the area of direct taxes and hence $8@h are under entities supervisiorhdse
amounts 8. 02.2014)are staggering and in FB&hey have amounted t@pprox.1.4 billion
BAM and in RS t@.093 billion BAM.An open question that remains is how much of the
accumulated tax and SSC arrears pagable due to the fact that the greatest debtors are
public companies on the brink of bankruptcy. In addition, sthefiguresfrom the Tax
administration of FB&H and R& fromregistered economic activities.

Additionally, there is a significant amounf underreported income created in the shadow
economy which inB&H amounts on average 33.6 per cent of GDdhd in Croatia32.1
(Schneider, 20181). Overall, even data in table 1 shows significgtmdre of SSC revenues to
total revenues in two B&H entitiethere is ahigh and groung number of SSC beneficiaties
namely pensionersSimilar trend can be seen in Croatia in table 3.

TABLEL
Share of SSC revenues to total revemu@&S and FB&lh per cent

Year 2003 2004 2005 2006 2007 2008 2009 2010 2011
RS 30.27 35.23 34.34 37.62 35.30 41.32 44.73 46.01 42.69
FB&H 3515 36.75 36.98 35.62 38.40 42.29 4510 4441 44.50

Source: CBBf2013209-210), own calculation

Table 1 showwariations in SS@venues to total revenues in both entitieblo clear cut
conclusions could be drawdue to the fact that in the period 2062011 there were numerous

legal changs in SSC laws in both entitigable 2) In addition, both entities show a significant
rise in SSC revenues to total revenues from 2007. A particdreqan could be givethrough

the analysis ofjeneral governmentvage bill calculated using the World Bank methodology.
High share of those employed ublic sector and the size and amount of their wages partially
explains this rise. If we take the shasegeneral government wages to GDP calculasdhe
remuneration, in cash or in kind, payable to a general government employee in return for work
done. In addition to wages and salaries, compensation of employees includes social insurance
contributions nade by a general government unit on behalf of its employ&esfGDP, World
Bank, 201} we will see that from 2007 thidhare on average was 12 per cantB&Hand in
Croatia 9.86 per cent.

In order to empirically discuss possibéasons foISSC avoidance/evasion in B&H, we have to
start with the legal framework. In B&H there are three different laws regulating SSC, in each
entity and BD. We will focus on two laws in each entymilar to personal income tax,
residency as well as income earned in each entity seems to be the major criterion for SSC
paymentsIn RS SSC are paid for four types of funds: pension, health, unemployment and child
protection fund. SSC are paid only by employer.

In FB&, there are three types of funds: pension, health and unemployment fundar8@id
by both employer and employee. Since 2001 rates have varied and are summarised in table 2.
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Due to significantly higher SSC rates and hence higher tax wedge in FB&HR$han
employees/employers could have a motive to register in RS rather than in FB&H. Furthermore,
additional possible motive for SSC avoidance/evasion could be constant changes and legal
amendmentsin SSC and personal income tax (PIT) laws véhiielereatinga tax labyrinth for
taxpayersFor example,dgal changes in PIT laws indRfe 2A0, incluced (yearly)changes in

PIT rate(s), personal allowances (abolition and reintroduction of personal allowance) and other
standard allowances (changes in the amoahtallowance for supporting members of family)

and other allowances (hot meal allowance, voluntary pension allowance, &uhy is this
significant for SSC? Both SSC laws state that SSC are not paid on other payments and
reimbursements from paid work weth is also not subject to PIT payments.

Legal (tax) labyrinth also exists in the unclear system of penalties where each SSC law gives a

broad span of penalties. On one side, both entity laws do not define penalties for
underreporting which in turne3Jupo 8 ¢« VA 0}% * 0 E] « }JE ZPE C % C[X K\
audit in FB&H and RS is done by tax administration. Theory and practice suggest that the most
Ju%e}ES v % ES }( }u 3]vP A}] v | A «]J}v]e }v SZE}UPZ «Ce3 u
audit. For the case of B&H, one has to bear in mind an important fact: In the Yugoslav system

of centralised payments where SSC and tax payments had priority over other payments in SDK,
evasion was more difficult to occur. Hence, tax administration had littlacoobligations to

undertake comprehensive measures to tackle avoidance/evasion. However, in B&H with the

new system of payments through commercial banks introduced in 2001 this system was
decentralised with an option for (especially growing humber of gitevcompanies) to open

multiple bank accounts. So even if the worker was registered, companies could, due to a
problem of growing illiquidity, easily evade paying SSC and/or create SSC arrears and/or simply

not pay PIT and SSC. It took three years to distala new system of payments of Single

Z P]*SCEC }( > P o vs8]8] [ d& ve S]}v uvse v v & & S} F
However, first data regarding the amount of registered PIT/SSC arrears occurred in 2013/2014.

This is primarily due tche fact that registration, control and payments of SSC in FB&H and RS

were decentralised and divided between the Tax administration of each entity and
Pension/health/Unemployment funds. In 2009, with the adoption of Law on tax administration

in RS (togethewith the Rulebook on registration, control and payments of contributions to

single registry, Official Gazette of RS, no. 110/09), all functions were transferred from

W vellvlZ o0SZlhv u%o}Cu vS (pv « S} *]JlvPo S A uJv]eSE& S]}v(e
equivalent legislation relates to the Law on single system of registration, control and payments

of contributions (Official Gazette of FB&H, no. 420/09, again with the equivalent Rulebook)

with the implementation in the second half of 2011 (18 months enmntation period).

Again, central registry has been created in the tax administration of FB&H. This way SSC
evasion could now be easily tracked/prevented since the system is unformed with PIT/CIT
payments but with obvious significant arrears which wereedained in 2013/2014.
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TABLE2

Changes in SSC legal provisioiRSand FB&HZ001-2013

B&H

RS

FB&H

2001-2006

SSC total:
42%

Pension:
24%

Health:
15%

Unemployment:
1%
Child protection:
2%

SSC total: 43.5%;
employee: 32%;
employer:(11.5%

Pension:
17%;(7%
Health:
13%;(4*%);

Unemployment:
2%;(0.5%;

2007

SSC total:
42%

Pension:
24%

Health:
15%

Unemployment:
1%
Child protection:
2%

SSC total: 43.5%;
employee: 32%;
employer:(11.5%

Pension:
17%;(7%)
Health:
13%;(4*%);

Unemployment:
2%;(0.5%)

2008

SSC total:
42%

Pension:
24%

Health:
15%

Unemployment:
1%
Child protection:
2%

SSC total: 43.5%;
employee: 32%;
employer:(11.5%)

Pension:
17%;(7%)
Health:
13%;(4*%)

Unemployment:
2%;(0.5%)

2009

SSC total:
30.6%

Pension:
17%

Health:
11.5%

Unemployment:
0.7%

Child protection:
1.4%

SSC total: 41.5%;
employee: 31%;
employer:(105%

Pension:
17%;(6%9;
Health:
12.5%;(4*%};

Unemployment:
1.5%;(0.5%)

2010

SSC total:
30.6%

Pension:
17%

Health:
11.5%

Unemployment:
0.7%

Childprotection:
1.4%

SSC total: 41.5%;
employee: 31%;
employer:(10.5%)

Pension:
17%:;(6%);

Health:
12.5%;(4*%);

Unemployment:
1.5%;(0.5%)

* Inthe period 1998001, health funds received 5% and unemployment fund 1% from employee.

2011

(' Feh 2011 in RS)

SSC total:
33%

Pension:
18%

Health:
12.5%

Unemployment:
1%

Child protection:
1.5%

SSC total: 41.5%;
employee: 31%;
employer:(10.5%)

Pension:
17%;(6%);

Health:
12.5%(4*%);

Unemployment:
1.5%;(0.5%)

Source: Own interpration based upon Arandarenko aBétcherman(200845); Tax administration of RS and FB&ldgal provisions

2012

SSC total:
33%

Pension:
18%

Health:
12.5%

Unemployment:
1%

Child protection:
1.5%

SSC total: 41.5%;
employee: 31%;
employer:(10.5%)

Pension:
17%:;(6%);

Health:
12.5%;(4*%);

Unemployment:
1.5%;(0.5%)

2013

SSC total:
33%

Pension:
18.5%

Health:
12%

Unemployment:
1%

Child protection:
1.5%

SSC total: 41.5%;
employee: 31%;
employer:(10.5%)

Pension:
17%:;(6%);

Health:
12.5%4*%);

Unemployment:
1.5%;(0.5%)

ANILOTISHRYY STONIIHIdXGNHOLTY XV |
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Furthermore, complicated legal system regarding minimum wages is another obstacle for
greater tax complianceSSC system in RS, similar to cases in FB&H and other Western Balkan
states has a peculiar mandatory minimum isafor SSC which can be higher than minimum
wages. Sometimes they differ depending @ectors and branches where businesses are
registered. Hence, they are sometimes regulated by brar@bllective agreements which
further complicate legal system. For example, FB&H defines minihmurly wageexplicitly
whereas RS defines minimum monthly wgggain apart from textile industry)jn RS in the
period 20022006 minimum basisor SSGamounted to 50 per cent of average wage in the
entire economy in the previous monthn FB&H in the same periodnd nowadaysa specific
document regulated this area. It was regulated implicitrough General Collective
Agreementwhichdefined baseas(minimum)hourly wage

Another factor affecting SSC system in RS are fringe benefits, namely hot meal allowance
which is paidnonthly, annual holiday pay and travel expenses paid on a daily basis. In RS hot
meal allowance was netaxable,but with tax reforms since 2008ince the tax base changed
from net to gross, it included hot meal allowancéoiriaxable baseHence SSC arg@aid on

such baseStill, annual holiday pay and travalowance is noftaxable.In FB&Hsince 2001,

very little has changedah this area In fact, monthly hot meal allowance is setrtonimum of

20% of average wagep to 2% ohverage wage per day waet and it can reach netaxable
maximum of44%of average wage. However, again, this depends on sectors and braibkes.
initial documentfrom which theinformation was takerwasaimed at those employed in public
sector, and not private sector. However, private sector applies such legal provisions. Annual
holiday payis nontaxable as well as travel expenses which are all regulatedpegific
documents (Arandarenko anBetcherman, 20088, Tax administration of RS and &Hp.
Another important point that needs to be highlighted here is the fact that in both RS and FB&H
there is no maximum cap for payments of SSC wisiatontrary to practice of EU countries
Since hot meal allowance amounts to almost a half of averagemuetthly wage in some
industries in B&H (e.g. textile, manufacturing, retail), it further stimulates envelope salaries
since the worker takes home higher wage than the reported wage. In addition,
(underyeported net monthly wage in such industries is ugu#tile minimum SSC base.

Both the Republic of Croatand B&H base their SSC system on a Bismarckian type, where SSCs
are closely linked with social benefitslowever, B&H did not undertake comprehensive
pension reform like Croatia. Croatian pensi@form, according to Bejakovi ~Tii@fie ~"SZ
first reform of the pension system took place in 1998, when Parliament enacted the Law on
W vel]}lv /vepy®E v ~K' {i1186X dZ]e & (}JEuU ] IVIAW_ *v3ZBZl=u 00 %o
law aimed to reduce the annua %o ve]}v (] 18X dZ < }v % ve]}v €& (}EuUU 0C
E (JEuU_ A+ }%S3 ]Jv 3A} &«W 3Z Dv 83}JEC v s}opvd EC W ve]
and Act on Pension Insurance Companies and Benefit Payment Based on Individual Fully
Funded RetiremenBavings (OG 106/99). This reformed pension system has three pillars:

1) a mandatory payasyou-go public pension system;

2) a mandatory individual capitalised saving system;
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3) a voluntary saving system based on capitalisation for those who want even more
insuran@, against the risks of old age, disability and death. The insurance operates
according to the same principles as the second pillar with one exceptiba insured
person decided on the amount of the contribution s/he makes. In addition to private
pensioncompanies, these third pillar funds may be established by trade unions and

U%o0}C E-_ X

Today in Croatia pension contribution rate is 20 percent. Some categories of insuredgerson
(younger than 40, and those between age 40 and 50 who opted for the mixes sytkiem)
contribution rate for the first pillar is 15 percent of the gross wage, while 5 pereetiverted

to the second pillarDue tothe effects of the global financial dgssince 2008the budgetary
policy of the Republic of Croatia haged to eliminate negative pressures from the economy
which are reflected in budget revenue and expenditure. In 2ah2 Republic of Croatia
amended the legal framework to ensure the implentation of reforms aired primarily at
creation of better entrepreneurial climate. Thereforén 2012 there was adecrease in the
compulsory health insurance contribution rate (from 15% to 13%), reduction in certaiamron
contributions and entreprenewsr were given the opportunity to lower their tax base for
reinvested profit. In 2013 insufficient budget revenus causedthe compusory health
insurance contribution rate to increase again to 15%. Several reforms and other activities were
implemented in Qratia in order to strenthen the quality of public financddere the most
prominent are changes in income taxation, value added tax and the contribution system.
Moreover, significant measures were implemented to combat tax evasion such as improved
collecton of tax debts, separation of active and inactive taxpayers, the possibility of
reprogramming and prdankruptcy settlement as well as outdated debt wra# and the
prevention of salary payment with no contributions paid.

Table 3 shows the total revenugom social security contributions in the budget of the
Republic of Croatia in the period 20@811.

TABLE3

Share of SSC revenues to total revenues in periodZI3in per cent

Year 2003 2004 2005 2006 2007 2008 2009 2010 2011
Share of SSC 5670 3660 3650 3560 3430 3520 3630 3600 3610
revenues(%)

Source: Annual report of Ministry of Finance of the Republic of Croatia2P203 own calculation

In addition to taxes, revenue from SS€e the most significant category of the state budget
revenue. During the period 206311 their share in the total state budget revenue was largest
in 2003 with 3670% and lowest in 2007 with 34 %0

As the social contributions revenue trends depend on ldt®ur market trends, the yeaon-

year drop was the result of negative trends on the labour market (Annpalrt@f Ministry of
Finance, 201:37). Due to reforms aimed at creating a better entrepreneurial climate, lower
revenue from SSCs is expected pursuant to amendments to the Contributions Act decreasing
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the compulsory health insurance rate by two percentage poinfsom 15% to 13%. The
amerdment sought to ensure discharging taxes on gross costs of labour and create conditions
for new investments and an increased competitiveness of the domestic economy in the
Republic of Croatia. Amendments to the Contributions Act (OG 22/12), along witluetiom

of the health insurance rate, brought into force thRegulation on the payment of
contributions based on salary, salary income, or the monthly basis for the calculation of
contributions based on laho relations. This Regulation prevents salary pagt with no
contributions paid while simultaneously contributing to strengthening fiscal discipline and
improving collection of revenue from SSCs (Ministry of Finah&&; 201229).

<pol]* ~Tiiie v D-aluiESAE ~i6606- 03 A]S3 Zikkifon tatepmoydmehy §

v §Z § Gulv 8]}v }( 8z e VvV JVEi@UpuSl@E%iD6d-EMA%0 ]V
with regard to the form and scope of evasion of contribution payment in Croatia, people tend
to present a lower tax base, pay salaries tighustudent contracts or in cash thus enabling
employers to evade payment of tax and surtax. Some additional problems today are an
increased number of fixeterm and parttime workers and people working temporary, odd
and seasonal jobs. This significantgduces the base of pension insurance contributions
because ever more workers do not have secure jobs. Such secutemtuljobs with a
permanent contract and regular salary payments are the base for the calculation of
contributions diverted to pensions.

After a series of implemented reforms and adopted legal forms, amendments to acts in Croatia
are very frequent which enables employers to legally use the opportunity not to fully pay taxes
and contributions.Gross wage/lary is the base for insurance andying contributions for
insured persons, i.e. employees, whereby it cannot be lower than the minimum wage
determined in the Minimum Wage Act (OG 39/13) and the Minimum Wage Regulation (OG
156/12) and amounting to HRK 3,017.61 in the period fromariudry 214 to 31 December
2014, while in 2009rom 1 &nuary to 31 May it was HRK 2,727 and from 1 June to 31
December2009 HRK 2,814.08lowever, if the employee did not work the entire month (sick
leave, unpaid leave, etc.), the employer is exempt from magimimum wage, but in that case

has to calculate contributions according to the lowest monthly base amounting to HRK
2,779.35. TheOrder on the base for calculating contributions for compulsory insurance for
2014 (OG 157/13)determines the highest monthly base at HRK 47,646.00 and the highest
annual base at HRK 571,752.00.order to prevent tax avoidance Tax Administration by its
regulations determines the size of penalty regarding SSC. Therefore, the Social Security
Contrbution Act (OG 144/12) provides penalty provisions and fines for both employers and
insured persons not paying contributions. For employers the fines range from HRK 5,000.00 to
100,000.00, and for insured persons they range from HRK 5,000.00 to 50,000.00.

In addition to these results of the reform, one of the more important steps is the provision of 1
January 2014 which refers to the report on paid salaries, second income, dividends and shares
in profit as well as income from property rights, that is incoseeving as a base for tax and
surtax calculations which must be made by the payer on behalf of the tax payer. All of these
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should be reported on a singferm t unique form for tax, surtax and contributionison the
day that a certain income is paid, meéag the day that the income tax, surtax and
contributions are calculated.

Following the reform Croatia has achieved a lot through a different system of pension
contribution collection by the Tax Administration, prolonged accounting period for calculating
p vel]}ve v §Z A 0}%u v3 }( (pv % Vellv JVeuE:341).«C*S u ~ i I}

3.3 COMPARATIVE ANALYS)E PENSION CONTRIEMNS ANDSSCCOMPLIANCEN
BOSNIA ANHERZEGOVINMNDCROATIA

As a result of everything previously said, B&B& and RS to lesser extetixs high labour

tax burden where majority is taken by high S&&lculated using OECD methodology

(Arandarenko andBetcherman, 20080; Kresoand LazoviePita, 2011). This is especially a

worrying fact bearing in mind high leved$ unemployment, since high labour costs act as a

disincentivefor labour demand(Kovtun et al 2014) In Croatia 'E }A'N]% v d}u]

(201Qi7ie A& u]v « §Z § < E} §] o}vP §} PE}u% }( IUVSE] » A]3z

higher employment protectionlegislation index and higher unemployment rate (lower
U%o}Cu vs EB, Both<iuntries face similar problenfarthermore,B&H has to follow

the case of Croatia to some extent, but both countries, due to growing number of beneficiaries

have to take &®ps for further SSC reforms &ll areast health, pension, social security funds.

Aforementioned ligh tax wedge for those employed together with the fact that number of

pensioners has reached the number of those employed is troublegtaine 4. Again,there

are no indications regarding pension reform in B&H (thpékars) which furthers SSC

payments/benefitaunsustanability.

TABLEA

Pensioners/contributorsatio in B&Hand Croatia
Year FB&H RS Croatia
1988* 0.31 0.34
2002 0.73 0.78 0.77
2003 0.75 0.78 0.76
2004 0.77 0.80 0.76
2005 0.79 0.79 0.76
2006 0.81 0.80 0.75
2007 0.79 0.78 0.74
2008 0.80 0.81 0.74
2009 0.81 0.85 0.78
2010 0.84 0.93 0.84
2011 0.85 0.97 0.86

*Datafor B&Hand Croatié in 1988Statistical Yearbrook of Yugoslavi®89

Source:Pension and Disabilitifunds of RSand FB&H RS Agency of Statistidsistitute for statistics of FB&H
Statistical Yearbook of the Republic of Croatia 20&&) calculation
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From table 4we can see that pensioners/contributors ratio in B&H (FB&nd RS) has been
increasing Similar scenario happened in other transition countriésr example, in Slovenia,
according to Stanovnik (208) a rapid deterioration ofhe pensioners/contributorgratio in
1990 was 0.43 and in 1997 0.59. The consequences of this shows that flow of active population
into the shadow economy occurred simultaneously with the early exit from the labour force,
mostly through early retirement and disability pensionifgr thecase of Croatighe scenario

is similar apart from years 20808 This table also lead to the conclusion that the
pensioners/contributions ratio remained stable in Croatia in the period 2005, while it
suffered a fall in 2005Especially worrying & is that this ratio in both countries peaked in
2011.In addition, there is obviousligh correlationbetween SSE€ontributions and pension
benefitsin B&Hand Croatigtable 5) which puts dditional pressure regarding the necessity of
serious reforms in this aress well as prevention of SSC evasion

TABLES

W E-}ve } ((1 ] vsS (}E and Cedatias Jv -,

Pearson's coefficient Oldage pension  Disabilitypension Familypension
20052011 payment payment payment
RS 0.947* 0.939 0.953
FB&H 0.964 0.989 0.991
Croatia 0.884 0.972 0.912

*Correlation is significant at the 0.01 leveltézled).

Source: Central bank of B&H (SSC contributions); RS Agency for statistics, annual report 2012, fH PEhd@&
and Disability hsurancd~und Statistical Yearbook of the Republic of Croatia 204 calculation

This table5 leads us to the conclusion that in the period 268%Bl1 FB& recorded the
*SE}IVP ¢ W E-<}v[e } ((1]] VS (}JE& % ve]l}v ]v CE o .Smlas} }o
scenario is irterms of disability pension payment and family pension payment. According to
Mitchell (1997) the system is unfair if the system alldwigh privileged pensions with no
contributions paid and if paying contributions is not a precondition for exercising pension
rights. Therefore, to combat evasion of contributions it is extremely important to design
appropriate measures to be implementedédensurecompliance

Additionally, Fultz and Stanovnik (2002) indicate that there are five measures of SSC
compliance: the covered wage bill; thedgctive contribution rate; the contribution gap;
contribution debt (arrears); and/or the ratio of theovered wage bill to the actual wage bill
We will analyse the share of covered wage bill to GDFB&H and RS and Republic of Croatia
using the same methodology (Stanovnik, 2B)4The covered wage bill is the hypothetical
amount of wages that would gemnate the current amount of SSC at SSC ré&anovnik,
20045). The measure usually exceeds 50 per cent dP GDdeveloped countries (Fultz and
Stanovnik, 20042). According to Stanovnik (2008« ~ o}A A op }( 3Z }A &
does not necessdyi mean that the actual wage bill of an economy is low. It can signify low

Ju%o] v Jv §Z (JEuU o0+ S}EU + A oo - Talle Epresdntg yalkies o
of covered wage bill to GOR FB&H and RS afat the Republic of Croatia.

O

}viuG.
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TABLES
The covered wage hitl B&H and Croatiéas % of GDP)
FB&H RS
2003 324 29.3
2009 42.6 54.7
2010 43.3 58.5
Croatia

2002 40.8
2003 32.2
2012 33.4

Source: Fultz anfitanovnik(200447, 97, Statistical yearbook of the Republic of Croatia 2@i8)tral bank of B&H,
Federal statistical office, Statistical office of Republika Srpska, calclations. Years chosen based upon legal
changes in SSC in two analysed countries.

In case of FB&H and RS this ratio was 32.4 and 29.3 per cent afe§igetivelyin 2003

However in 2009 when SSC rates were lowered in both entities, the share peaked to 42.6 per

cent in FB&H and 54.7 per cent in RS. Partial explanation could be found in the fact since SSC

revenues are insufficient to cover all SSC igneaeceived, both SSC funds are directly

supplementedS Z}uPZ §Z v3§]S Witk anuinBireciXtax reform in 2006 in B&H, entities

were entitled to significantly higher (absolute) amount of revenues which they then directed

into SSC funds. In additip due to high public spending in B&H especially on public
u]Jv]e3E 3]}v }v oo P}A GEvu v3 o A o*U Vv3]8] « A E Z }u% 3]vP]

that were given out to public clerkd ¢} Z JE o [ A« E 3§ nles Sliecied }( E A

andthen ¢ %o vS }v % U 0] uJv]*3E 3$]}v[s AP « v v (]S

For the case of Croati@n 20(®, Croatian share was overstateat 40.8 per cent~ i |}A] U
200497). After the 2002 reform,SSCcontributions in 2003 amounted to 20% including
pension insurancend health insurance contributions as opposed to 2002 when the pension
insurance contributions amounted to 10.75% and the health insurance contributions were at a
9% rate. The covered wage hill (as % of GDP) therefore decreased in 2003 by 8.6 percentage
points, whereas in 2012 it increased to 3®dr centdue to the decrease in contribution rate.
Based on thisable we can conclude that both B&H aReépublic of Croatia e relatively high

values of the covered wage bill percentageof GDP.

4 SUGGESTIONSDR SUCCESSFUL PREE OISS@VOIDANCEEVASION

Croatia and B&H suffefrom a serious loss dfudget revenues as well as low efficiency of
theirs tax system because olverall tax evasion and avoidandecluding SSCFora more
efficient taxation these countries need to fight against tax evasion and avoid&®wsresion
reforms undertaken by B&H and Croatia imposed upon the system of contribution collection
quite demanding bearing in mind aforementioned circumstances

Accoding to McGillivray (20014) in combating evasion social security schemes need:
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1) the right to inspect employer records and unfettered access to ancillary information
‘M Z * V U%O}C E;* Vvl ¢SJu S U ]Jv}iu S A E SpEve s XU (
the number of employees and the wage bill can be made and compared with social
security registrations and contributions pai@onfidentiality should not be invoked in
order to conceal or abet evasion of social security contribution obligations;
2) the right to &sess and collect contributions due and unpaid and assess enforceable
penalties with social security debts having priority over other creditors, the possibility
}( 88 Zu vS u%o0}C Ee; ¢+ SeU § X

Armed with statutory authority social security organipais can take a number of steps to
enforce compliance. These steps can be that social security organiza@onstreamline
administrative procedures by simplifying contribution regulations and reporting and remitting
procedures, they can strengthen enferoent through focused and timely inspections, they
can initiate and enforce punitive but realistic administratigenalties for evasion, they can
undertake public relations campaigns to encourage compliance, report regularly to workers on
contributions pail by them and on their behalf so that workers can verify that their
contributions have been properly remitted and recorded and Bfiley and Turner (200385)
examines that contribution evasion can be reduced by changes in:
1) the incentives inherent in thdesign of social security systems
2) employer, worker andjovernmental attitude toward compliance
3) administrative procedures that improve the efficiency of contribution collection by
government or reduce the cost to workers and employers of compliance and
4) macroeconomic policies that maintain low inflation and provide for low unemployment
with stable growth.

JE JvP &} D -h|E-A]E :~¥iiT*"8Z E o puE (JE E p]JvP 8§ £ A
address the cause greyeconomy rather than prevent its neghfA  }ve <p v X _ ~Ju]Jo E 3§}
Baley and Turner (2001), authorafmann and Kaliberda (1996) also examined and agreed

that the factors influencig the decision to enter the gyezone are the relationship between

political repression and freedom, the legsystem and the institutional law enforcement
mechanism, the degree of administrative control, the official tax burden (taxes, double
taxation, constant changes of the tax system) as well as macroeconomic instability and a
disrupted payment system.

The reaons why contributions are not paid in the Republic of Croatia are incomplete laws and
their frequent amendmentsin B&H, lack of institutional framework together with legal
possiblities to avoid/evade paying SSC and generally low tax/SSC morale aneasains for

SSC evasion. i 1}A] ~1339) for the case of Croatia, which catsobe applied in B&H
considers that measures needed for improvement are the following: review of legal provisions,
systematic and decisive stop to the practice of allowingeptions or exemptions from
contribution payment, more modern and efficient collection of contributions and better record
keeping for payment amounts and delays in payment as well as paid pensions, assessment of
contribution burden and possible changes tiee pension amount, improvement of the
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statistical supervision of the pension system, punitive measures discouragingayorent

and enacting penalties on contribution evaders. Although Croatia has done much to improve
the system of social security corttitions and pensions, better efficiency can be ensured only
by fully implementing those measures.

5 CONCLUSION

Most economic literature generally defines problems related to tax avoidance and evasion but

not social security contributiongvasion of sociaecurity cofributions is generally illegal in

B&H and CroatiaBoth analysed countries come from the same background, former Yugoslav

social security contributions systen@oncerning tax avoidance and evasion, Yugoslav SSC

system was organised in such mmer there were little or no motives to avoid/evade paying

AN X W CJVP A" A e Uu%O0}C E+[ } 0]P 8]}v Vv  }u% V] e o}vP 5}
later employees. After dissolution of Yugoslavia, this system was abandoned in every country

and transferred ® commercial banks. It opened a space for significant social security
contribution evasion.

In theory it is known that SSC evasion occurs in two cases: when income is being
underreported and when income is not registered, i.e. it has been earned in shacmvomy.

Nv “[* (]* 0 %}0] C Z e« P}v SZE}UPZ vpu E }( % ES] o E (}c
years, so did SSC system. However, SSC system did not go through systematic reform especially

in terms of threepillar pension contributions systerhhence cirrent Bismarckian type éSSC

system of theRepublic of Croatia. SSC together with all direct téxesirrently under entities

supervisionin B&H, while in Croatia SSC is under supervision of Tax Administration.

If we compare pensioners/contributorgatio in B&H and Croatia we can conclude that
pensioners/contributors ratio has been increasing since 20®2ddition, there is also a high

correlation between SSC and pensions in B&H and Croatia which puts another pressure
regarding the necessity of geus reforms in thisarea) X X ]Jv &} §] ~& H iUdb6s v ]v
0,95).In this paper we also analy#iee share of covered wage bill to GDP in FB&H and RS and
Republic of Croatia using the same methodolagy(Stanovnik, 2004). In caseFB&H and RS

this ratio was 32.4 and 29.3 per cent of GDP in 200ivin Croatia was 32.2.

Croatia and B&H suffer from a serious loss of budget revenuesgkhsas low efficiency of
their tax system because of overall tax evasion and avoidance including SSC. dwve itheir
efficiency both countgs, especially social security fundan streamline administrative
procedures by simplifying contribution regulations and reporting and remitting procedares
employer. Social securitjunds in both countriesalso need to strengthen enforcement
through focused and timely inspectionshich must be fair and transparent and take
rigorouspenalties for evasioor employer who does not paying SSC for his workers. Except
that governments of both countries can undereakublic relations campaigns to encourage
compliance and make it more transparewt citizens Governments of both countries need to
improve legal regulationswith certain stability regarding social secity contributions,
especially pension funds.
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LEGISLATIVE PROPOBBR CONTROLLED FGREI
COMPANIES REGIMEHERILAND FROM AN INTERNONAL
PERSPECTIVE
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ABSTRACT

Tackling corporate profit shifting requires appropriate aubidance measured his article
reviews one of these measures, namely controlled foreign coes@orporatiors) regime. |t

was implemented in many countries all over the waaltd in some of these countries even as
early as inthe 1960ties. The need of its introduction has also been expressednany
occasiondyy Polish legislatoThe articleés composed of three sectiankhe first points out the
reasonsfor implementation of the analyzed regime. The second describes the controlled
foreign corporation legislation in the USA and selected European Union Member Sleges.
last section is devotkto a bill on taxing controlled foreignompaniesn Poland.

Kewwords:controlled foreign companyax avoidance, Poland

1 INTRODUCTION

Corporateincometax avoidance is a common phenomenon all over the whrdsually takes
the form of profit shiftingbetween companie®peratingin countriesimposing relatively high
corporate income tax rateand those located itax havens andauses an immense loss of tax
revenue With the spread of multinationatompanies counteractingthis phenomenonis
becoming a more and more burning issiee public administrationof the former transition
economies

Among the antavoidance measures applied by different countries the controlled foreign
company (corporation)egislationis consideredio be one of the most popular and most
effective The CFC regulations empowaecountry to impose taxation on income derived by
foreign entities controlled byesident taxpayers (usually corporations but in some countries
also individuals)They are intended to countéax avoidance by discouraging migration of the
passive income to the neresident companies. Adoption of suchegulations was
recommended by # K ]v 18+ darfédl & @mpetitiont An Emerging Globatsue

in 1998 They are also included in the draft of tH@irective on a Common Consolidated
Corporate Tax Baggoposed by the European Commission.

Controlled foreign companies regime, fieghpliedin the United States®ias been implemented
in many OECDcountriesand sich European Union Membettefes as for example France,
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Germany ltaly or United KingdonSince 1 January 20X15-C rules are also going to be a part
of the Polish tax legislatiorAccording to the new regulations taxpayen® obliged to declare

in their yearly tax returnghe income of the foreign companies controllbgl them which have
their registered officeor principal place of management in certain tax havemsother
statutory defined territories This income will beinder certain conditions subject to personal
income or corporate income taxation.

The basic aim of this article is to evaluate tegislative proposal for CFC regimePoland.To

achieve this objectiveéhe article overviewsCFQregulationsalready in place ithe USA and
selectedEuropean UnioMember StatesMoreover, it addressesnotives behind theproposal

for the implementation of CFCrulesin Poland andprovidesargumentsboth in favaur and

againsttheir adoption.

2 RAISON D d ZOFCONTROLLED FOREIGNBANIES REGULATIONS

Preferential taxation offered by tax havens contributes to significant decrease in public
revenuein countries imposing high effective income tax rates. This decreasefiueis the
result of tax avoidanceschenes involving the shifting of profit between capitakrelated
companiedocated in different tax jurisdictions. The shiftingpwbfit is also accompanied by its
retention in tax havens.

In spite of numerous attempts made to estimate the scaletho$ revenue lossit is not
precisely known. Many of these estimations concern tax avoidance strategies of American
enterprises. One of thauthorsanalysinghe discussed issue is J. G. Gravelle. Iputification

he gives an insight into the potential magunie of the revenue loss due to profit shifting and
points outfor examplethat eliminating this phenomenon would make it possible to lower the
maximum rate of the corporate income tax in the USA from 35% to @8¥ould feed the
American budget with an atitional revenueof about 14 billion USD a year (2013, p. 17).

Thereviewof publications devoted to the problem pfofit shifting to tax havens is included in

the 2013 study of the OECBddressing Base Erosiqn,61-67). The study refers to analyses
applying different methods and using different data sources in order to assess the scale of the
phenomenon, including the analyses taking into account the differences in effective tax rates
imposed on internationaénterprises in particular jurisdictions or statistical data coming from
tax returns. For example, the research conducted byGlitezens of Tax Justigecooperation

from the Institute on Taxation and Economic Polioythe USA in 280 large American
enterprises chosen from theFortune 500list shows that the effective tax rate rfahese
enterprises in 2002010was only 18.5% (Mclintyre et al, 2031

More insight into the scale ahis phenomenonmmay come also from the analysi foreign
direct investmenm in tax havens andoreign directinvestmentlocated by residents of tax
havens. The aforementioned study of the OECD includes information that the sHareigh
direct investmentreceived bythree jurisdictions regarded as tax havehBarbados, Bermuda
and the British Virgin Islandsin the total value offoreign direct investmentin 2010 was
higher than in the case of Germany Japan A similar situation was reported with respect to
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foreign direct invesment coming from these jurisdictions. The British Virgin Islands were
second in the ranking of the greatest investors in China, after Hong Kong and before the USA.
Bermuda ranked third, as one of the largest investors in Chile, and Maurithked firstt as

the leading investor in IndiaAfldressing Base Erosign,17). Hence, it appears interesting to

ask if the phenomenon gdrofit shifting to tax havens concerns also Polish enterprises and if it
does tto what extent?

The data publishetby the Ministry of the Economy of the Republic of Poland show that the
most foreign direct investmentome to Poland from the Bmber Sates of the European
Union ( 1%} E v] ]JVvA «3C i | PE yPROMI2)A In\2PoAR012 the most
important investors in Poland wereesidentsfrom Germany, France, Italy and Sweden. Polish
foreign direct investment were Iso located mostly in other EU Membetates (Polskie
inwestycije 1% }'@E v] | RWE41Z). However, the geographic structure of the
location of the Polish foreign direct investments is different. In 2012, Polish enterprises
invested the most in the &therlands, France and Cyprualfte 1). In 2002011, other popular
investment locations for Polish enterprises were also SwitzerlandLamx@émburg. In 2012,
however, much of the Polish capital was withdrawn from these two countries: 647.1 million

euro and 715.7 million euro respectively.

TABLEL
Polish foreign direct investmein selected countries in 2012

Foreign direcinvestment

Country (in millions of euro)
Netherlands 574.2
France 329.3
Cyprus 296.9
Germany 223.7
USA 221.7
Hungary 206.9
Norway 161.1
Russia 149.2
Austria 137.9
Belgium 123.8

AMUE W ~Wloel] JvA «3C i viwdh®. v] 1 PE

A significantpart of the Polish capital invested in Switzerland, Luxemburg and Cyprus were
cash flowsPRrojekt z dnia 30 kwietnia 2013 201313). Some large Polish enterprises operate
within holdings, whose companies are registered in these countries. Accordirg tBdlish
National Bank (NBP), in 2011, passive income of enterprises from the investments in
Luxemburg, Switzerland and Cypergualed300.3 million euro, 116.8 million euro and 410.5
million euro respectively. In the case of Switzerland, Luxemburg, ¢tieeNands and Belgium,

it is difficult to talk about Polish foreign investment in the traditional sense, i.e. involving, for
example, takeovers of foreign enterprises or purchase of a significant number of shares.
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Companies registered in these countrigssdst resources also in other jurisdictions, but
statistics are limited to the record of the first transaction only, ignoring the issues of the target
location of the investment. The high position of Cyprus in the ranking of countries most often
chosen byPolish investors is due to good conditions for businesses which this country offers to
foreign investors, mostly in the form of preferential tax conditions. Foreign entities investing in
Cyprus often locate there only the registered offices of holding congs.

The scale of the phenomenon of shiftipgpfit to tax havens and retaininig there dependgo
some extenton the tax residence law of a given country and the applied methods of avoiding
double taxation of foreign income. In Poland, the Personabrime Tax Act and the Corporate
Income Tax Act bring legal distinction between the unlimited and limited tax liatilgaya z
dnia 26 lipca 1991 rUstawa z dnia 15 lutego 1992.rPursuant to Article 3 of the first of
these acts, natural persons, ifigy are residents on the Polish territory, are subject to tax
liability on the total of their income, regardless of the location of the sourceisfifbome At
the same time, a resident on the Polish territory is defined as a natural pdnsdividual)
meeting one of the following conditions:

having the centre of his/her personal or economic interest (the centre of vital interests)

on the territory of the Republic of Polanolr

having been residing on the territory of the Republic of Poland for more &8 days

in a fiscal year.

At the same time, natural persons who are not domiciled in Poland, are subject to the tax
liability only on income generated on the Polish territory.

Relevant regulations concerning legal persons are included in Articléh@ éict on Corporate
Income Tax, according to which taxpayers who have the registered office or the management
board on the territory of Poland, are subject to tax liability on the total of their income,
regardless where it comes from. At the same timeptyers who do not meet this condition

are subject to tax liability only on income earned on the territory of Poland.

Most countries, including Poland, apply the territorial principle which is conducive to the
phenomenon of retaining income in tax havegisolution of Territorialpnline). The territorial
principle means that a subsidiary located in a different country than its shareholder (whether a
natural or a legal person) is treated as a wesident in the country of location of this
shareholder, theconsequence of which is a deferral of the payment of tax on the profit earned
by this subsidiary. The profit of the subsidiary is taxed in the country of tax residence of the
shareholder only if it is paid in the form of a dividend @omes fromthe saleof the

‘M ] ] EC[e <+ Se p S} [Se o]cpu] S]}vX

The institution of controlled foreignompanyis a breach of this territorial principle. It makes it
possible to tax income earned in tax havens, also when it is not distributed in the form of
dividends. Terefore, the CFC is an important instrument to limit the scale of tax avoidance.
Theproposalto introduce the CFC in Poland is just one of many measures which over the last
years have been taken by the Ministry of Finance in order to counteract theoaro$ithe tax

base in income taxes. Other measures includer alia the modification of double taxation
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agreements (for example, the removal of the tax sparing clause in the agreements with Cyprus,
Luxemburg, the Czech Republic, Malta, Singapore, Malayshe adjustment of agreements

with Switzerland, Canada, and Austria to the current OECD standard). Moreover, the Ministry
of Finance is considering the introduction thfe General Anti-Abuse Rule GAAR (from 1
January2015).

The implementation of the institution of controlled foreigcompany may contribute to
increasing publigevenuethrough limiting the scale of tax avoidance. However, it must be
noted thatanti-avoidanceregulations are taken into accouby investorsvhenassessing the
investment climateof a given country. This means that the implementation of the CFC may
lower the relativeattractivenessf Poland for foreign investors

3 CONTROLLEBOREIGN COMPANY TAMMN ANALYSIS OF LEGISOATIN THRJSA

AND SELECTEDROPEANNION MEMBER STATES
The institution of controlled foreigrcompanyis very common. So far, it has not been
introduced only by such countries as: Belgium, Bulgaria, Chile, Colombia, Croatia, Cyprus,
Czech Republic, Ecuador, Gibraltar, Hong Kong, India, Ireland, Luxembourg, Malaysia,
Mauritius, Philippines, Poland, RomanRussia, Saudi Arabia, Singapore, Slovakia, Switzerland,
Taiwan, Thailand, Ukraine, Vietna@ujde to Controlled Foreign Compa@p1471). Some
countries use instruments to counteract tax avoidance other than the CFC, whmhever t
also make it posble to impose taxes on some categories of income earned by companies
related to domestic entities but located in tax havens. Among these countries there are:
Austria, Latvia, Malta, the Netherlands and Slovenia.

In the countries which implemented the disged institution there are significant differences

with respect to basic elements of its construction, including: the definition of control, the
category of the income subject to taxation or tax exemptions. In most countries, the income of

a controlled foeigncompanyis added only to the income of legal persons. In some, however,
for example in Germany, Sweden or the USA, the income of CFCs is ascribed also to
appropriateindividualsand is taxed in their countries of residence.

In the relevant literature, there are two CFC concepthe one which takes into account the
category ofincome of thecompanyand the one which takes into accoutite scope ofits
activity (Lang et al, 2004, p. 137). In the case of the first one, dhkkddansactional approach,
only passivesources ofincomeare subject to taxation, the list of which includes for example:
dividends, interests on loans or license fees. In the case of the dtttex entity approacht

the institution of the CFC refers &pecific entities, usually running economic activities in the
scope defined by the tax law

In most countries, the institution of controlled foreigmmpanyrefers to all entities and tax is
imposed on income regardless of its source. The exceptiongdgichungary, Spain, Germany
v §8Z h™ X /v SZ e+ }JuvSE] U 8§ &£ ] JuX%e}es }V *% ](] S PIE] -
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TABLE2

The dates of the introduction of CFC regulations in selected countries
Country Date of entry
United States 1962
CanadaGermany 1972
Japan 1978
France 1980
United Kingdom 1984
New Zealand 1988
Australia, Norway, Sweden 1990
Denmark, Finland, Indonesia, Portugal, Spain 1995
Hungary, Mexico, South Africa, South Korea 1997
Argentina 1999
Estonia, Italy, Israeljthuania 2000

Source: (Arnold, Mcintyre, 2082).

A number of countries have developed lists of tax havens or countries using harmful tax
competition and taxed the income of controlled foreign companies if they are located in the
listed jurisdictionst this approach is called locational approgghiller and Oats, 200277). As
part of this concept, in some countries the institution of controlled foreign company refers
only to the shareholders of companies located in jurisdictions offering preferential ta
conditions, which is called thdesignatedjurisdiction approachRusso, 200213). In other

}uvsE] .U S§Z & E&uo « E %0 %o O | }voC ]( 8§z (( 8]A 8§ £ E :
residence, imposed on the income of this company, is lower tharetfeetive tax rate of an

V 0}P}ue }u% vC Jv §Z }uvSEC }( €& ] v }(teHichiju8ledC[e ¢Z E
the effectivetax-rate approach Most of the countries which implemented the institution of
controlled foreign company introduced the dirof these solutions. The regulations existing in
these countries usually specify what provisions of the tax law are regarded as preferential.
Among the exceptions are Denmark, France, Spain, Germany and the USA, where the
institution of CFC is applied gardless of the country of location of controlled foreign
company.

The institution of controlled foreign corporation was first introducedtbg United States of
America (&ble 2). The relevant regulations are included in Subpart F (section8&&lof he
Internal RevenueCode(online). A foreign company is regarded as controlled by American
*Z E Z}o &« J( SZ espu }( SZ]E JE S }E JV]E S «Z & « ]Jv §Z
rights, on any day of a fiscal year, exceeds 50%. When the sum of these shares is calculated,
only theseUSshareholdersare taken into accounivhose direct or indirect share in the voting
rights of the corporation is not less than 10%. At the same time, the share must exweted
thresholds for the period of minimum 30 days in a fiscal year. Statyspecified categories of

& [« ]v }u E §} §Z }u 8] Jv lu }( 8Z § A#seC E Vv S§Z
categories include:
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statutory definedinsurance income,

foreign base company income, which covdoseign personal holding company income
(inter alia: interests, dividends, rentgpyalties gains and notional principal contract
income); foreign base company sales income; foreign base company services income;
foreign basecompany oil related income

income from countries subject to international boycotts,

illegal bribes, kickbacks, or other payments unlawful under Bweign Corrupt
Practices Actonline)

income from countries where the U.S. has severed diplomatic relations.

The law envisages a humber of exemptions from taxation. These concern, for exBretm

base company income or insurance incqiifiés amount is lower than 5% of the total income

or than 1 million USde minimisrule). At the same time, if this sunonstitutes more than

019 }( & [* JvIiu U 8Z % E&S }( $Z S}S o ]Jvi}iu }( 8Z }ER}E 3§
shareholder must be declared and taxed in the Wfsh-inclusion rule) Another example of

the income exempt from taxation is the one in theseaf which the effective tax rate imposed

in the country of residence of the CFC equals over 90% of the maxaoorarateincometax

rate in USA Also, some categories of income of a forejgersonal holding company are

exempt from taxation.

The German CE rules follow closely the US regulatiofeters, 20126). In Germany, the
provisions }v Ev]vP }v8E&}oo (}JE& JPv }u% v] » €& 1]v opu ]Jv ES
Foreign Tax Act p~ ve3§ p C éhlines Pursuant to the content of this Act, the discussed
institution is applicable in the following cases:
taxpayers (natural and legal persons) subject to unlimited tax liability, having at least
50% of direct or indirect shares in the capital or voting rigtita foreign company, or
taxpayers (natural or legal persons) subject to unlimited tax liability, having direct or
indirect shares in the capital or voting rights of a foreign company in the amount of at
least 1%, if the company runs a statutory specifiguiancial activity, including
management of some assets.

The conditions are considered met also if the taxpayer is a partner in a partnership which is a
partner in another partnership, if the latter owns shares in the capital or voting rights of a
foreign company in the aforementioned amounts. Taxpayers owning shares in a controlled
foreign corporation are obliged to pay tax on the passive income of the company, if in the
}u% vC[e }UVSEC }( €& ] v S8Z]e ]Jv }u ] 8§ £ han 26%.(( S]A § A
TheForeign Tax Achentions ten categories of income which are regarded as active and these
are not added to the income of a taxpayer. Among them areome derived fronmagriculture
and forestry,exploitation of natural resourcesenergy generabn, manufacturing of goods,
trading and services, banking, insuraneasing of certain movable anchmovable assets and
licensing

In France, the institution of CFC is defined in Article 209 Bie General Tax Codg€ode
P v E o -« puliaef &m@nterprise is regarded as a CFC if an entity subject to corporate
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income tax owns directly or indirectly more than 50% shares in the capital or voting rights of
this enterprise An antiabuse provision reduces this threshold to 5% for each directdiract
French shareholder when more than 50% of the shares in the foreign entity are owned by
other French entities or entities that are considered nominees of the French shareholder
(Guide to Controlled Foreign Compard01420). The income of a CFC idded to other

]Jv }u }( $Z]e vsS]SCU ]( §Z (( 8]JA Jviu &8 £ E 5§ v 8z & [+ }
least 50% lower than the effective income tax rate in France. Moreover, these regulations are
only applied, if the income of a foreigompanyis not earned from industrial or commercial
activity run in the jurisdiction where it is located. There are, however, exceptions to this rule.
This exemption does not apply to companies which run an industrial or commercial activity in
the jurisdiction wherehey are located, butt at the same timet earn more than 20% of their
income from financial activity or from the trading of intangible assets. If a company presents
the tax authorities with the evidence that it is not located on a foreign territory ooitytdix
reasons, its income may be exempt from tax in France.

In the United Kingdomthe CFC institution is applied when enterprises having registered
offices in this country control a foreigtompany i.e. own direct or indirect shares in its capital
JE A}S]vP E]PZ3e Jv §Z ulpvs ep((] 1 vs 8} Uhe definiiich of Ju% vC[e ]
control alsoincludes 40% ownership if no otheon-UK residenthas a 55% interest in the
corporation Harris, »13119). Since 1 January 2013 the country has had new rules for the
taxation of controlled foreigrompany The current egulationsfor CFCs are contained in Part
9A, Taxation (Internationabnd Other Provisions) A@010 (Controlled Foreign Companjes
online). The changes concern especially the scope of taxable income of a CFC; it is specified
with the use oftheso oo ~P § A C § 8 U AZ] Z v o+ 38} § CEulv ]( v
which income of a given CFC thfit shifting to another countnfor tax reasons has taken
%0 X dZ P 8 A C & 3 }Jve]eSprdPSAA © 8 vE*Wvrru Jv P § AC 3§ 3
The firsttest enablescompaniesto answer the questiorwhether or not the specificparts of
main gateway test require consideration. The second consistivefparts related to the
following profit categories:
profits attributable to UK significant people functigns
non trading finance profits,
trading finance profits,
profit from captiveinsurance business,
profit that is within the scope of the CFC charge because the CFC is the subject of a solo
consolidation waiver, or because there are arrangements that have broadly equivalent
regulatory effect.

Taxation is imposed only on proffaling into one of these categories.

The legislator allowed for numerous exemptions. They apply mostly to controlled foreign
companies located in some tax jurisdictions, if the profits of these CFCs do not exceed the
amount of 500000 GBP and the incomeoim the activity other than commercial does not
exceed the amount of 5000 GBP, to CFCs meeting certain requirements and providing financial
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services within capital groups or to newly founded CFCs in the period of 12 months from the date
of their classitiation as CFCs. Moreover, the income of a CFC is exempt frgrotécted that

the tax it pays in its country of residence equals at 1§&s8t of the tax which it would have to

pay, if it was a resident of the United Kingdom.

4 TAXATION OEONTROLLED FORE@MMPANIES IROLAND OVERVIEW OF THE BILL
PROVISIONS
Pursuant to the provisions of the bill sent to the lower chamber of the Polish Parlig®ejm)
on April 14, 2014controlled foreigncompanyis defined as a company with the registered
office or the management board on a territory or in a country using harmful tax competition or
on the territory of any foreign country, if Poland (or the European Union) has no international
agreement with it @ particular, a double taxation agreement) on the basis of which it is
possible to obtain tax information from this countfiyrojekt ustawy o zmianie ustaw3014)
A CFC is also any foreigpmpanyin the case of which the following conditions are joimtigt:
for the period of minimum 30 days incessantly, the taxpayer owns, directly or
indirectly, at least 25% of shares in the capital or 25% of the voting rights in the control
or decisioamaking organs, or 25% of the shares involving the right to paatieiin
profits,
at least 50% of theampany[ revenuesearned in a fiscal year comes from passive
sources ofrevenue i.e. dividends and othencomefrom shares in profits, from the
sale of shares (stock), debts, interests and proceeds from loans, tkepmsil
guarantees, as well as from copyrights, industrial property rights, including the sale of
these rights and the execution of rights from financial instruments,
at least one type oS Z  } u %o pa§sivencomeis subject to taxation in the country
where the company has its registered office or management board with the income tax
rate lower than minimum 25% of the rate existing in Poland, or if cbmpanyis
£ u%sS }E A o (E}u Jv }u 8§ &£ v 8§Z]+ }ipcod@&EEL U pvo ¢ §
subject b exemption from tax in the country where the company has its registered
office or management bad under the provisions of th®irective on the Common
Taxation System Applicable to Parent Companies and SubsidiariéteienD Member
States

The legislator assumed that the taxable income is the income earned by a company
proportionally attributable to the period in which the company has had the CFC status, in such

share which corresponds with the shares owned by its Polish shareholder (the taxpage

involving the right to participate in profits, after dedudagirthe dividend obtained by the

taxpayer and the amounts earned from the sale of shares in the CFC. If the obtained dividends

or the amounts earned from the sale of the shares aredetuctal in the fiscal year in which

they are obtained, theyshouldbe deducted fromn $Z & E% C E[e v }Ju ]Jv }ve u3JA
fiscal years. If it is impossible to determine the share of the taxpayer in the profits of a CFC, in
order to add the appropriateéde ES }( $Z }Iu% vC[e ]Jv }u 8} §Z ]Jv }u }( §Z 5§
share in the capital or the voting rights should be taken into account.



M. M. HYBKALEGISLATIVE PROPOS2R CONTROLLED FGREIOMPANIES REGIMBOLAND FROM AN INTBRMONAL PERSPECTIV

The income of a CFC is defined as the surplus of the sum of revenues over the costs of

obtaining them(businessxpensa). Most of this income is determined as of the date being

§Z

0SS C }(SZ & J[*(]* oC EX/(S8SZ & Z v} *% ](]
the period of consecutive 12 months, it is assumed that the fiscal year of the CFC is the same
asthe fiscal year of the taxpayer. Other than in the case of domestic entities, a CFC may not

deduct from its incoméosses incurreéh previous years.

Special regulations are envisaged for the situation when the share of the taxpayer in the
controlled foragn companyis indirect. In that case, the share of the taxpayer in the CFC is
reduced by the share owned in this CFC by a subsidiary, if the subsidiarytadidedax basis

the income of this CFC basing on the regulations on the CFC existing in tiwy dowwvhich

the subsidiary is subject to taxation.

The bill includes also exemptions from the taxation of CFCs if the following conditions are met:

the CFC runs a real business activity on the territdrg country which is not an EU
Member or does not élong to the European Economic Area, in which it is subject to
taxation on the entirety of its income and the income does not excké@® of the
revenuesearned from the real business activity. This exemption is to be applied only if
there is a legal basi®r obtaining tax information from the tax authorities of the
country in which the foreign controlled company is subject to taxation on the entirety
of its income, or

the CFC subject to taxation on thatieety of its income in an EU Membetag& or a
country belonging to the European Economic Area runs in this country a real business
activity, or

in a fiscal yearthe revenues of the CFC do not exceed the amount equalbe@®00
euro, converted into the Polish currency at the average exghaate published by the

National Bank of Poland (NBP), valid on the last day of the fiscal year preceding a given

fiscal year.

The Legislator proposed conditions the meeting of which may be sufficient evidence that a
company conducts a real business wityi and should be entitled to the aforementioned
exemption. The conditions include in particular:

the performing by the company in the jurisdiction in which it is registered actual
activities related to the conducted business activity and the fact thatdompany has

at its disposal equipped premises and qualified personnel,

the company does not create structures which are not justified from the business
perspective,

8Z % E}%}ES]}v 0]15C SA v 8Z « }% }( 35Z }u% VCJe
pr ule [ v 8Z % &Ee<}vv oU

the concluding of agreements which correspotd the economic reality, are
economically justified and not obviously in contrast with the general business interests
of the company,

(I« o

S1A]S
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the independent performance by the company ofslmbusiness functions, using its
own resources, including resident managers.

The income of a CFC is added to the income of the taxpayer and is taxed with an appropriate
corporate or personal income tax rate. In the case of the first of these, the apptepate is
19%. In the case of the personal income tax, the mgdbx rates are presented ialile 3.

TABLE3
The personal income tax rates in Poland in 2014
Taxable income Tax rate
Over Up to
S 85,528 PLN 18%minus personal allowance
(20417.28 EUR) 556.02 PLN (132.73 EUR)
14839.02 PLN3(542.38 EUR)
85528PLN > + 32%if the surplus over 8528 PLN

(20,417.28 EUR) (20417.28 EUR)

Average euro exchange rate as of 22.04.2014 published by NBP (1 EUR = 4.189 PLN)
Source: Jstawa z dnia 26 lipca 1991 r., a2@).

In the light of the scheduled legal changes, earning income from shares in controlled foreign
companies will involve a number ofécord keeping requirementsTaxpayers are obliged to
keep a register of companies in which they own shares. The register is to include information
enabling to determine the income of a given company. On request of the tax authorities the
taxpayer must provide them with insight intihe register, within 7 days from the date of
receipt of the request. Should the taxpayer fail to make the register available to the tax
MSZ}E]S] *U 82 us8Z}E]8] » AlJoo Jv % v v30oC <3Ju s §Z ulpvs
By the end of the ninth mgsz }( sz ¢ & ( oo]JvP (8§ & §Z & [+ (]* o C C
owning shares in the company are required to submit evidence of the amount of the
Ju% vC[e Jv }u X C 8§Z]e SJu U §Z C *Z}po o0} % C SZ u}pvs }( §Z

5 CONCLUSION
The implementabn of the CFC regimesquires precise determination of the circumstances in
whichit isapplied. Ast is used in many countries, the Polish legislator does not hadegmn
national legislationfollowing only the American examplélthough, it must beemphasized
that it is the American institution of controlled foreigrorporation which has the longest
history and was th@rototype on which other countries which implemented the CFC modelled
their regulations, including many countries of the EuropeanolniThe Polish legislator
suggested the combination of two existing approaches. The CFC regulations are to apply not
only to shareholders of companies located in countries which use harmful tax competition, the
list of which will be attached to the propodect, but also to shareholders of companies which
have their registered offices or management boards in the country in which at least one of the
Ju% VC[e % *<]A Jv Iu ]« 8 &£ A]8Z 87 Jviu § £ E § <]Pv](]
residence country fothe shareholder.
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The institution of controlled foreignompaniegroposed by the Polish legislator is with many
respects different from the regulations existing in such countries as the USA, Germany, France
or Great Britain. The legislator envisagedowdr threshold for the level of control of the
company by a Polish shareholder than it is the case in the aforementioned countries.
Moreover, other than, for example, in the USA or Germany, all the income of the corporation
is to be taxedt not only the pasive one. Also, the gpe of exemptions from tax farontrolled
foreigncompanieds clearly more limited than in the case of the USA and Great Britain.

The draft of the Polish bill has been subject to public consultation, which exposed some of its
weaknesses. One of them is shifting onto the taxpayer the burden of proof with respect to the
circumstances entitling to exemption from tax. Moreover, it has been emphasized that the act
may significantly limit the freedom of running a business actmityn international scaleThe
provisions obliging the taxpayer to verify the share of passigemein the totalincomeof a

CFC and analyse the level of the tax rate imposed on each category of passive income earned
by a CFC is regarded as too complicatemblution, which will result in imposing on taxpayers
excessiveomplianceburden.
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CANTHE EFFICIENCYTBIECROATIAN TAX AUTHORIIBE
IMPROVER

MIHAELA Z K E,/INSTITUTE GRBLICANANCEZAGREB
VIEKOSLAB Z d/INSTITUTE GRBLIGANANCEZAGREB

JEICLASSIFICATIOHNL1, H83

ABSTRACT

The goals of this article were to determine whether the efficiency of tax authorities in Croatia
improved in the period997-2012 and to identify how the efficiency can be improved in the
future. We argue that the admistrative costs of taxation in Croatiasa percentageof GDP
decreasedslightly during the pastfifteen yearsbut the costs in Croatieemainabove average

for EU countriesSincen the analysedperiod expenses for telephone, mail and transportation
services were high in absolute terms, dhd steepest growth has been in IT expenses, leases
and rentals and intellectual and personal servicggecial attention should be given to
analysingand reducinghesecosts The main problem related to the resela of administrative
costs in the longer perioih Croatiais lack of relevantiata, soCroatian tax authorities should
collectmore dataand releaset to the public

Key words: administrative costs, taxation, Croatia

1 INTRODUCTION AND IRFFURREVIEW

Theprocess of collectingaxes is far from codtee. Indeed,the processnvolves certaircosts
that the literature typically dividesinto administrativecosts (A€ and complianceosts (C§
(see, for exampleSandford, Godwin and Hardwick989) This paper focuses on $G@vhich
include publicsector costsrelated to the enforcement (administration of existing tax
legislation, including proposals for chamsgéo that legislationthat are proposed bythe
relevant public revenue collection authoriti€¢tor more information, see Sanford, 1995 and
19953 and Sandford,Godwin and Hardwick19893). A practical definition of AG is also
provided in Allers (19933), which describe\G as publicsector coss thateither would not
exist in the absence of a tax or would disappear if a particular tax amvkshed

There has been widespread research into this topirldwide.* Based oran analysis 0f60
studies m AG and CGsince 1980Evans (2003¢oncludes that in countrieehere AG have
been explored, the costsrarely exceed 1% of thtax revenuesthat are collected by the
administration ACsimpos a smaller burden(in both absolute and relative term®n the
public sector thando CG (for more details, see Evans, 2002). The most prominent
organisation that explores ACsis the Organisation for Economic @peration and

L For example, se&andford, Godwin and Hardwick (1989); Sandford (1995); Evans, Pope and Ha$26iine
Lignier and Evans (2012); and OECD (2004, 2006, 2009, 2011 and 2013).
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Development QECI} which has released five publications with internationally comparable
data onthe tax systems and taadministrations of 52 countries.¢., all of the OECDEUand
G20countrieg (OECD2004, 206, 20M®, 2011 and2013. According to the most recent OECD
publication (2013), thereare stark differences in A@-GDP ratis among the observed
countries during the period 20042011; but still in onethird of those countries the ratio
ranged between 0.1% and 0.284 A relatively low share of A the GDP (below 0.12%8
primarily observed in countries with low tax burdeandin countrieswhere major taxesare
not alwaysadministeredby the national governmentg.g.,Chile, Estonia, Mexico arnide USA).
A continuous downward trend in this ratits observed in a smalhumber of countries
includingAustralia, Denmdx;, France, Lithuania, Malaysia, Mexitioe Netherlands, Norway,
Russia anthe UK but no explanatioris offered as tathe cause of this phenomenon

In Croatiathe issueof AG was first explored by Ott and Bajo (200@&ho foundthat in the
five-year period between 1995 and 1999, sA&tcounted forapproximately (65% of GDP
given thedr size these costdeft substantialroom for savingsThe authorsemphassed the
importance ofdetermining the AGs for each type of taxhowever, they arguedhat this
determination was impossible because there was mexord of AG by type of taxand the
allocation ofoverheads (general costg) individualtax types pose *% ] 0 % E} o uX

v W] E A] ~17iide (3pontindedl  account foan average 00D.55% of GDP
duringthe period1997-2001, but the accuracy and relevance thfe data (which were difficult
to accessposes a serious challenge for researth.o 1] ~) shéwedthat the total taxation
costs in Croatia accounted for 3.13% of GDP frone 2001 to June 2002, of which $#&hd
CG accounted for 0.47% and 2.66% of GB#pectively.More recently, E &hd aJu}A]
(2010 analyse the cost eftctivenesof tax administration in Croatiduring the period 2000
2007 in comparison with  OECD member countries, concluding th@E} $] Tax
Administration (TA) belongs to the group of averaggficient tax administratios, but that
}JA E ooU t@&} t&} quthorities including the TA Customs AdministratiofCA)and
Financial Policé&P)representthe worst performance.

The god of this articlewere to determinewhether the effciencyof tax authorities in Croatia
improved in the periodl9972012 andto identify howthe efficiencycan be improvedn the
future. We argue that therimary problem isa lack ofrelevantinformation for examiningAG

in Croatia overa longer period of timeAs a percentage of GDmettotal AG of taxation in
Croatiahas fallen slightly over the past fifteen years butremairs above theaverage forEU
member states The OECD (201B78) indicates that the efficiency/effectiveness of tax
authorities isusuallyassessedis the Zostto-collection[ratio (calculated as the percentage
share of A€in the revenuesthat are collectedby } u v § @Cadministratior). Assuming
other variables remain constant,decline in this indicator oveime suggess a fall in relative
costs {.e., an efficiency improvement) and/or a rise in collected tax revenues, @n
effectivenesamprovemen). Howeveraccordingto the OECD (2013), this indicator should be

2 Researchers in other transitional countries have been faced with both the unavailability and poor quality of data for
analysis. For examplfar exploring ACs in the Czech R, Vitek and Pubal (2002) argue that data are only available at
the aggregate level, which is often inadequate for calculating ACs and CCs for particular types of taxes.

E §]
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interpreted with caution as severalfactors that are unconnectedwith § £ uSZ}E]S] <]
efficiency/effectivenessan have an influenceOther authors also emphasise the need for
caution in crosgountry comparisons of ATisingthe Zostto-collection[ratio (seeSandford
1995405; Sandford, 2000; Evans, 20@&d OECD, 2013or example, &dford (2000119
123) notesthat crosscountry comparison®ased onthe Zostto-collection[ratio are difficult
for the followingreasons
Data collection from different countries does not typically usea standardised
methodology,as there aredifferences inhow AG are definedand in the types of
revenueghat arecollected ly tax authoritiesfor example some tax authorities collect
social contributions andustomsduties, whereas others do not.
} nv S @E@dgraphic, political, social, economic and legal circumstances can have a
strong influence on the cogb-collectionratio because af

f differences in tax structuree(g.,the value added tax\(AT) registration threshold
is low in some countries but high in others, and collecting taxes from a large
number of small taxpayers results in highshC

f differences intaxpayer structure €.g., the larger the number of seémployed
taxpayersthe higher the A§);

f differences in tax ratese(g., countries with large total tax revenues as a
percentage of GDRaveheavytax burders and areassociated witHower Zostto-
collection[ratios than countrieswith similar taxes but lower tax burdej

f changes in revenuethat are not associated with changes in tax rates.g(,
unusual economic growth rates or inflation); and

f several other factors that can influendiee ratio, such as théntroduction of new
taxes.

Both Sandford (200023) andthe OECD (2013) emphasithe potential maximum tax
revenuesthat canbe collected by tax authoritiegs an extremely important factpespecially

in international comparisons. Thus, countries with similar ¢ostollection ratioscan be
completely different in terms of efficiengwhich ismeasured as the ratio between collected
and potential maximum tax revenues. Therefditee OEC§2013:179-182) notes that the ratio
betweencosts and GDP (calculated as the percentage sharesothA&DP) is more appropriate
for international comparisons of tax authoritigsfficiency However, this indicator should also
be used with cautionas seveal factorsthat are unrelated toS A& S Z }efdigfgcy¢an
influence the ratio between costs and G[¥g, large investments in new technologies, costs
arising from a neviax or frequent GDP revisions).

Despite allof these deficiencies AG are calculated and comparetd establish differences
among countries. These difference® the extent that they canbe associated with the
efficiency of tax administratics) are then analysed and explored for each individual country
(Sandford, 200@.37). Therefore we explain the researamethodology for A€in Croatiaand
then wecompareAG between Croatia anthe EU. Finally, we presenbiclusions abouhow

to improve the efficiency ahe Croatiartax authorities.
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2 METHODOLOGY AND DATA

Asnoted above AG in Croatia icludethe costs of three institutionshat are responsible for
collectingtaxes and customduties the TA, CA and FRAG are primarily financed from the
state budget andto alesser extent, from these three institutiofigwn revenuesOtt and Bajo
(2000 note that for a more completanalysisof @&} $JAE3 the total AG should also
include the costs of the institutiothat actually collects andgnaintainsrecords of tax and
customs dutiesbefore 2001, this institutiomnvas thePayment Operations Institufeand since
2002, the institutionhas beenthe Financial Agency (FINAYtt and Bajo (2000) also suggest
including in the analysifie costs othe courtsthat decidetax and customs casés

Regrettablydataon the costs of FINA and the coudsuld not be obtainegdasthese data are
not publicly availableA right of access tohe information was unsuccessful witthe Ministry
of Justiceand FINAbecausel) they responded that they were noin possession othe
requested data;and 2) they promised tosubmit the dataat a later date (but never did).
According to FINA reportthe Treasury System Support Cenprerforms certainactivitieson
behalf of theTA on a contract basis, bthe centreinvoices the Mirstry of Finance (MF)
instead ofthe TA for thoseservices Therefore the serviceghat FINA provides on behalf of the
TA and the costs of these servicg®uld be further investigatedsthey are notproducedby
the TAbut should be included ithe AG. Howeverthese costsre currentlyreported within the
MF B budget and are natlearlyseparated from other costs

Sandford (2000117)and Evans (2008-3) indicate additional costthat should be included in
the AG, such agarliamentarycosts related to theenactment of tax legilationandthe costs
of interestfree loansin the private sector when ther&s no obligation for a taxpayer to pay tax
to the government at the time when a taxable business transaction odeugs the VAT is
payableonly at the endof an accounting period)Althoughthe costs mentioned by Sandford
and Evans are na@ddressedn this researchfuture explorations of tiese costs in the Croatian
contextwould be useful.

®The FP existed from 28 December 1992 to 31 December 2001 before being abditeh&d® did not operate from

1 January 2002 to 31 December 2005, and the agency was reinstituted from 1 January 2006 to 6 March 2012 before
being abolished again.

“The costs of courts imply the costs of administrative courts that are the first to adjadicdividual tax and
customs disputes (in Zagreb, Split, Rijeka and Osijek) and the costs of the High Administrative Court in Zagreb, which
is the second to adjudicate these disputes (on appeals againstirfitsince decisions). The General Tax Act
presaibes legal remedies in tax proceedings (Articles 159 through 171 of the General T&xoatian versionNN

147/08, 18/11, 78/12, 136/12 and 73/13).

®FINA performs the following revenuelated activities, the analytical records of which are maintained by the TA: 1)
supporting the system of recording and allowing public revenues, and 2) conducting other activities on behalf of the
TA, such as assessmerttivities, recording, supervision, collection and enforcement of certain local revenues on
behalf of the local government units (for more information, see FINA, 2012).
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Thisarticle uses reportfrom the MF, TA and CPAccording to the economic classificatitirat

is usedn Croatiap state budgetAGincludeoperational costs/expensg$or employeesspent
materials and I'Bervices)costs/expenses fothe procurement of capital assets.§.,buildings
and office equipment) and expenses for financial assets and loan repagruesially,the
repayment of theprincipal ofreceived loans Howeverthesereports are often inadequate to
makethe necessargnalyses. Thusletermining the AG for each taxsimpossiblebecausehe
costs are not monitorecccording taype oftax. Additionally,becausehe TA collects taxes on
behalf of somelocal government unitcharginga fee in the amount of 5% of collected
revenuesfor, we wish to know the number of locgbvernment unitfor which the TA collects
taxes Howeverthe TA has not responddd our inquiry.

Nonetheless, this is the first research for Croatiawhich the collection costs of social
contributionsare includedn the AG for 2001 and 2002. Until 2001, social contributions were
collectedby separateinstitutions {.e., the Croatian Pension Insurance Agendiie Croatian
Health Insurance Institute anthe Croatian Employment Service, which had the status of
extrabudgetary funds The costs of these institutiongalong with revenues from social
contributiong were not reported in thestate budget. Researcherdiave not been able to
include he coststhat are generatediy these institutions in ASCasthe available datalo not
clearlyindicate how muchof these costsare related to the collection of social contributions
versusthe payment of various benefite g.,pensions, sickness benefits and health protection).
Thus previous studieslo not includethe costs of these institutions ithe total AG, and for

the same reasorthe revenues frontollectedsocial contributionsre not included inthe total
revenuesthat arecollected by tax authorities.

Althoughthe TA performed somactivitiesrelated © social contributionseven before 2001,
in July2001,TAtook over oo }( @&} S] [* }% E $bdEiabcdhtributionsigdiuding
assessment, recorlleeping, collection, supervision amtgforcementof contributions,as well
as the managementof misdemeanour proceedings (Tax Administration AN 67/01).

Consequentlythe TA budget (and thus the #Chas included costs from pensiamsurance
contributionssince 1 July 2001 andchemployment and healtinsurance contributions sinck
January2002 At the same timerevenues from social contributiorese included inthe total

revenueshat arecollected by tax authorities.

® This article uses Annual reports on the execution of the state budget of the RepdlCroatia for the period
20002012 (Ministry of Finance, 20D12); information on TA expenditures in relation to the budget financial plan
for the period 19952006 (Tax Administration, 1998006); Revenue and expenditure statements, receipts and
outlays of the TA for the period 20012 (Tax Administration, 20€2012); Reports on the number of employees,
total annual revenues and total annual costs of the CA for the period-2092 (Customs Administration, 1997
2012); and Revenue and expendituretetaents, receipts and outlays of the CA for the period 220%2 (Customs
Administration, 20052012).

"However, because of the inclusion of costs related to social contributions in our study, the total ACs during the
periods before and after 2001/2002 anet fully comparable.

®One example is the supervision of the correctness and timeliness of the calculation and payment of contributions

(see the Tax Administration Act, NN 71/99).
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Below, we analyse keyv ] 8}&- }( §Z2 @&} 8] v § £ uysSeontgdredtothe~]ve ((] ] v
averageindicators for Eunember states Then we suggestwhat costs should be reduced by
the Croatian tax authorities.

3 ANALYSIS OGS INGROATIA IN THE PERID®I 72012

As shown irFigurel, the total AG in Croatia dropped bwpproximately 0% in the period
1997-2012 (from 0.48% to 0.44% of GDH)e largest A@o-GDP ratio was recorded in 1999
(0.58%).

HGUREL
AGin Croatiapercentageof GDP, 1997-2012

TAG Tax Uu]v]+*SE &Pp3te] CAE Customs u]v]*SE £d3te FPACFinancial W}o] uJv]eSE S]}v]e
costs

Source Ministry of Financg20002012); Tax Administration(19952006 20022012; Custons Administration
(1997-2012 20052012

The sharpest decreases in\Mzere observed in 2000 and 2001, whamise inGDPcoincided

with a decline in A€in absolute terms. From 2005 tc020, AGto-GDP ratidncreasedagain

but fell slightly after 2010 as the economic situation in Croatia deteriorated. As a result, in
2012, Croatia spent 0.44% of its GDP on administeringridbcustoms legislatiof.oestablish
whether the total AG in Croatia are highdespite allof the constraints and deficienciese(,
differences in scopand methodology)we compare (E} 5] [ with the EUaverage

« «Z}Av ]Jv &]PuE TUexd@eHedllthpsEU averatje the period 20082011. Annex
2 features ACs as percentages of GDP for individual EU member states in the peri@@ D05
The AC data for the period until 2005 were not available for all EU member states, and the
available data for the period after 280do not clearly show the actual composition of ACs for
Z }UVSECX /vd E «3]vPoCU ]Jv 1ii6U &} 8] [+ =+« A E o}

(7214
—
N,

° Note that the number of EU member states changed in that period, agBalgnd Romania joined the EU in 2007.
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Jv @ « (8§ ENi6 ~8) iX809 }( ' W Jv fifie » 8Z h[e AEP =+ (o0
of GDP in 2011

FHGURR2
A comparison of Agbetween Croatia anthe EU percentageof GDRP20052011

Sources: OECD (2013/inistry of Financg(20002012); Tax Administration(19952006 20022012); Custons
Administration(19972012 20052012).

AGURE
AGin Croatia apercentageof collected tax revenues, 192012

* For the purposes of this analys&gllected tax revenudare the tax revenues of thetate budget.

Sources Ministry of Finance (2002012); Tax Administration(19952006; 20022012); Custons Administration
(19972012; 20052012).

The percentage share &G in &} $}ofad tax and customs revenues declined sharply
2001 and 2002 (from 2.2% in 2000 to %.2n 2002, sed&igure3). Simplyput, the cost of
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collecting 100HRKIin tax and customs revenues in 2002 was HHRK The most important
cause ofthe slumpsin AGin 2001 and 2002 was the previously explained inclusion of social
contributions in tax revenuesSocial contributions constitte the secondmost abundant
source of tax revenues aftéhe VAT. h the period 2002012, social contributions accounted
for approximately 3% ofthe total tax revenues at the general government level (Ministry of
Finance 20002012. Additionally,the GDP increasedluring this period, AG decreased in
absolute termsand the FP was abolished. After 2002s At reased slightly, reaching 1.4% of
collectedtax revenues in 2012.

HGURH
AG by institution(TA, CA and Fercentageof collected revenued997-2012

TAG d &£ UJV]*SE S]}lv[s n=S3V- UJV]*SE S]}v[es &JFV J&W W}0] uJv]eSE S]}v]e
costs

Sources Ministry of Finance (2002012); Tax Administration(19952006; 20022012); Custons Administration
(1997%2012; 20052012.

Figure4 shows that the growing share of &i@ the total collected tx revenuesis primarily
due to an increase in CA cogBAG). SpecificallywhereasCACs increased customsduties
declined over the observegeriod. CACs accounted for5%of customsdutiesin 1997 andor
as much a83% in 2014a sixfold increase), which means that the cost of collecting HBK
in customgdutiesin 2012 was 3BIRKFigure5 compaesCroatiawith the EU average.
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HGURE
AGin Croatia and the Elpercentageof collected revenues, 2028911

Sources: OECD (2013/inistry of Finance (200R012; Tax Administration(19952006; 20022012); Custons
Administration(19972012; 20052012).

In 2005, ACs in Croatia accounted for 1.2% of collected revenues, which was almost equal to
the EU average. However, a reversal of this trend occurred after 2005 when ACs in Croatia
steadily increased to approximately 1.5% of collected revenues in 201lie Aame time, the
average EU ACs decreased to 1.1% of collected revenues in 2011. Below, we examine the
causes of the increase in ACs in Croatia after 2005.

HGUREB
AG by institution in million HRK1997-2012

TAG Tax Uu]v]*SE S]}v[e Stefu=B}lu- UJv]*SE S]}v[es &JFV J&W W}0] uJv]eSE S]}v[e
costs

Sources Ministry of Finance (200R012); Tax Administration(19952006; 20022012); Custons Administration

(19972012; 20052012
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From 1997 to 2012the total AG more than doubled in absolute termgding upfrom
approximatelyHRK 700 million to slightly more than HRK 1.4 billierom 1997 to 2009TAG
and CAE€generallyincreasedin absolute termswith the exception of theyears2000, 2001
and 2002 TAG and CAE€declined slightly after 2009-{gure6). In the period 2002012 AG
rose by approximately 6% trom HRK 900 million tapproximatelyHRK 1.4 billion)}or the
entire period 19972012, TAs accouned for 5360% ofthe total AG, while the remaining AC
were primarily CACs (the RnancialPolice administration costs (FPA@&re almost negligible).
Examiningwhether there is a aoelation between AG and tax changes in Croatwould be
interesting; onecould determinewhether the total AG rose during years when the most
radical changes ithe nationaltax systenoccurred One can assumthat every change in tax
law leads to a risén AG, as there idor examplea need for new employeet® manage a more
complexsystem. Annex Bhows major changeis the most important types of taxefersonal
incometax, corporate incometax, VAT and social contributiorin) Croatiain the period 1997
2012 But as it can be seen thax changes are commonplace in Crodtax rates and/or tax
bases are changed nearly annuaityyould be very hard t@stablish a correlation betwediax
changesand the total AG° Thus the need to collect costlata by the type of taxshould be
strongly emphased in the next period, maybe correlation between tax changes related to
certain type of tax and administrative costs related to that tax could be determined

Below is a detailed analysis of staff and service expemseanalysis of financial statement
for the period 20042012 shows thatstaff and servicewere the largest expenseaccounting
for the bulk ofthe total AG (approximately 89%) These expensencreasedsteadily overthe
studiedperiod (staff expenseicreasedoy 46%from HRK 6B million to HRK 92 million, and
service expensdacreasedy more than 3004 from HRK 6 million to HRK 4@ million).

According to the available data, in the period 2atiBlL1 (the EU data before 2005 are missing),
the share of staff expenses in ACs in Croatias slightly below theverage of EU member
states. In the period 2003011, the EU average was approximately 70% of the total ACs. In a
review of previous studies, Sanford (2000:118) shows that staff expenses represent the largest
costs and typically account for approximattityee-quarters of the total ACs.

©The year 1999 is perhaps an exception, as ACs rose markedly after one of the most radical tax changes (which
occurred in 1998y the introduction of the VAT.

" Staff expenses in Croatia include salaries, payroltritaions and other staff expenses (i.e., transportation
allowances, fieldwork and separation allowances and compensation for professional development and business
travel).
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HGURE
Staff expenses in Croatia atige EU,percentageof AG, 19972011

Sources: OECD (2013/inistry of Finance (200R012; Tax Administration(19952006; 20022012); Custons
Administration(19972012; 20052012).

TABIEL
Senice expense20042012 in million HRK
Expenses 2004 2005 2006 2007 2008 2009 2010 2011 2012

Telephone mail and
transportation services
Currentandinvestment
maintenance services

484 1008 769 848 927 1191 995 843 758

104 134 208 282 307 306 449 129 276

Utility services 152 205 207 234 263 283 284 8.6 85
Leasesnd rentals 6.9 93 137 176 186 190 235 286 293
'S’;ts:ggtsua'a”d personal 5, 56 47 130 261 773 335 173 211
IT services 28 53 52 1164 1491 1494 1557 2139 2139
Otherservices 102 127 249 327 260 223 244 432 434
Total 963 1648 1669 3161 3694 4461 4099 4088 4197

Source Ministry of Finance (2062012).

As shown in Table Bmong serviceexpenses expensedor IT servicesgrew the fastest (by
approximately 7000% from HRK3 million to approximatelyHRK 24 million). Leasing and
rental expenses alsimcreased sharplyby approximately 80%, from HRK million to HRK 8
million), as did intellectual and persolservice expenses (approximately J000% from HRK

2 million to HRK 2 million). Expenses for telephone, mail and transportation services were
also high in absolute terms during the observed pdrias they constitutecan average of
approximatelyHRK 8 million annually. Consequently, both the TA and CA should pay special
attention to analysinghese expenseand shouldexamine whetherand to what extenthese
expenses shoullde reduced.
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HGURE
AGand GDP developments in Croatia, 12912

SourceMinistry of Finance (2002012).

Finally althoughtax changes are commonplace in Croatia (see Anndxdi)re8 suggests that
the increasein AG in Croatia during theperiod 20022012 was primarily due to economic
growth (GDP movementsihe TA, CA and FP simpggend more money during periods of
economic growthwhereas they spentéssduring periods oeconomic downturn

4 (CONCLUSIONS

The goals of this article were to determine whether the efficiency of tax authorities in Croatia
improved in the periodl9972012 and to identify how the efficiency can be improved in the
future. The key indicatoof the analysis (A€as a percentage of GDP) ddimed during the
observed period but remained above the averajd=U member statesTherebre, the A and

CA should intensify their efforts to reduées. The tax authorities should aito collectthe
maximum revenueat a minimum costwithin the existing taxation frameworkSandford,
Godwinand Hardwick,1989203) The firstactionthat the tax authoritiescando is to perform

a thorough analysis of A@s establish whether A€can be reduced. According to tipeesent
analysis, the steepest growtias beenn IT expenses, leases and rentals and intllal and
personal services. In absolute terms, expenses for telephone, mail and transportation services
for the whole period were also higi€onsequently, both the TA ar@A should pay special
attention to analysing tlese expensesto determine whether and to what extent thse
expensegan be reduced.

In the period20022012 ACs in Croatiavere primarily correlated witheconomic growth (GDP
movements) asthe TA, CA and Fpendmore moneywhen the economys strong and less in

times of economic downturn

As with previoustudies é.g., K§§ v iJU Tiiiv & 8] v Viidkar@PdbplU 7iidV
2002, this research was constrained by the unavailgbiif public data Dueto inadequate
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data, AGs cannot be separated intmdividual types of taxesyhich isa situation thatshould be
improved inthe future. That informationwould help the TA and C# establishwhich taxes
are the most expensive to administer and find appropriate measuresto reduce the

underlyingcosts.

Hforts should be made to establish the cosisit are generatedoy FINAthe institution that
collects andmaintains taxrecords on behalf othe TAand CA the costs of courtghat
adjudicatetax and customs caseparliamentarycostsrelated to enactingtax legislation, and
the costs of interesfree loans to the private sector when therenis obligation for a taxpayer
to pay tax to thegovernment at the time when a taxable transaction ocders, in the case of
the VAT whichis payableonly at the endof anaccounting period).
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ANNEXL

Basic changes ipersonalincometax, corporateincometax, the VAT and social contributions,

19972012

Change

Tax bases

PIT tthe PA increases from HRK 700 to H
800,
ttax relief for CDWV is introduced

1997

1998 TheVATis introduced
(at a general rate of 22%)

1999. PITtPAincreaseso HRK 1,000

VAT tthe list of productghat aretaxed at
a zero rate is expanded

2000 PIT tthe PA increases to HRK 1,250
CITtinvestment incentives are introduced

VAT tthe list of productghat aretaxed at
a zero rate i€xpanded

PIT t four new types of tax relief are
introduced the employment incentive,
education and training incentive, deductiol
of insurance premiums paid by taxpayers
domesticinsurance companies and
incentive for selt employedindividualsin
ASSCs and in the City of Vukowao
determine their income as the difference
between receipts and outlays on the basis
of business books)

2001

ClITta tax on dividends for notresident
legal entities is introduced;

ttax relief for ASSCs and investment
incentivesis changed;

tincentives for the City of Vukovar,
employment incentives and disabled
personsfincentives are introduced

PIT tanincentive for HMAs is introduced
2002
CITtincentives for HMAs are introduced

PIT tthe tax brackets are changed;

tPA is increaseth HRK 1,500;

ttwo new types of tax relief are introduce:
(the research and development incentive
and health care and housing allowance)

2003

Tax rates

PIT t rates of 25% and 35% are replaced by rates
20% and 35%

ClITtthe general rate is increased from 25% to
35%

SOC.Q the total rate ofthe pension insurance
contribution is reduced from 25.5% to 21.5%;
tthe total rate ofthe health insurance
contribution is increased from 14% to 18%
tthe child benefit andvater contributions are
abolished

VAT ta zero ratesintroducedfor some products

SOC.Q the total pension insurance contribution
rate isreduced from 21.5% to 18%;

tthe total health insurance contribution rate is
reduced from 18% to 16%

PIT trates of 20% and 35% are replaced by rates
15%, 25% and 35%

CITtthe general rate is reduced to 20%

SOC.Q a special contribution for insurance again
accidents at work and occupational diseases is
introduced (0.47%)

PIT t rates of 15%, 25% and 35% are replaced by
rates of 15%, 25%, 35% and 45%



2005

2006

2007

2008
2009

2010

2011

2012
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Change
Tax bases Tax rates

SOC.Q the total pension insurance contribution
rate is increased frorm9.5% to 20%;

tthe total health insurance contribution rate is
reduced from 16.47% to 15.5%

CITtanR&D incentive andducation and
professional development incentive are
introduced

SOC.Q pensioninsurance contributions on
salaries and health insurance contribution
from salaries are abolished

PIT tthe tax brackets are changed;
tthe PAis increasedo HRK 1,600

CIT tthe tax on dividends for notresident
legal entities is lifted,;

ttax relief for companiethat areengaged
in shipping activities is introduced

SOC.Q a special contribution fothe
employment of disabled persons is
introduced

VAT tthe list of productghat aretaxed at
a zero rate is reduced

VAT tthe list of productghat aretaxed at
a 10% rate is expanded

VAT ta new10% rate is introduced

PIT ta new form of tax relief is introduced
(a deduction from the lumpsum amount
of tax on income from crafts and
agriculture in the ASSCs, HMAs, City of
Vukovar and islands of the first group

CITtincentives for disabled persons and
employment incentives are abolished;
tthree forms of tax relief are changed (the
investment incentive, R&D incentive and
education and professional development
incentive)

PIT tthe PAis increasedo HRK 1,800
VAT tthe general ratés increasedo 23%

PIT tthe tax brackets are changed;new

form of tax reliefis introduced (a voluntary PIT trates of 15%, 25%, 35% and 45% are repla
pension insurance premium paid by by rates of 12%, 25%nd40%

employers on behalf of their employees)

PIT ttwo types of tax relief are abolished
(insurance premiums paidly taxpayers to
domestic insurance companies and the
health care and housing allowance)

VAT tthe list of productdhat aretaxed at

. 0
a 10% rate is expanded VAT tthe general ratds increasedo 25%
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Source:Zakon o porezu na dodanu vrijednoZgkon o porezu na dobit, Zakon o porezu na dohodak, Zakon o

Change

Tax bases

PIT tthe PA is increased to HRK 2,20
tax brackets are changed

ClITta tax on dividends and profit shares ¢
nontresident legal entities is introduced,;
tinvestment incentives are replaced by a
similar type of relief (investment incentive
and incentive for the promotion of
investmentenvironmens)

doprinosima

Abbreviations:

ASSQ Areas of special stasoncern
CDWVt Croatian Disabled Homeland War Veterans
CITt Corporate income tax
SOC.Q Social contributions
HMA t Hill and mountain areas
PA t Personal allowance (other than the personal allowance for pensioners)
PIT t Personal income tax
VAT t Value aded tax

Tax rates

SOC.Qthe health insurance contribution rate is
reduced from 15% to 13%
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ANNEX2

ACsn some EU member states, percentage of GDP,-2003

Greece
Croatia

Hungary
Malta
Belgium
Netherlands
Slovenia
Germany
Portugal
Poland
Cyprus
Ireland

UK
EUaverage
Romania
France
Bulgaria
Latvia
Luxembourg
Finland
Denmark

Administrative costs of tax administration/gross domestic product percentége

2005 2006

n.a.
0.36

0.30
n.a.
0.38
0.42
n.a.
0.30
0.26
0.31
n.a.
0.24
n.a.
0.28
n.a.
0.26
0.33
n.a.
0.25
0.21
0.37

n.a.
0.38

0.33
n.a.
0.36
0.41
n.a.
0.29
0.25
0.29
n.a.
0.24
n.a.
0.27
n.a.
0.25
0.25
n.a.
0.22
0.21
0.30

2007

n.a.
0.43

0.40
n.a.
0.34
0.39
0.26
0.28
0.25
0.28
n.a
0.24
0.34
0.40
0.25
0.24
0.21
0.35
0.22
0.20
0.29

2008
n.a.

0.43

0.39
n.a.
0.34
0.35
0.27
0.28
0.25
0.24
0.18
0.27
0.28
0.32
0.23
0.23
0.22
0.36
0.23
0.21
0.30

2009
n.a.

0.48

0.40
n.a.
0.35
0.37
0.28
0.29
0.27
0.23
0.19
0.29
0.29
0.32
0.20
0.24
0.24
0.34
0.25
0.23
0.31

2010
n.a.

0.47

0.42
0.41
0.33
0.35
0.29
0.29
0.27
0.27
0.25
0.26
0.27
0.31
0.13
0.23
0.24
0.29
0.23
0.21
0.21

2011
n.a.

0.45

0.38
0.36
0.35
0.33
0.29
0.28
0.26
0.25
0.25
0.25
0.24
0.23
0.23
0.23
0.23
0.23
0.22
0.21
0.20

Significant factors affecting
crosscountry comparisons of ratios

Tax Administration, Customs
Administration, Financial Police

Costs include customs duties
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Administrative costs of tax administration/gross domestic product percentége Significant factors affecting

2005 2006 2007 2008 2009 2010 2011 crosscountry comparisons of ratios
Czech Rep 0.22 0.22 0.20 0.19 0.20 0.19 0.20
Slovak Rep 0.22 0.20 0.17 n.a. n.a. 0.18 0.18
Italy? 0.27 0.26 0.29 0.19 0.21 0.19 0.17 Some major costs not included
Sweden 0.19 0.19 0.19 0.18 0.18 0.18 0.17 Costs excluddebt collection
Lithuania n.a. n.a. 0.23 0.22 0.21 0.17 0.16
Austria n.a. n.a. 0.15 0.19 0.20 0.16 0.15
Spain n.a. n.a. 0.13 0.13 0.13 0.13 0.13 Costs include customs duties
Estonia n.a. n.a. 3.69 1.91 1.86 1.82 0.11

* GDP at market prices millions of national currency units.

** Cyprus: Data revised to detect errors that were detected in the original data. Payments made on behalf of the Inlamel depantment and VAT by other
government departments are not reflected in these specificsyear

Italy: Calculations up to 2009 are based on cost data that were provided foeltwtred functions of the revenue body (Agenzia Entrate)rétated work of the
separate tax police body (Guardia di Financia), and separate tax debt collection fufigtjaitalia); data are not provided for subsequent years.

Source: OECD, 2013.
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ABSTRACT

The first major wave of tax reforms came in early 2000s. Serbian state finances had to be
brought in line with theequirements of the newly formed state in which all competences were
transferred from the Federal to the Republic level of governrreMugoslaviaSerbian tax

policy and tax administration have been subject to reforms, ever since. Over the last several
years the main driver of reforms is the international economic crisis and its heavy imhet on
Serbian economy. The Serbian budget deficit averaged over 6.6 percent over the previous three
years and is expected to reach over 7 percent in 2014. Tax esvbave been slumping as the
economy went through a doubldip recession. Political turbulences over the last decade led to
frequent changes in the top management of both, the ministry of finance and the tax
administration. Strategic lonterm approaches &ve often given way to shetéerm measures
designed for quick wins disregarding undesired {temm effects. While on the tax policy side,

the authors analyze how the tax system has evolved around the newly establisheddddae

tax after 2005. The authie also look at structural and organizational reforms of the Serbian

tax administration during the last decade, and check against external standards (EU acquis
chapter 16 and fiscal blueprints). Research is backed by data from the representative taxpayer
surveys 2012 and 2013, respectively, which have both been commissioned by GIZ. The main
conclusiorof the paperconsists of lessons learnt from the Serbian reform process which seem
applicable also for similar contexts.

Keywords: tax system, tax reformxtadministration, tax policy, transformation of institutions
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"t Z A o Ev PE 3 0 }us § /£ 8]}v v A-cedtiisyy v3 }A E §Z
However, we still have much to learn. Even the best research answers to particular questions
have pep 00C SpuEv }us 8} AESE uoC ]((] posS 3} %o

Richard M. Bird (2012)

1 INTRODUCTION

Serbia as a late comer the transition process from socialism to a modern, markased
economy shared similar problems as other psstialist coutries. Citizens in postocialist
countries have not been used to pay taxes explicitly (Kornai, 1990), therefore establishing
functioningand efficient tax system was one of the most complex and serious tasks during the
transformation process (Edwards992). Even ithe more recent history, tax reforms asdill
ongoing. Thus during the last decade, many tax reform approaches have been observed across
the transition and developing countries, e.g. in Eastern Europe, South America;Ezstith
Asia, and Afca. It appears, that not too many have been successful in the sense of installing a
tax system that fits the needs and habits of the particular coufitey its tax culturdd E E &
2008, and which, most importantly, ensured sufficient revenues for the government.
Therefore, all three elements have to be considered during a reform protesqolicy, tax
administration, and tax culture.

Thispaper focusson §Z "8 £ & (}E&u (Mafdine@®/paquez_and McNab, 2000) in
Serbia as a transition economy which had emerged fr@raocialist, planned system of
economy. It is important to stress from the beginning that the principles and practices of tax
systems under planned socialism hawgegkly determined the path of tax reform during the
transition period. Also, the experience of other transition economies shows that the legacy
from the socialism era produced different negative consequences for the performance and
reform of tax administréions (MartinezVazquez and McNab, 1997). In addition, experience
from other countrieqtransition shows that the major mistake in tax reform was focusing
primarily on modernizing tax policies and relegattag administration TA reform for later.

This vas mainly due to the time required for these efforts to take effect and it was, and still is,
measured in years. The results have been a decreasing level of tax collections and an
increasing level of tax evasion (MartiRédazquez and McNab, 1997).

The authors analyze tax reforms in Serbia since the start of the transition in 2001 with an
emphasis of reforms after the introduction of the VAT (in 2006 paper starts witla brief
overview of historic developments and their impact thie current sitwation in the tax system.
Furthermore we look at more recent structural and organizational reforms of the Serbian tax
administration and check against external standards #€quischapter 16 andEU fiscal
blueprints). In thefifth part of the paper, the athors analyze thesuccess of tax system
reforms in Serbia througthe level of tax evasiorFinally the last part is dedicated tderiving
lessons learnt
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2 HISTORY OF THE TASEYM AND TAX CULTUREERBIA

Both the tax system and tax culture in Serbia have bkeavily influenced by the socialist era.
Generally speakinghé garting position for TA reforms in transition countries is different than

in developed countries. Ithe most cases these countries have a wossarting position for
reforming TA because the legacy from planned socialism produced numerous negative
consequences on TA, such agradition of political interventions, negotiated taxes, public
distrust in government institutions, etc. (Martindazque and McNab, 1997). Beside the
planned socialism legacy, the major mistake in tax reform was focusing primarily on
modernizing tax policies, leaving TA and taxpayer issues on a second(h&cef the most
difficult situations was in the countries createdter the breakup of Yugoslavia (Grabowski,
2005) where Serbia belongs as well. The new independent Serbian state needed to build
numerous institutions from scratch, and among them, to establish a modern tax system in
order to regularly servicés obligdions toward citizens. This has proven to be a very difficult
task for Serbigandit still remains orthe P}A Evu vs[s P v X

The prevailingSerbian tax culturdas beerimpacted by similar developments like Serbia itself

t and those date back far more than just the socialist periodthe sphere of taxation it is

worth to start with the influence of the Turkish Osman Empire and creatioa joint state

with other southern Slavic nations. Long years after the bloodytsfigh liberation from the

Turkish occupation in 1804 and 1815, the chaotic, unfair and severe Turkish tax system still

% E A ]Jo ]v ~ E 16). EL8AETelbid installed its first own tax system. It consisted

}( *]vPO % }ogradjadBKilaak W AZz] Z 1 }( IuEe v}E }ve] E §Z ]o]
principle. Some years later, the hard burden was relaxed by introducing a-dumptax

graduated according to income and property. In addition to gradjanski danalonly two

small discriminati® § £ U SZ PC%°*C S £ v SZ Z o}E[* S AU E u v
system. Not until 1884 thgradjanski danakvas replaced with a real system of nparsonal

direct taxation of income and property. Still, a poll tax was kept up. Turnover tainteasled

to supplement local business tax which was subject to widespread tax evasion already in the

19" century. Ogris (1929) claimed that the Serbian officials were poorly trained and thus were

not able to enforce the new and more complicated tax systfficiently. Therefore, revenues

fell short the tax potential.

With the birth of the Yugoslavian Monarchy in 19&&extremely different tax systemsere

in existenceand their harmonization wadirely needed. In 1919, Macedonia and Montenegro
came wihin the purview of the Serbian tax laws, first. Further, the Serbalastax was done
away with in 1920. The former Serbigh }“ ,d&q.vexcise taxes, were introduced for the
whole of Yugoslavia. Still, the total harmonization of all sub tax sydteokssix draft tax codes
puvsilo & o]l §]}v ]v 200006 FerEre@dRs Wf simplification, the former Serbian
personal income taxPIT)was abolished. Initially, it had been planned to be the pillar of the
ZzuP}eo A 8§ /E +C+3 uU p3 % caoijttee wifed (Hesevplans down because
they thought that neither the country was ready for a sophisticated PIT, nof &eapable of
administering it. This might have been true after the war, but in 1928 the administrative
capabilities had developequite a lot. Anyhow, the revenue shortfalls due to the abstention
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from PIT were meant to be compensated by progressive surcharges on other taxes. Despite
the expectations, tax revenues were very small, only 12% of total government expenditure was
covered ly tax revenue$.The characteristic feature of the new tax system was the system of
non-personal income taxation. From 1929 to 1937 direct taxes accounted for only 25% of
overall tax revenues. The remaining 75% were raised via indirect and intangible wieans

S A& 3§]}v -2B08EAIEInlall, tax evasion was widespread.

In the former Yugosla countries, includingSerbia, the stat®wned enterprises were under
strong protection of the governmenthe entral bank provided loans to banks, which funded
companies that are favored but not profitable. In the context of fiscal patidack of fiscal
discipline andmplemertation of soft budget constrains toward these companies resubitsib

in a lower levelof tax collection (Murphy, 2006)n the early nineties, Serbia introduceal

single tax system across the entire territory (including autonomous provinces). This tax system
was based on the sales tax aa@vesternstyle comprehensive income tax schemeeDathe
economic crisis in that period, progressive income tax was not implemetitedgh, and was
finallyin 1995 replaced bg simpler income tax scheme (scheduler taxation).

3 SZE AND STRUCTURE®RK REVENUE SYSTEHRBIA

The Serbian tagystemhas beenimproved continuously since the start of the transition in
2000. Total revenue expressed apacentageof GDPhas risenfrom 33% in 200@0 42% in

2012, although according to different sources a high level of tax evasion is still present. Social
security contributions were always the main source of tax revenuesthewtituation with the

retail sales tax (today VAT) and excises has been changing over time. Nevertheless, these three
categories of revenues (social contributions, VAT and excisekg rthe main sources of
revenues foithe Serbian government. Revenues frohe sales taxhaveincreased significantly

since 20001t isimportant to stressthough,that until 2001the sales tax was a shareevenue
(distributed among federal, central and local governments). VAT replaced the general sales tax
in 2005 andits revenuehas a marginé} decreasing trend sincés introduction. Another
important source of revenues is tH&T which accounts for alb 5% of GDP in 2012. Revenues
from this sort of tax increased around 2 percentage points since 2000 (from 3.2% in 2000 to
4.9% in 2012)Therevenues collected from taxes still hagerery high share in total revenue,

89% in 2000 and 87% in 2012. Tablghbws total revenue structure in Serbia from 200

2012, expressed as a % of GDP.

3 Borrowing was (mainly) the source of financing of the remaining amount of public expenditures.
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TABLEL

Total revenue and structure of tax revenues in Serbia since 20000 of GDP

Total revenue
Tax revenues
Personal
income tax

Social
security
contributions

Corporate
income tax

VAT/Retail
sales tax

Excises

Taxes on
international
trade

Other taxes

Non-tax
revenues
Capital
revenues

2000
33.3
29.9

3.2

10.3

0.3

5.9

2.8

2.2

5.3

3.4

0.0

2001
36.1
33.0

4.3

10.0

0.4

9.4

3.4

19

3.6

3.1

0.0

2002
40.9
37.6

5.4

10.0

0.4

11.2

4.6

2.5

3.6

3.4

0.0

2003
41.9
37.8

6.2

10.2

0.5

111

51

2.5

2.2

35

0.6

2004
42.7
38.8

55

111

0.5

11.5

5.3

2.5

25

3.5

0.4

SourceMinistry of FinanceRepublic of Serhj2013.

2005
42.9
37.9

5.6

11.2

0.6

12.8

4.2

2.3

1.2

4.5

0.5

2006
44.1
38.5

6.0

11.8

0.9

11.5

4.4

2.3

15

5.1

0.5

2007
43.9
38.2

51

11.9

13

11.7

4.3

2.5

14

5.2

0.5

2008
42.9
37.6

5.1

11.7

15

11.3

4.1

2.4

14

5.3

0.0

2009
41.9
36.8

4.9

11.7

11

10.9

5.0

18

14

51

0.0

2010
42.2
36.7

4.8

11.2

1.1

111

5.3

15

1.6

5.5

0.1

2011
40.5
35.3

4.7

10.8

1.2

10.7

5.3

1.2

1.4

5.3

0.0

2012
42.0
36.6

4.9

11.3

1.6

11.0

54

1.1

1.3

54

0.0

For a comparisonables 2 and 3 show total revenue atie structure of tax revenues in the
European Union. Table 2 gives data for the EU 27 and table 3 provides data foetneEU
member states which are summarized as EU 12. The figuredsangresented as a %f GDP.

TABLE2

Total revenue and structure t#x revenues in EU 27 as a % of GDP

EU 27

Total revenue
Taxes
Indirect taxes
Direct taxes

Capital taxes

Social
contributions
Othersales
taxes

Other current
revenue
Capital
revenue

2000
452
27.1
13.1
13.8

0.2

13.9

2.2

1.7

0.2

2001
44.6
26.4
12.8
134

0.2

13.8

2.3

1.9

0.1

2002
43.9
26.0
12.9
12.8

0.2

13.7

2.3

1.7

0.2

2003
44.0
25.8
13.0
12.4

0.4

13.9

2.3

1.6

0.3

2004
43.8
25.9
13.0
125

0.3

13.8

2.3

1.6

0.3

SourceGovernment Finance Statistics, Euro%tﬁ@l&

*The figures show amount as a % of GDP.
® Data extracted 16/12/2013.

2005
44.2
26.2
131
12.8

0.3

13.7

2.4

1.6

0.3

2006
44.7
26.8
13.2
134

0.2

13.5

2.4

1.7

0.2

2007
44.6
26.9
13.1
13.6

0.2

13.3

2.4

1.7

0.2

2008
44.6
26.5
12.7
13.3

0.5

13.6

2.4

1.9

0.2

2009
44.1
254
12.6
12.4

0.3

141

2.6

1.9

0.1

2010
44.1
25.5
12.9
12.3

0.2

13.9

2.6

1.8

0.2

2011
44.6
26.0
13.1
12.6

0.3

13.9

2.6

18

0.3

2012
45.4
26.5
13.3
13.0

0.2

14.0

2.6

18

0.5
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Data shows that total revenues are about 45% of @BRverage Nearly half of that number

is comprised ofevenues collected by taxes. In EUtB& collection of indirect andlirect taxes
resp.,is at about the same level @round 13% of GDP (excluding the social contributions).
Capital taxe$ other sales taxes (neWiAT) and capital revenues make asmall percentage of
total revenues only. The $ructure of revenues in Serbia is similar to that of the EU, with a few
exceptions. Tax revenuesnount to almost 85% of the total revenues the EU t which is
similar to the Serbian case.

TABLE3
Total revenue and structure of tax revenues in EU 12698GDP

EU 13 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Total revenue 378 370 372 376 374 380 383 388 382 384 383 390 385
Taxes 211 208 208 213 214 217 221 230 224 210 207 207 210
Indirect taxes 130 127 126 132 134 137 137 138 133 130 132 133 134

Direct taxes 8.1 8.1 8.1 8.1 7.9 7.8 8.3 9.2 9.0 8.0 7.4 7.3 7.5
Capital taxes 01 01 01 02 04 05 03 04 04 03 03 03 03
Social

v 115 113 113 111 110 110 108 108 109 114 111 111 111
contributions
Other Sales 24 23 25 25 25 24 22 23 24 24 24 24 23
Taxes

Other current
revenue

Capital revenue 0.5 0.2 0.3 0.8 0.5 0.9 0.9 0.8 0.6 0.9 15 2.4 15

2.6 2.8 2.5 2.4 2.5 2.3 2.4 2.0 2.2 2.5 2.6 2.4 25

Source'}A Evu v3 &]v v "3 §]e8] U f3Z}E-[ o0 po §]}ve

Finally it is worth looking at the experience of most developed countries of the world, as
organized within the OECD. Most OECD countries rely on three main sources of tax revenues:
personal andcorporate income taxes, social security contributions and taxes on goods and
services. The share of consumption taxes in total revenues has declined, with the mix of taxes
on goods and services changing noticeably towards greater use of general consutaptisn
(mainly VAT) and away from taxes on specific goods and services. The share of property taxes
and environmenirelated taxes has been fairly constamdsmallover time.

4 TAX SYSTEM REFORMSHRBIA

After the elections in 2000 the new Serbian gowvaent decidedo launchthe first wave of tax
reform (20012003). The old tax system in Serbia was-transparent, unstable, ncaniform
and unfair’ The 2001 tax reform encompassed several major measures that enabéed

® According to a European Commission definition, capital taxes include taxes on business income in a broad sense:
not only taxes on profits but also taxes and levies that could be regarded as a prerequisite for earning profit, such as
the real estate tax othe motor vehicle tayaid by enterprises

" EU12 New Member States: Bulgaria, Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,
Romania, Slovakia, Slovenia.

® Data extracted 16/12/2013.

® 230 different taxes, fees, contributis and charges had been introduced by laws and regulations, then several
dozens of earmarked duties used to exist aimed at financing 4xtdgetary expenditures, numerous tax reliefs
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creation of a markebrientedtax system( W } %o } 20D3. First, the sales tax was consolidated
with three earmarked surtaxes, the number of rates was reducedne, while the list of
exemptions was significantlghortened Second, nine earmarked duties were consolidated
with the excse on oil derivatives into a single excise tax on oil derivative, while several
earmarked duties on cigarettes and alcoholic beverages were also consolidated with the
respective excises. The rates were set as specific, theaohhyaloremrate being retaied in

case of the excise on luxuries. Third, two earmarked levies were consolidated into a single tax
on financial transactions, while two earmarked levies on the payroll were consolidated into a
single tax on thepayroll fund. Fourth, the earmarked leviesn motor vehicles, mobile
telephones, boats, aircraft and weapons were transformed into respective taxes on the use of
these goods. Fiftha new Corporate Incomelax Law was adopted, replacingd lyears tax
holiday for newlyestablished companieswith a 10% investment tax credit and abolishing
deductiors for profits reinvestment in fixed assets, government bonds and shares and special
tax credit for foreign investment. Sixtanew Personal Income Tax Law was adopted, retaining

a schedulersystem followed by a complementarannualincome tax for incomes exceeding
certain highly set thresholds. Seventh, the rates of the compulsory social security contributions
(pension, health and unemployment) were significantly reduced (from 26.6% to 16f8%6

both emgdoyers and employees), but the base wasadened Eighth, the tax on immovable
property was redesigned in a sense that progressive rates were introduced if the value of
property exceeded certain threshold: the basic tax rate was actually retained (0.4%)

The new tax system in Serbia, established in early 2001, reliedmmorate income taxPIT,
sales tax, excises, tax on financial transactions, payroll tax, social security contributions, tax on
property and tax on inheritance and gifts (tax on the transfer of title of property and taxes on
the use, keeping and carrying of goodSkertime, seral changes in tax polf have been
JvS§E} u ~ W20eR3)} Spme of them just reflect the fact that thevernmentwas toa
certain extent givingin to the pressures from business circles to enlarge the list of tax reliefs
(sales taxcorporate incomeax), or reconsidering the rationale for preserving a levy (financial
transactions tax). The others were either result of a loAgem strategy of reforms (adoption

of new Tax Procedure and Tax Administration Law), or consequence of the realizati@n of pr
electoral promises (introduction of nonrecurring tax on extra income and extra prgperty
realized by the use of special opportunities).

Avery important moment irthe tax reform process in Serbia wtee creation ofthe Serbian
TA. The Tax Procedure andx Administration Law that became effective as of 1 January 2003
introduced a radically new concept on how the taxes should be administered. [&he
integrated the entire collection and audit procedures under the auspices of the TA. The

and special taxation regimes had become effective during nineties; Adsn, tax legislation was subject to
extremely frequent changes, often reflecting significant wanderings of the tax policy. The standard sales tax rate on
certain domestically manufactured goods was halved by the Government decreehitde of the taxpagrs

subject to the tax on business income were actually taxed on a-sumpbasis etc. Horizontal equity was disrupted

by numerous exemptions from the general taxation regime, having been implemented by laws or by the
'JA Evu v3[e E <X (E&f qomenklatu@vere engaged in the contraband activities of wide scope

(oil derivatives, cigarettes, alcoholic beverages), as well as in other forms of gray activities (street foreign currency
market, etc.), with the informal approval from the authoriti@@opovi, 2003).
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previous fiscal Unctions of the Agency for Calculation and PaymetOf and of the
organizations for compulsory social insurance were abolished. Each and every taxpayer
given a tax identification number (TIN). In additien,.arge Taxpayer®ffice (LTOhas been
creaed in Belgrade and new audit procedures have been develapmath for large and other
taxpayers.’ Currently, the LTO comprised 106 employees and has to manage the 42€ large
taxpayers. The generated revenues for 2013 represent 62% of national tax revenues as well as
44% of natioawvide collected social security contributions.

One of the basic models for measuring efficiency of a tax administraasrbeendeveloped
by the Euopean Union (EU)The Fiscal Blueprints (FBlleveloped in 1999prescribe clear
criteria on EU best practic@hey shall enable Ti& measure its own efficienagnd “serve as a
tool for candidate countries for accession to the EU to enhance their adnaitivgt capacity in
adopting, applying and enforcing thacquis communautairglcommunity legislation) in
% E& % E S]}v (}JE uu E*Z]%_ ~ UE}% Vv }luudresdriganizédoU %X 0O«
according to a logical structure in five groupbe first groupf(amework, structures and basis)
consists of three blueprints covering the overall framework of the tax administration and its
structure as well as highlighting the horizontal issue of tax legislaGomrently the 8rbian
T £ uJv]*SE 3]}v[e ~tiomhab stpE@Re\Vi§inotin line with good practice The
organizational structure has to be streamlined and reporting lines have to be improved.
Regarding Chapter J#&cquis both the VAT and Excise Laws neéede amendment in ordeto
be alignedwith the EUacquis The second groughiman and behavioral issues) consists of two
blueprints covering horizontal personnel issudfhe STAas not developeda Strategy for
Human resource management as a precondition for effective management of human
resources yet Furthermore, the allocation of staff needs an improvemeértie third group
(systems and functioning) consists of four blueprints covering the key operational systems and
functions of the tax administrationThe STA has undertaken numerous activitiesrder to
improve key business processéke audit and collection. However, there is a lot of space for
improvement, especially with regard the enforced collection, writing off uncollectible debt,
new audit methodsand techniguesintroduction of eaudit, etc. The fourth group taxpayer
services) consists of three blueprints covering taxpayénted concepts and services
covering thet £% C E+[ E]PZSe the sCoJPusS(}E&EL A% C E*[ uv P u vs
voluntary complianceThe STA has intlaced some significant improvemesh the area of e
filing (VAT, withholding tax and social insurance contributions, excige®larch 2014
However, there isstill no organizational unit dealing with taxpayer services. Also, taxpayer
registration isstill considered as a part of audit and not part of services, which is not in line
with good practice. The fifth group gupport) consists of two blueprints covering support
functions and tools.The support functions (Information Technology, Budget pracess
juupv] S]}vU ,Ze ¢Z}puo e p%o%o}ES SZ u ]Jv (pv S]}v }( 82 ~d X puda
functions are not properly supported by the support function, especially with the IT platform.
Still, IT does not provide enough support to collection and audlegision making process.

Y However, due to the delays caused by too much extended procedure of the appointments of officials in the TA,
the first field and office audits in accordance with the new Law started only irJorid of 2003.
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In order to streamline modernization efforts, the STA hast very recentlyestablisheda
Project Management Office (PMO). The PM& become thelepartment that defines and
maintains the standards and processes related to guobj management withinthe
organization. It has three divisions which represents key pillars of every tax administration:
audit, collection, services and support functions (human resources, organizational structure,
etc.). Also, as a part of the overall mahization governance structureg modernization
steering committeewill be establishedlIt will consist othe director generalof STAthe head

of PMO anda high representative of the MoF. In this way, it will be ensured that
modernization efforts are aardinated in order to produce best results.

The second very importanhilestonefor Serbia and tax reform wake introduction of VAT
starting from 2005 The first proposal of the VAT Law was generally designed in accordance
with the EU model. Namely, the tax is of the consumption type, based on the invoice method
and destination principle. It was discussed about the standard rate of VAT and at the end
decided to be 18% (instead of 20%), while a number of items become a subject of a lower (8%)
rate. In the period of economic crises, Serblieanged botithe standard VAT rate (to 20%, in
2012) andthe reduced VATate (to 10%, in 2013)However, annex H tohe EU 8 VAT
Directive, implkesthat Serbia shoulenakefurther harmonization efforts in the following years
when actually starts the process of accession to the EU. Also, during the reform period a strict
implementation of two laws happened the TobaccoLaw and the Excise Tax Law were
amended in mieR003 to incorporate the longerm excise tax strategy. The Agency for
Tobacco has been established in order to coordinate the licensing activities arsirarggling
campaigns of the Customs AdministratiometTax Administration, trade inspections and
police.

For the time being, the overall EU accession process puts additional reform pressure on Serbia.
It does that in a very concrete way through thequisand the FB. The success of the reforms
over the lastl3 years can be evaluated by taking a look at the tax revemaes! reasons for

their shortfalls.

5 MEASURING SUCCESST@% SYSTEM REFORMSIRBIA THROUGH LEVEL TAX
EVASIONSCALESTRUCTURE AND DETERRANWTS
Tax evasiots an illegal activity. itan bedefined as thdorgone revenue from the overadum
of all taxable money income unreported with the intention to evade tax (Feige, 1990). Every
government tries to keep tax evasion as low as possible. Nevertheless, tax evasion is a
widespread proble in all countrie¥, especially in transition countries because of the weak
and not fully functioning institutionslt is due to inadequate organizational structure to
capture tax evasiorack of sufficiently trained personnel to detect sophisticated ¢amsion
techniques, inadequate training, and insufficient resources to retain skilled personnel
(MartinezVazquezand McNab, 1997). Tax evasion has an important effecttlus whole
economy through direct (budget deficits and investment in public goods)raticect (welfare

" See OECD (2014) for receiata.
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loses due to shift to economic activities where taxes can be evaded) consequdrces.
evasion also harms doing business environment, by putting-dolypliant taxpayers in
relatively worse position, compared to those who tend to evdaees.A hgh level of tax
A +]}Jv E p + P}A Evu vi[e ]0]3C 3} % E}A] cpaswedbp o] P}} e
as to implement important reformsSurveys of taxpayers in countries such as Australia, the
Netherlands, Sweden and US showed that dlume quarter of respondents actually admits to
deliberately under responding income on their tax returns (HasseldimeLi, 1999)This also
holds true for Serbia (GIZ Survey 2012, 2013).

Of course, in a global economy, tax evasion is not adimensioral problem, at all. Thusn
September 2013, G20 leaders called the OECD to develop a roadmap showing how developing
countries can overcome problems with tax evasidn. 2013 alone, around 1300 tax
information exchange agreements have been signed to baitkrnational tax evasion (OECD,
2014)

All countries realize that a high level of theadoweconomy is a big threat for their economies

and for their sustainable development. The level of tax evasion corresponds txtaet of

the shadoweconomy but not entirely. The total level of tax evasion is smaller than the total

size ofthe shadoweconomy. In order to estimate the level of tax evasion, the size of the
shadoweconomy needs to be adjusted. This can be achieved by excluding the value-of non

taxabk activities from estimates on the size of tekadoweconomy. In that sense, here the

termshadow }v}uC Je pe 38} ZE ( E 8} §Z A op }( }viu] §]A]18C 32z
AE ]85 E %}ES §} §Z § £ WUSZ}E]S] o[ ~ €wél}bfkhadow « X }E v
economy will banterpretedas a proxy to measuthe level of tax evasion.

5.1 SCALE OF SHADOW EC®INGAND TAX EVASIONIERBIA

In many transition countries, the shadow economy is a major obstacle to the development of a

strong corporatesector and the creation of a functioning market economy. This is the case in

Serbia as well. According Krsti et al. (2013)the share ofthe «Z }A }v}uC Jv ~ & ] [
GDP contracted from 33.2% in 2001 to 30.1% in 2010 (accordihg MIMIC method?), but

it remains very hightZ v Ju% & A]3Z § (}J& }8Z E }uvsGhighad » E ] [+ o
than the averages for the selected countries from Central and Eastern Europe. Only Bulgaria

had a larger shadow economy than Serbia.

Estimatingthe shadoweconomy takes a broader concept than the tax gap, as it encompasses
all taxable economic activities that take place informally. The tax gap is mainly caused by tax
evasion, which is why these two terms are often seen as identical. Having carried out a
detailed analysis of tax rates, volumes of consumption, etc., the authors of the same study
were able to estimate the VAT gap at 2.5% of GDP and the tax gap for personal income tax and
social security contributions stood at about 5% of GDP. When these estirmatextrapolated

2TheD/D/ u & Z} e €t al. B ;hpdellingbased approach. They covered Serbia and ten other Central
and Eastern European countries between 2001 and 2010. The MIMIC method has a broad coverage, since it covers
all institutional sector&nd all forms of the shadow economy.
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of tax gaps to all taxes, the authors found that 10% is an approximation of the overall tax gap
in Serbia~<@E 5], 2083).0

According tothe World BankSurvey on Conditions for Doing Busingé2612) 28% of all
business entities in Serbia claimed that their own enterprise was engaged in shadow economy.
These enterprises and entrepreneurs employed workers informally and/or made payments in
cash although they were VASayers.Almost 85.3% of the busise entities surveyed stated

that unfair competition caused by informal business was present in their industry. The results
of the Survey also show that entrepreneurs, new stgs, businesses in construction and
those based in Central Serbia are moreljike engage in the shadow economy<E&+5], § o
2013). In addition to this, thetudy emphasized thatbusiness entities in the construction
sector were almost twice as likely to operate informally as those in services, while entities in
the trade sectomere nearly two times less likely to do.

5.2 DRIVERS OF TAX EVASIO

As mentioned before, one of the reasons for enterprises to operate in the informal economy
was that benefits of such mode of operations outweighed the costs associated with moving to
the formal economy Higher economic development leads t higher level ofthe formal
economy and, as a resuly, lower level ofthe shadoweconomy.The #uation in transition
countriesis mostlycharacterized with a low level of economic development and a high level of
the shadoweconomy. The TAs usuallyundeveloped and not able to operate efficiently, so
low levels of effectiveness and efficiency #éne main institutioral characteristics in fansition
countries. The weakness of institutions in these countries and a high level ofstedow
economyare serious obstacles for the budget revenues. As explaingdeiintroduction part

of chapter 4, during theplanned socialism%. E]} Z E - }pr@Buction pfEublic goods
were channeled primarily from stat¢ A v vE E% E]e » 8} P}A Evu v3 p P 3[ ~c
2004). In that context, TA as an institution was not so important because taxes were collected
from a few big stateowned enterprises. On thether side, therewas a low number of
taxpayers (statewned enterprises) and a high scope of discretion of tax administrators.
(Grabowskiand Tomalak, 2005)Planned socialisrperiod was characterized with soft budget
constraints toward these enterprisefn that context, taxes were not collected on the basis of
tax rules and regulation but on the basis of negotiation between governments and enterprises
(Gandullia, 2004)According to Trasberghe postcommunist legacy in transition countries
produced maual mistrust between taxpayers and the tax authorities, which materialined

the absence ofa tradition of voluntary compliance with tax liabilitiesa heavy taxcultural
heritage ~E (®0B1)

However, there may be a variety of reasons why revenue levels and tax compliance rates are
still low which are likely to differ depending on the context considered. This is why blugprint
or onefits-all tax strategies provide only limited guidance to #pecific problems that Serbia
faces. Given that any effort to increase tax compliance is costly and that resources on the side
of the tax administration are limited, it is therefore essential to focus on the most important
barriers towards greater revenuenobilization and tax complianceThis is where the
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representative Serbian Taxpayer survey carried out by GIZ tries to bring light into the dark.
Error! Reference source not fountl.sums upseveral perceived reasons why firms evade
taxes, most nticeably high tax rate§0.76%)the distribution of tax burden/fairnes§l5.35%)

and lack of detectiorf14.59%). Other reasons are lésgortant; in particular, firm managers
apparently understand the point of paying taxes. These reasons essentiddigt nefiorities

from the point of view of taxpayers about what needs to be done to increase tax compltance
i.e. cut tax rates, increase the fairness of the system, and last but not least increase the
(perceived) probability of audifAs for the tax rate# can be stated, though, that they seem to

be fairly in line with other countriesf the region and not particularly high.

HGUREL
Reasons for not paying taxes in Serbia

Source: GIZ Sunjéy2012

Corruption and briberypotentially undermine public revenue generation, both through

reduced tax collection as taxpayers may seek to reduce their tax obligation through the
payment of bribes. According the GIZ Survey, 15.46% of the respondents indicate that they

have heard oinstances where other firms made unofficial payments or gifts to tax officials.

JA A U 8Z «Z E }( (JEuUs 8Z 8§ & (pu* 8} VeA E }JE « ] ~ }Iv[3 Iv}
total responses, which shoviise obviousthe question is sensitiveeven thougtsophisticated

methods to ease an honest answer have been used in the survey <uv S§ID]e ZIE EE& U
2013) Nevertheless, early half of the firms (49.76%glievethat corruption is a major or very

severe obstacle for their current operations. The numbecréases with firm size (micro:

51.83%; small: 47.09%; mediud0.9%), and the difference between micro and medium firms

is statistically significant.

B The survey contains questions that help measuring the extent of tax evasion of income taxes and payroll tax and
complements other evidence. The sample was representative across all micro, small and medium busitiess ent
registered at the Serbian Business Register (2011). The survey has up to now been carried out twice (2012, 2013).
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In the terms of its influence on tax evasidhg importance of inspections and audits has
somewhat decdhed. Even if inspections and audits are carried out on a recurrent basis, the
perceptions of their likelihood are crucial for whether this deters fitmgvade taxesor not.
Conversely, even infrequent audits may deter firms from tax-oompliance if hey perceive
these audits to be carried out frequenthAlmost sixty percent58.64% of the respondents

think that the chance of being carefully audited B&d v Tiii7 ] Zs BGC Z]PZ[ }®& ZZ

However, the results strongly depend on the audit histonthaf firms. 70.91% of the firms

§7 5 7 A V H]8 JvsEZ 058C & veAE® Zs &C Z]PZ[}E& Z,]PZ

firms that were not inspected have the same perception.

AGURR2
Perceived probability of inspection

52.27%

25.45%

18.64%

6.36%

,,,,,,,,,,,,,,,,,,,,,,,,,

Very high High

,,,,,,,,,,,,,

H Not inspected in the last year ® Inspected in the last year

Source: GIZ Survét012

Furthermore, gnalties are another deterrent for potential tax evadefgjain the perception

of their severity rather than their actual severity is critical. The perceived severity of penalties
associated with different taxes and contributionsstsongest for the VAIh Serbia 28.67% of

the respondentdelievethat fines for not meeting VAT obligations are the most severe. The
majority (58.53%) states that all penalties are equally severe. The least severe according to
12.56% of the respondentsrex penalties for not paying unemployment contributions.
However, when it comes to the enforcement of penalties, 23.96% of the firms say that VAT
fraud cannot be deterred because penalties are not effectively enforced. In addition, a
significant share of mgpondents thinks that a deterring penalty would be the temporary and
compulsory closure of tagvading firms. Figure 3 shows what penalty as stated in the law
would deter VAT nogompliance most effectively accordingttee GlZsurvey.
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HGURB
Perceivecffectiveness of penalties for VAT raompliance
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Source: GIZ Suryé&012

5.3 EFFECTIVE ANEVASION POLICY MIX

An aequate organizational state structure will increaghe specialization of tax
administrators andan adequate management state structure will increabe professional
skills and readiness of tax administrators to bear with taxpaykrsreasing knowledge,
professional skills, and specialization of tax administrators will increase their autonomy.
Increasng autonomy of tax administrators results in a lower level of tax evasion. There is no
unique answer how to position the TA the overall government structureFor transition
countries, it has beenargued that TA should be part tifie Ministry of FinanceThe main
argument for such decision was fear of political influencettom TA. Actually, ithas been
assumel that there is a link betweethe level of independency of TA d@he one side andhe

level of democratization itthe political system on the otheside (Ott, 1998). In that sense, a
higher level of independency may be allowed only if there is a higher level of democratization
in political system.

Besidea strong enforcement strategy (tax audit and penalties), focus on taxpeicess an
additional element to increase the level of tax compliance. Treating taxpayers as clients, not as
criminals whose main aim is to avoid paying taxes, will produce a positive effect on the level of
tax complianceln addition to that,a client-oriented internet web site is additional important
element to increasehe level of communication between taxpayers and TA. In that sehse,
education of taxpayex using innovative meandV shows, social media etis)essentialfor
increasng the level of knowledge, awareness, and willingness of taxpayers to comply with
their obligations. Also, stablishing an adequate organizational state structure, without
adequate management state structure, and the other way around, will produce weak
institutions for collecting taxes.
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Evasion costs are higher when the time between an act of evasion and its detection is shorter.
Shorter time length can be achieved only with highly educated and autonomous tax
administrators able to detect tax evasiorhe moretrained and specialized staff will be able to
provide better information than less skilled employedgcording to that, there is a positive
correlation between capability of tax administrators on one side and evasion costs on the
other side. In addition,establishinga taxpayeroriented approach, besides enforcement
strategy, will have positive influence on the level of collected taxes. Last but not leashe
context of reform of TA, focus should be on the following organizational and management
state structure: cleamositioning of TA within the overall government structure, level of TA
autonomy, internal organizational structure within the TA, the setup of Large Taxpayer Units
(organization state structure) and the setup of modern human resourcenagement within

the TA, including the focus on taxpay€@ill, 2003).

In order to fight against grey economy in a more systematic way, the Mofebastlydecided

to establisha goup to fight against grey economyhe group consists of representatives of
STA and MoFThe main goal is to identify the mosisky industries, to do the profile of
industries, and to definan action plan.According to the available datthe Group has dona
segmentation of taxpayeraccordirg to the tax compliance criteria with possible initiatives
how to mitigate the tax compliance risks. Bearing in mind taefficient fight against the
grey economy requires cooperation among different government institutions, there will be a
need in thefuture to expand thiggroup with representatives of other institutions (customs,
police, etc.)

6 GONCLUSION AND LESS@EARNT

Tax policy antlaxadministration are the most important part of every tax system reform. Both

of them should be reformed in the same time in order to increase levels of tax collection.
Reforming tax policy is worthless tile TAstays unreformed. To implement tax policies
properly aneffective tax administration is necessary. In that context, transition countaes
confronted with difficult tasks. Planned socialism legacy produced inadequate tax policies on
one side and weatax administratiors on the other side. Radical fi@ms are required in both
areas. Transition countries did not have timedmduallyreform tax systems, becaugbe
(Jvv]o sCedu A+ Z]Jo]JvP[X Z ] o0 ZVP e+« AE 3Z }voC }%3]}
countries mainly decided to reform tax policy Yehieformingtax administration was not the
priority. In retrospective, this can be calledmajor mistake. Reasons for such decisions are
broad and explainable but not reasonable. Namely, reforming tax policies required less time
and energy than reformingax administration. Tax policy reform is a necessary short term
process, whildax administration reform is a necessary long term process. Even the benefits
from adoptinga modern and effective tax policy, withouex administrationreform, are
possible @ short term basis, in the long term run these benefits will be neutralized.
Furthermore,the output of the whole process will be negative. Instead to increase levels of
compliance, the country wilbe confronted with an increasing level of tax evasion dadk of
money in the state budget. In order to avoid this situation, parallel process of reforming tax
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policies andaxadministration is necessary. Even moregain beclaimed that tax policies are
onlyas good aghe taxadministration is.

In transition countries, the TA id at least in the beginning of the reform proceds
undeveloped and not able to operate efficiently. As a result, a high level of tax evasion is
present.In addition, there is lack of transparency in TA activities andrenses did not know
what other companies in similar circumstance paid. Actually, planned socialism legacy
produced weak institutions for collecting taxes unprepared to bear with tax evaders on one
side and with lack of focus on taxpayers on the othee sid

Low tax morale and fierce tax resistance have been prevalent not only during the days of the
Republic, when this was apparently due to bad taxation techniques. Containing tax evasion
and increasing public revenue levels in the face of pressing and tedsspending needs
remainsa primary concern of th&erbiangovernment

To sum upthe situation in Serbia could be described as foib(d) STAs on its way t@acquire

the necessarycapacities to carry out the functions of a modern TA. (2) Frequent political
changes have also led to very high turnover of STA top and middle managesahing in
both, (3) no clearcut reform strategy over the last yeaend (4) a lack ofownership br the TA
reform process (5) Capacities athe MoF for drafting tax lawst in the sense if the
organizational set up and a sufficient number of employéase still lacking(6)As a leritage

of the socialist timetaxpayers do not really understand why pay taxesand distrust the
government per se

Lessons learnt for countries in transition includ¥) Capacity development tife TAshould be
of highest priority (2) Political stability is desirabler at least theprofessionalization of tax
administiation management functions(3) Try to achieve a credibleommitment by all
stakeholders involved to follow a mediuterm reform strategy (4) Secure ownership of the
reform processt possibly through the establishment of a PMO or a similar strong uriitirwit
the TA (5) Ensure alsahe necessary capacities for drafting tax lawileallyin cooperation
with the TA (legal sector)6) Invest in taxpayer education measuresot only a website, but
modern and innovative approaches to bring the topic of tagkser to citizens (like TV shows,
public events etc.)

All'in all, everything is about people. On the one side the right amount of the right people has
to be at the right place. And on the other hand, taxpayers have to be convinced that paying
taxes maks a lot more sense than refraining from complying with the tax laws. For transition
countries, reforming their tax systems is about reforming their socieies.it is also about
stability of the reform environment and about sustainabilifhese process are never easy

and take a significant amount of time. The Serbian case clearly illustrates that.
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TAX REFORMEXPERIENCES AND PERSIVES
THECASEFREPUBLIC AAACEDONIA

VESNAPENDOVSKAINIVERSITS ACYRIL ANVETHODIUS FACULTY AW AUSTINIANUBRIMUS U
XOPJE

BH_ENANESHOVSKAINIVERSITS ACYRIL ANVIETHODIUS FACULTY ARW ~USTINIANUBRIMUS U
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ABSTRACT

Tax reforms in Republic of Macedonia started in 1993 and were connected with political,
economic and cultural changes in the early years of the state independence and at the
beginning of trangion period. The next crucial reforms took place in 28@@in 2006 and they

have been driven by the commitment gradually to harmonize with thienZdnd by the desire

to improve further theeconomicenvironment The main objective of the papisrtoprovide an
overall review of the majoMacedoniantax reforms undertaken in the last few years and the
crucial reforms™ benefit®rincipal conclusions are that the determination of the government
for eurcatlantics integrations and efficient and competititax environment encouraged
successful tax reforms in Republic of Macedonia as a gradual process of adaptation, although a
lot has to be done in future.

Kewords:tax system, flat tax, simplicity, efficiency, tax administration, tax modernization

1 INTRODGQTION

Republic of Macedonia had faced a number of challenges and difficulties since declaring its
independenceSeptember 8 1991, Independency Day of Macedonigirsuing a political and
economic reform aimed to build a democratic society and open magkehomy. One of the

most important challenges was the need of new tax policies, which would replace those
inherited from socialist regime, designed to promote economic growth through the expansion
of private enterprise.

In view of the role of taxationsaone of the key elements for successful global economic
reforms, the task of designing a new tax system and reforming the tax administration gained
high priority on Government's agenda of pastiependence Republic of Macedonia. The main
objectives of thdirst tax reform of 1993 were to create a modern tax system, consistent with
an open market economy, to be: (a) efficient in ensuring stable and optimal amount of public
revenue for financing the supply of public goods; (b) internationally comparable and
competitive; (c) simple for application and "difficult" for evasion; and (d) flexible, in terms of
immediate reaction to changing economic conditions. These objectives were to be achieved
through wide implementation of theneutrality principlein the doman of taxation, to the
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contrary of the former tax system, which relied heavily upon Hoilhonneutrality's, and
followed, rather unsuccessfully, the philosophy of fiset@rventionism(Pendovska, 2004)

The new fiscal system is based on market priesiplprivate property, competitiveness,
modernization of the system and orientated toward convergence to the European Union. The
new tax system from 1993/94 introduced the following types of taxes, typical to modern tax
systems: income taxes (corporate imge tax and personal income tax), consumption taxes
(VAT, excises, custom duties etc.) and property taxes (property tax, tax on inheritance and gift,
tax on real estate turnoverNew important principle was the repeal of the higher number of
contributionsand their replacement with taxes. Only the contributions for social funds were
kept i.e. the contributions for health, pension and disabled insurance. It was promoted also the
principle of transferring the tax burden from direct to indirect taxes, whiclameeduction of

the income taxes and increasing the consumption taxes. In this function it was also the
introduction of the Value Added Tax (VAT), from 1st of April 2000, replacing the previous
Turnover Tax.

2 LEGAIFRAVEWORK OF THE CURREMCEDONIAN TASYSTEM

As previously mentioned, the main taxes, now, applicable in the Republic of Macedonia are:
personal income tax, profit tax, property taxes, VAT, excises, and customs. The current
Macedonian tax system is a centralized system in terms of collecfifiscal and quadiscal

levies, the last, radio and TV fee.

2.1 PERSONAL INCOME TAX
The Law on Personal Income T@#f. Gaz. RM no. 80/93 as amendex 80/93, 70/94, 71/96,
28/97, 8/01, 50/01, 52/01, 2/02, 44/02, 96/04, 120/05, 52/06, 139/05, 160/069/08, 20/09,
139/09, 171/2010, 135/2011, 166/2012, 187/2013 and 13/20febulates the tax liability of
natural persons, or of individual¥he revenues made by the citizens, in country and abroad,
are being taxed with the Personal Income The&reinafer: PIT) PITis paid annually for the
sum of the net revenue from all sources, except for the revenues that are tax exempt by this
Law. A taxpayer for the PIT is:

Resident of Republic of Macedoniaa citizen who makes revenue in country and

abroad(world income principle)

Nonresident of Republic of Macedonia citizen who makes revenue on the territory

of the Republic;

Sole proprietor;

Citizen who performs agricultural, handicraft activity and a person who provides

services or free activities, that ot considered being a merchant (notary, lawyers,

executors, professors, artists, priests etc.);

Citizen who performs activities unregistered and makes revenues that are subject to

taxation.
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An individual is a resident of the RM if he or she has a peemianr temporary residence in

the RM. An individual is considered to be resident in the RM if he or she is present in the RM

either continuously or with interruptions for 183 or more days in anymighth period.
Taxable income is computed in a way that iattome t except taxexempt income't is

aggregated, and then personal allowance is deducted as well as social security contributions

and other taxes, and a flat tax rateapplied.

Generally, the following types of income received by individuals are cuije personal
income tax:

Personal earningg¢salaries and allowances arising from employment, performance
based remuneration (for example, bonuses) and fringe benefits; pensions; income
realized by members of management and supervisory boards of erdegyrincome
realized by officials, members of parliament, advisers and similarlbigh persons;
income realized by professional sportsmen; dazkve allowances; annual leave
allowances; allowances for judges and jury members, forensic experts andetscei
not employed by the respective institutions or enterprises; compensation and
remuneration paid to the members of the Macedonian Academy of Sciences and Arts;
salaries earned and paid abroad based on employment contracts with Macedonian
employers; ince derived from rendering services under contracts with entities and
individuals on a temporary or occasional basis);

Selfemployment income(income from the following types of activities:usiness
activities; professional and other intellectual servicegyricultural activities; other
activities with the objective of realizing revenues);

Income from property and property righténcome earned through the lease or
sublease of land, residential or business premises, garages, leisure and recreational
premises equipment, transportation vehicles and other types of property);

Income from copyrights and industrial property rigljgyments received for the use

of, or the right to use, such items);

Investment incomeddividends and other income realized thrghu paticipations in the
profit of legal entities and noworporate entities; interest on loans granted to legal
entities and individuals; interest on bonds or other securitlagerest on time savings

and other deposits are exempt from taxation to the date tbé accession of the
Republic of Macedonia to the European Unjon.

Capital gaingincome realized through sales of shares of capital and real e<tapital
gains realized from the sale of securities are not taxable from 1 January 2013 to 31
December 20%);

Gains from games of chance and other prize gateash amount of gain exceeding
MKD 5,000 from games of chance and other prize games);

Other revenuegany income that is not specifically mentioned in the Personal Income
Tax Law as being exempt from texother income, of which 65% is taxable. Other
income includes income realized by acquiring securities and equity shares without
consideration if the income is not taxed under the law on property taxes. For such
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income, the basis for the calculation difet tax is 100% of the market value on the day
of the acquisition).

ES Jv % Cu vSe E - v Jv ]JAl p o[+ 8 £ 0o ]Jv}IuU ]Jvou JvP
insurance, pension and disability contributions, as well as voluntary contributions up to certain
thresholds made on behalf of the taxpayer. There is a statutory personal tax allowance which
is deductible from the tax base when calculating personal income tax on salaries. The amount
of personal allowance fixed by PIT Law for 2014 is MKD 84,000 (apprdyifmbtie 1,460), on
an annual basis. Deductions for donations made to certain qualifying institutions are also
allowed up to an amount of MKD 24,000 (approximately EUR 400) if certain conditions are
met. There are also statutory deductions for particularadgmf noremployment income (such
as income from immovable property, royalties, etc.) determined either as a fixed percentage
of the gross income or at the level of the actual expenses incurred, if these are properly
evidenced by documents. The statutorgdiictions vary in a range of 25% to 60% depending
on the type of income received.

Exempt income generally includes the following types of income:
interest on demand deposits, term deposits and current accounts, as well as interest
under securities issueloly the Republic of Macedonia or local sgdivernment;
disability pensions;
scholarships granted by government bodies and registered -fapn profit
organizations;
per diem allowances for business trips within the approved limits;
specific type of rewals;
compensation for a period of unemployment;
children allowances;
certain types of income received on the basis of insurance contracts; and
certain types of compensation provided under the Labour Relationships Law of the
Republic of Macedonia.

In addition, salaries of employees at a taxpayer operating in a technological industrial
developing zone are exempt from PIT for a period of 10 years after the commencement of
activities in the zone. Thirty per cent of the capital gains from the sale of intof@yaoperty,
securities and equity participations are exempt from personal income tax, i.e. PIT is due on
70% of the realized gain.

The personal income tax liability is determined on a calendar year basis. The deadline for the
submission of an annual pgynal income tax return is 15 March of the following calendar year.
Individuals who derive only income from employment (with the exception of those individuals
who receive employment income from abroad or from diplomatic or consular offices in
Macedonia) ad/or pensions, or agriculture income are not obliged to file an annual personal
income tax return. The annual personal income tax liability is ultimately determined by a
decision of the respective tax office based on the annual personal income tax setommtted

100



TAX REFORMEXPERIENCES ARERSPECTIVE

by the individual. The tax office should issue the decision for the determination of the annual
personal income tax liability within 60 days from the date of the filing of the tax return.

2.2 (CORPORATE INCOME TAX
All legal persons conducting reggred activities in Macedonia are liable for profit tax. Similarly
to the Personal Income Tax Law,distinction has been made between resident and hon
resident taxpayers. Accordingly, residency of companies is to be determined under the "place
of incorpaation and registered seat” criteria. Under the Law on Profit (k. Gaz. RM no.
80/93 as amended no. 33/95, 43/95, 71/96, 28/98, 11/01, 2/02, 44/02, 51/03, 120/05, 139/06,
160/07, 122/08, 159/08, 85/10, 47/2011, 135/2011, 79/2013 and 13/2@aApayerof CIT is:
Legal entity (entity) t Resident of Republic of Macedonia that gains profit by
performing activity in the country and abroad.
Taxpayer of the Corporate Income Tax is also a permanent establishment of non
resident for the profit realized by peyfming activity on the territory of the Republic of
Macedonia.

Legal entity is a Macedonian resident for tax purposes if it is established or has headquarters
on the territory of the Republic of Macedonia.

The generally accepted concept is that residenhpanies should be taxed on theiorldwide

income (i.e. the grossicome realized from theiregular business activities shomestic and
foreign countries). Since April 2011, the tax base is defined as a sum of the taxable expenses
(or payments subject ttncome tax) and the underestimated revenues. The first category, and
§Z S ]« "S§ E 0 FHE% ve o & ( &+ S} §Z}s FE% ve » SZ § & Vv}s
actually form the tax base. By definition, it is considered that taxable expenses are not
piu EloC }vv & A]8Z 37 (]J]Eu[+ E Papad tiErefquedre subjectioA]s] -
income tax. The second calP}ECU ~pv E <3]u § refed® tA the transactions
between connected legal and individual entitid$he difference between thgross earnings

book valueand the tax ontaxable expensesnd underestimated revenuess subject of
additional tax onlyin the case of distribution of the earnindg a form ofdividendsor other

forms of income distribution), when a withholding tax of 10%@pplied. If the difference is
negative, then a loss after taxes is generated, and in that case tax entities have a legal right to
carry it forward in the next 5 (five) years.

Some of the major taxable items include (the list is not all inclusive):
Experr » v}3 E 0 8 A]3Z 8Z 8 £ % C E[+ pe]v o 3]A]8] *V
Payments for employmentkelated expenses, such as: food and transportation,
business trip expenses, use of a private vehicle for business purposes, severance
payments, retirement allowance etc. exaging prescribed limits;
Monthly personal allowances for executive and rexecutive directors in the amount
exceeding fifty per cent of the monthly average salary, as well as the total amount of
the insurance premiums;
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Voluntary pension contributions ereding four average monthly salaries per

employee on an annual basis;

Donations exceeding 5% and sponsorships exceeding 3% of total revenues;

Hidden distributions of profits which include providing goods or services at prices
0}A Eu[+ o vP Hdldérs orpalkes related to them, including lower interest

rates on loans granted, unjustified shortages,.etc

Interest expenses on loans falling under the thin capitalisation rules (refer below for

more details);

Withholding tax, borne as a cost byviacedonian taxpayer;

90% of entertainment expenses.

Additionally, writeoff and impairment of receivables (except in the case of banks, saving
houses or insurance companies) are generally not recognized for tax purposes, i.e. generally
considered as nodeductable expense and subject to 10% tax. Woitieand impairment of
receivables are tax deductable in case they are accrued as the result of a court decision or if
the receivables are duly reported in the course of a bankruptcy or liquidation procedure

There are 2 basic measures involved in protecting the tax base from tax planning activities and
income shifting:the thin capitalization rulesand thetransfer pricing rulesThese measures
were not fully developed in the previous versions of ttev According to the latest version,

the thin capitalization rules regulate the treatment of interest payments for the purpose of
taxation. Generally, interest payment on loans borrowed for the purpose of the regular finance
activities are treated as a netaxable expense, and therefore are not included in the tax base.
On the other hand, interest payments that are not part of the regular business activities are
considered as a taxable item and consequently, are included within the tax base. More
precisely, thegroup of taxable interest payments is consisted of the following items: 1. interest
expenses on delayed payments; 2. interest payments on loans from connected legal entities
that are not considered as banks or other financial institutions, above the nommaaket
interest rate; and 3. interest payments on loans from fremident stockholders that hold
minimum of 25% of the corporate equity, if the loan exceeds 3 times above the capital
participation of the individual stockholder (as debtequity ratio of3:1). Rules that regulate

§Z SE ve( E }( 83Z % E}(]8 SA v }vv 8§ vi]s] « & e v §Z
length prices. According to this principle, only the transfer prices that are comparable to the
competitive domestic and foreign marketices are recognized for the purpose of taxation.
Any difference between the transfer prices and the competitive market prices must be
included within the tax base.

If there is a decision for distribution of the profit after the calculation of the ClTh@tax on
taxable expenses and underestimated revenues), then corporations are obligated to withhold
the tax on capital income. According to the tax rules, every form of income distribution from a
domestic legal entity to any other domestic legal entisy free from taxation (zero rate
withholding tax on the transfer of the profit). Resident legal entities are obligated to apply
withholding taxon capital income only ithe case of distribution of the profit to foreign legal
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and individual entities and amestic individual entities.Revenues on which there is
withholding tax ardrom:
dividends;
an interest of resident;
interest of nonresident who has permanent establishment in the Republic of
Macedonia, if the interest is at the expense of the permanestaelishment;
royalties paid by a resident;
royalties paid by nomesident with permanent establishment in the Republic of
Macedonia, if the royalties is at the expense of the permanent establishment;
entertainment or sports activities that are performeatdthe Republic of Macedonia;
conducting management, consulting, financial services, research and development
services, if the revenue is paid by a resident or is at the expense of the permanent
establishment in the Republic of Macedonia;
insurance premiumgor insurance or reinsurance of risks in the Republic of Macedonia;
telecommunication services between the Republic of Macedonia and a foreign country;
and
rental property in the Republic of Macedonia.

The withholding tax rate of the revenues gained bg floreign legal entity since 2008 and
onwards is 10%. If the recipient of the revenues is a resident of a country with which the
Republic of Macedonia has signed an Agreement for avoiding double taxation regarding the
taxes of income and capital, the taiat and the applied tax rate cannot be higher than the

tax rate applied for the revenue determined in

Resident taxpayers have the right to credit tax paid aboard in accordanhehweitprovisions
of the respective double tax treaties up to the tax determined by applying the domestic tax
rate of 10%.

The taxation year is identical with the calendar year, and companies must submit their annual
corporate income tax return due to Felaty 28th of the following year. All entities operating

in Macedonia must make 12 advance payments of corporate profit tax by the 15th day
following the end of each month. If, at the end of the taxation year, it is determined that the
total of the advance gyments exceeds the tax due for the year, the excess may be credited
against future tax obligations or alternatively refunded.

2.21 THE FLAT TAX SESITIN THIREPUBLIC GVIACEDONIA

The Government of Macedonia introduced a number of sugfle policy meagres at the end

of 2006 aiming to reduce the tax burden and improve the business environment. The main
pillars of the tax system reform were the elimination of the progressive system of personal
income tax, the reduction and unification of the statutorytes for the personal income and
corporate taxes, and introduction of zero tax rate on reinvested profits. The so called flat tax
refers to personal income and corporate profits being taxed at one marginal rate (12% in 2007
and 10% in 2008 onwards)he Maedonian system of flat taxation was introduced in 2006 by
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amending the Law on Personal Income Tax from January 31 2006 and the Law on Profit Tax
also from January 31 2006. Specifically, with the amendments to the Law on Personal Income
Tax the three exigtig tax rates of the income tax, from 15% for income up to 360 000 MKD,
18% of income from 360 00 to 720 000 MKD 54 000 +18% of the share of income from 360 000
to 720 000 MKD, and for income above 720008 800 +24% of the portion of income over

720 000MKD, were replaced with a single rate &% in 2007 with its reduction &t0% in

2008. The rate of profit tax of 15% was replaced with 12% in 2007, decreased to 10% in 2008.

Along with the general tax rate reductions, came more incentives in favour effrée
economic zones, i.e. smlled technologicalindustrial zones. Companies that invest in these
zones will be completely exempt from paying profit tax for the first ten years, and with regard
to income tax, the user of the zone is exempt of paying e salaries of the employees in
period of 10 years, from the start of performing of the activity in the zone, i.e. from the first
month in which the user will perform the payments of salaries, regardless of the number of
employees.Such tax policy waselcomed by the IMF and a number of independent experts,
but not bythe EU because the move means forgoing tax legislation in Macedonia from the EU
law tacquis.

Desperate for foreign direct investment inflows, burdened with high unemployment and
willing to provide impetus for vigorous restructuring, the Government of Macedonia decided
to design competitive tax system. Positive experiences from other countries (Estonia,
Lithuania, Latvia, Russia, and Slovak Republic) that have already introduced the $hgtttan
gave strong justifications for the tax reforms.

The Macedonian government that introduced the Flat tax (thateiglected for the fourth

time continuously) intended to illustrate and demonstrate that tax players (the state budget
and financial nistitutions appetite) will be satisfied and tax payers will be complacent with
reduced tax rates. Flat tax has insured this.

Additional strength that inspired Macedonian authorities to engage in adventure of reduction

of the tax rates was, also, the regament for decreasing the tax evasion and grey economy,

that were almost a key trade mark of Macedonia, not oklgicedonianbut in all other ex

federation' states. At this moment, Macedonia has new trade mark that can be called EPS,
meaningEverybody PayBaxes Surely, the flatting of tax rates of income taxes, the lowest tax

rate in Europe of 10%, made it accurafe. }vl] U o}U v }Ee §Z Epo W ~]PZ §
growth andvice versdJ o}A § £ U Z]PZ & }v}u] PE}ASZ X sz 3Z ]v3E
tax model Macedonia became a leader in Europe amongst countries with lowest taxes, along

with Kyrgyzstan and Kazakhst@endovska and Dzafce, 2009)

The flat tax system adopted in Macedonia is thecalied proportional model with single tax
rate and many nonstandard deductions. The tax base is the individual income or the legal
entity profits. The main feature of the system is a single tax rate for personal income tax and
for profit tax amounting to 10%Article 12 of the Law on Personal Income Tiack Article 28 of

the Law on Profit TaxNamely, earned income, business income and capital gains are taxed at
a flat rate of 10% regardless of the amount of income that is earned or profits generated.
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2.3 VALUEADDED TAX
Generally, VATLaw on Value Addedlax Off. Gaz. RM no. 44/99 as amended no. 59/99,
86/99, 11/00, 8/01, 21/03, 19/04, 33/06, 45/06, 101/06, 114/07, 103/08, 114/09,
133/0995/2010, 102/2010, 24/2011, 135/2011, 155/12 and 12/istdue on the supply of
goods and services in the country sadfried out from the taxpayer in the course of his

}viu] §]A18] *X "pu%%o0C_ & ( E+ 3} P}} e }JE « EA] * % E
consideration. However, certain transactions carried out for no consideration are also
considered to be supplies, for exaln, private use of business assets.

The following transactions are generally subject to Macedonian VAT:
supplies of goods or services whose place of supply is in Macedonia; and
import of goods into Macedonia.
VAT can be charged only by VAT registgrexsons. An obligation to register for the
purpose of the Value Added Tax has the taxpayers that:
in the previous calendar year made a total turnover higher than MKD2.000.000;
during the calendar year makes a total turnover over MKD2.000.000;
start to perorm an economic activity, if they anticipate they will make a turnover over
MKD2.000.000.
the taxpayer can register for VAT purposes on voluntary bases if:
in the previous calendar year made a turnover less than MKD2.000.000 on an annual
level;
start to peform an economic activity, but due to the amount of the assumed turnover
are not obliged to VAT registration, which means they anticipate future turnover less
than MKD2.000.000.

Taxpayer of the Value Added Tax (VAT) is a person who permanently or @éiygoicforms

an economic activity, regasess of the goals and outcomes of that activity. Taxpayers of VAT
can be legal entities and physical persons, as well as association of entities that realize income
within the framework of their economic activityTaxpayer of VAT can also be legally
independent entities who are closely associated in ownership, organization and management
associated VAT entities.

The taxation with Value Added Tax is made on the turnover of goods and services which is
done with conpensation in the country by the taxpayer in the framework of his economic
activity and the import of goods. Tax base for the Value Added Tax is the total amount of the
received compensation, or the amount that should be received for the turnover, where the
Value Added Tax is not included. To this compensation belongs everything that the recipient
gives in order to receive the good or to use the service (VAT does not belong to the
compensation).

For turnover in the countrytax base is the total amount ofi¢ compensation received

or the amount that should be received for the turnover, in which the VAT is not

included.
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When taking goods which are part of the company's assets for the taxpayer's personal
needs or of his employees, for the turnover of goodshwitt compensation towards

the owners of equities, members and their close persons, as well as withholding goods
from the taxpayer by termination of the economic activitthe purchase price or if it
does not exist, the cost at the moment of the turnover.

When using goods that are part of the company's assets for the taxpayer's personal
needs or of his employees, when providing services without compensation for
taxpayer's personal needs and his employees or to the owners of equity, members and
their close grsons- the expenditures for the provided services.

When the compensation for the turnover of good or service consists completely or
partially in the turnover of other good or servieghe market price of the received
good or received service.

For the tunover made by an auctiothe final achieved price.

For the turnover of used goods (motor vehicles, art and collectibles and antiquities)
the difference between the sales and the purchase price, if for the transportation to
the taxpayer the tax is naiwed.

For importing goods the tax base is the value of the imported good determined
according to the customs regulations.

VAT is calculated according to proportional tax rates, as follows: general tax rate of 18% and
preferential tax rate of 5%A reducel VAT rate of 5% applies mainly to supply of the following
goods and services:

food products for human consumption;

agricultural equipment and mechanization, seeds and planting materials for production

of agricultural crops, fertilizers and materials fdant protection;

drinking water provided from public systems;

publications, except for publications mostly related to advertising and publications

with pornographic content;

pharmaceuticals and medical devices;

machines and software for automatic messing of data and their units (computers);

solar heating systems and their components;

transportation of passengers and their luggage;

medical equipment and other devices for the purpose to facilitate or treat a disability

for the personal use of diséed persons;

communal and waste disposal services;

hotel accommodation services;

supply of new apartments for residential purposes sold within five years after they are

constructed (subject to reduced VAT rate until 1 January 2016).

The period for whik the VAT is calculated and paid is a tax period which depending on the
turnover made, it might be:
calendar month-in case the total turnover in the previous calendar yeaceeded the
amount of MKD25 million;
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calendar quarter if the total turnover inthe previous calendar year did not exceed the
amount of MKD25 million;

calendar year for the voluntarily registered taxpayers and if the total turnover in the
previous calendar year did not exceed the amount of MKD2.000.000.

From 1st of July 2014 the pability for VAT tax period to be a calendar year will be abolished,
as the status of the all annual VAT taxpayers will be changed to quarterly VAT taxpayers.

If the previous tax in a certain tax period is higher than the amount of the tax which is
calculded for the turnover, the difference is refunded to the taxpayer upon his request stated
in the VAT tax return. If the taxpayer does not make a VAT refund request, the difference is
transferred as an advance payment in the next taxation period. The deafdlirtax refund is

30 days, after the day of submitting the tax return.

The tax exemptions and incentives for VAT may be:
in the country without a right of deduction of the previous tax;
in the country with a right of deduction of the previous tax;
on imports;
for special entities by VAT refund;
for donations given in the public activities; and
direct tax exemption on the turnover of goods and services for the purpose of
implementation of projects funded by foreign donors.

2.4 PROPERTY TAXES

Along withthe process of decentralization imé Republic of Macedonia, frofil.07.2005,
property taxegProperty TaxTax on inheritance and gift, Tax on real estate turnoses)local
taxes i.e. theiradministration is performed by the municipalities, as unitstted local sel
government and the City of Skopje, as a separate unit of the locajjeadinment(Law on
Property TaxesOff. Gaz. RM no. 61/2004 as amended no. 92/2007, 102/2008, 35/11, 53/11,
84/12 and 188/2013)

2.4.1 PROPERTY TAX
Owners of immovableroperty situated in Macedonia are liable to property tax.

The tax is levied on the market value of the property on an annual basis, at a rate which ranges
from 0.10% to 0.20%This rate is determined by the umicipality where the property is
situated.

The person liable for the property tax is the owner (legal entity or an individual) of the
immovable property, or the user of the property if a limited right to use the property was
granted. The person using the property is liable for the property tax anawnable property
owned by the Macedonian State.
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The property tax is not paid for:
Buildings and land owned by the state and used by the state and local government
bodies;
Buildings and land used for educational, cultural, scientific, social, healtrartitarian
and sports purposes, excluding buildings respectfully parts of buildings and land that
are exploited or are leased;
Buildings and land owned by the Macedonian Orthodox Church and other religious
institutions or used for nomeligious procedures roliving by other official personnel,
except those used for business purposes;
Business buildings in agriculture;
Business buildings and premises used for doing business, except for administrative
buildings;
Buildings of public enterprises and institiis founded by the Parliament of the
Republic of Macedonia, Government of RM, municipalities and the City of Skopje;
Buildings and land of foreign diplomatic and consular representatives and international
JEP v]Il 81}ve] }((1 U 1( YAv onditichdf tedipjocity;Z
Residential buildings in the rural areas in the mountainous regions determined by the
Government of RM;
Damp (accumulations) for water supply, irrigation or production of power, as well as
facilities built for the protection ofdnd, waters, and air;
Construction land;
Facilities by companies used for engagement, professional rehabilitation and
employment of invalids;
Infrastructure facilities as: roads, railroads, ports, airports, and facilities which are their
accompanying paif not used for revenue making purposes;
Land owned by the State that is not used for economic exploitation or is leased such as:
streets, parks, national parks, forests that are not used for revenue making purposes;
Water areas that are not used feconomic purposes;
Land used for exploitation area in the mine industry and for geological research, and,
Agricultural land that is used for agricultural production.

A taxpayer that owns a residential building or an apartment that he/she and theiryfarsd
for living has a right of 50% decrease of the property tax.

2.4.2 TAX ON INHERITANCEDABIFT

Certain individualsinheriting property (movable and immovables)subject to inheritance tax.

A liability to Macedonian inheritance, estate and gift tlepends not only on the Macedonian

tax residence position of the deceased/donor and of the beneficiary, but also on the
Macedonian location of real estate and assets when the deceased/donor is not resident in
Republic of Macedonia.

Inheritance and gift taxs paid for immovable property and for the right to usufruct and the
usage of immovable property which the inheritors, i.e. the receivers of gifts inherit, i.e. receive
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on the basis of the law on inheritance, i.e. the gift agreement. Inheritance anthygighall be

paid for cash, monetary claims, securities and other movable property if the market value of
the inheritance, i.e. the gift agreement is higher than the amount of an annual average salary
in the Republic of Macedonia for the previous year,cading to the data from the state
statistics office. The value of all gifts of the same type, received during one calendar year shall
be considered one tax base.

Taxpayer of inheritance and gift tax shall be a natural person and legal emésident inthe
Republic of Macedonia that inherits property, as well as a natural person and legal entity that
receive property as a gift, in the country and abroad. A taxpayer of inheritance and gift tax
shall be a foreign natural person and legal entityon- resident, for the immovable and the
movable property it inherits, i.e. receives as a gift in the Republic of Macedonia.

Base for the inheritance and gift tax shall be the market value of the inherited, i.e. the
property received as a gift, at the moment thextabligation arises, reduced by the debts and
the costs that are borne by the property which is the subject of taxation.

The tax rates depend on the relationship of the beneficiary to the testator or donor.
Beneficiaries who are first degree relatives anat taxable. A gift tax is levied on donated
property, as well as on property transferred without consideration. No gift tax is levied on
property donated to spouses and immediate family membé@ise rate depends on the order

of succession.

The inheritancend gift tax rates are in the following range:
2% to 3% for property inherited by/donated to brothers, sisters and their children;
4% to 5% for inheritance/gifts (donations) between unrelated persons.

The tax rate is determined by the municipality wlhehe property is located.

2.4.3 TAX ON REAL ESTATENOVER
The tax for the transfer of immovable property ranges from 2% to 4% and is levidteon
market value of the property.

The tax rate is determined by the respective municipality where the immevptoperty is
located.

Transfer tax is due by the seller of the property unless otherwise agreed between the parties.

Certain transfers of immovable properties are exempt from taxation including the transfer of
an immovable property where contributed kind for equity of a company, and the first sale of
a residential apartment provided that the supply was subject to VAT.
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2.4.4 HSCAL DEBITRALIZATION ANRANCINGOCAL SEGOVERNMENINITS
The fiscal decentralization process in the Republic afddania was stimulated by:
The pressure of the Ohrid Framework Agreement, 2001 (which ended an armed
}v(o] 8§ Ju%e}e]vP 0} o P}A Evu vi[s E }EP v]l §]}v - Epl]o
Ratification of the European Charter on local ggiffernment (Article 8concerning a
higher degree of local fiscal autonomy);
Stabilization and Association Agreement (2001) and European Partnership (2004);
The Government's categorical commitment to the European Union integration and the
local democracy as its most importardalue.

For that purpose, a wide variety of legal acts were enacted. These provided the units of local
selfgovernment new powers and a higher financial autonomy. In addition, they redefined the
relations between central and local government.

After the esablishment of the normative preconditions, in July 2005, after the local elections,
the process of fiscal decentralization began. The decentralization was envisaged in several
phases, in order to circumvent the potential risk of the process of delegadisgpnsibilities

and adequate fiscal resources from central to local government for the fiscal and
macroeconomic stability of the national economy.

The twophased approach was envisaged by the Law on Financing Logab8efhment Units

(Off. Gaz. RM nd51/2004 as amended no. 96/2004, 67/2007, 156/2009 and 47/201%)
provisions envisaged transition from lower to higher phase of fiscal decentralization, once the
municipality has fulfilled certain legal conditions. An additional reason for the phased or
asymmetric transfer of fiscal authority from central to local government was the diverse level
of administrative, technical and financial capacity of the local authorities. The accepted model
of decentralization was intended to give equal opportunitiesad municipalities and to
prepare them gradually for their new, expanded powers and fiscal empowerments.

The basic and most important benefit of the fiscal decentralization is the new system of
financing local seljovernment with the following features:
Autonomous local budget process;
System of hard local budgets;
Wide range of sources for financing local sglbvernment. Beside the traditional
revenues from local property taxes, the system includes shared revenues from the
personal income tax and ws added tax, as well as five types of
dotations/grants/donations from central government; and
Various possibilities for successful local financial management through a new system of
accountability and control.

Macedonian municipalities have a varietyresponsibilities, as: communal services; full school
budget management (elementary and high schools) including payment of salaries;
management and financing of social institutions or institutions for social protection and
childcare; institutional and firrgcial support for thecultural institutionsand management of

110



TAX REFORMEXPERIENCES ARERSPECTIVE

public health institutions (primary health care) through patrticipation in the boards of directors
of these institutions.

According§Z > AU upv] ]% 0]3C[e %0 CE } %o |GEal @xds)ocpl fees}and (1SEr} u
charges, revenues fromroperty (rents, interests, dividends from enterprises owned by the
municipality, revenues from sales of assets), fine;c®tribution, debt through bonds and
credits from commercial banks, and donationdpat from the own revenues, the
municipalities had been assigned with four types of fiscal transfers (earmarked grant, capital
grant, VAT grant and grant for delegated competences). The transfer was envisaged, in the
place of the earmarked grant, for the sembphase of fiscal decentralization. Earmarked grant

is intended for financing a concrete activity in elementary and secondary education, social
protection, fire protection and culture, or in order to cover the maintenance and facility
management costs ithese areas, but only for the purpose for whichistgranted. Capital
grant is a grant intended for financing municipal capital investment project. Shared revenues
come from personal income tax (3.0% of the personal income tax from salaries of natural
persons, collected in the municipality where they are registered with a permanent domicile
and residence) and from VAT (4.5% of the total amount collected by the central government is
transferred to the municipalities, in accordance to a vedfined methodabgy, taking into
account the criteria of population, territory and settlement).

In the subsequent years of the second stage of fiscal decentralization, the Macedonian
authorities responded to the demands of the local ggi/ernment units and implemented
several legal acts that increased revenues from taxes and utilities fees. Hence, in 2008 the
amendments orthe Law on Property Tax abolished the tax exemption for business building
and premises. These provided an opportunity for a significant increaseunicipal revenues

from this source; amendments on the Law on Communal Fees that determine larger amount of
utility tax for street lightingwere introduced amendments on the Law on mineral resources
which provide the right of the municipality to allocat8% of contribution for exploitation of
mineral raw materials obtained with Act on Concessieere introduced the new Law on
Environment envisaged additional sources of revenues for municipalities; amendments were
enacted on the Law on Value Added Tax Whieduced the VAT rate from 18% to 5% for local
services related to maintenance of public cleanness and waste disposal andctbated
conditions for financial consolidation of local public enterprises delivering these services.
Furthermore, in early 20l new Law on Construction Land was introduced and the
municipalities obtained the right to manage the statened undeveloped land which remains

in state ownership. The revenues from the sale of land are divid®86 belong to the central
budget, while 8% belong to the local budgeflslaksimovska and Neshovska, 2012)

111



V. PENDOVSKA NESHOVSKAAX REFORMBYERIENCES AND PERSRES THECASE OREPUBLIC AWACEDONIA

3 INSTITUTIONS

Macedonian Public Revenue Office (further in the text: PRO) is beyond doubt a very efficient
young government institution (operates fully since 1994) that along with sévettzer
administrative bodies has been on the front run of reforming the entire government structure
in line with the principles of the Macedonian Constitution (1991) and the newly enacted laws
adopted in sovereign independent Macedonia. As noted aboveymeng the old tax system
which was inconsistent with an open market economy and democratic political system in RM
was of high priority, and was substantially completed by the end of 1993 when several major
tax laws have been adopted in ParliaméRendogka, 2011)One of these laws enabled the
establishment of a specialized state agency responsible for implementing the reformed tax
legislation having a crucial role in insuring sufficient and constant flow of public revenue in the
state budget.

PRO was eated by the Law on Public Revenue Office and is operational since January of 1994
(Law on Public Revenue Office, Off. Gazette of RM,80(23). In the beginning, it was
something of a successor of the former State revenue office thus taking over itg enti
personal in addition to the staff of the smlled Office of Social Accounting coming from its
inspection unit. The governing law on PRO today was enact®d.08.2014(Law on Public
Revenue Office, Off. Gazette of RM, no. 43/20T4)e Law presents rjaa piece of legislation

and legal framework that regulates all relevant issues concerning the status of PRP, the scope
of authority, internal organizational structure, the relevant procedures and management, as
well as the powers and responsibilities redjag collection of taxes, maintaining data base of
various information and protection of personal data of taxpayers, internal audit, inspections,
investigations etc. The second major legislative source relevant for the operation of the PRO is
the Law on @x Procedure enacted in 200®ff. Gazette of RM, nal3/06 as amended
no.88/08, 159/08, 105/09, 133/09, 145/2010, 171/2010, 53/2011, 39/2012, 84/2012 and
187/2013) The Law represents a code of all procedural rules being put together in a single
statute, thus derogating all previous rules scattered in various tax laws, with regard to
determination and collection of taxes. Only the collection of local taxes (taxation of property)
is regulated by different provisions.

PRO is a public administration organtwiegal personality status, which operates within the
Ministry of Finance. PRO is run by Director appointed for a 4 year term by Executive Power/
the Government of RM. The Director may be revoked under conditions proscribed in the Law
(article 10 of the ba on PRQ) One may conclude that the organization is partially
independent, since apart from the fact that it is a legal person and its staff has status of tax
officials different from the general status of government officials, it is very closely tied to
government:firstly, through the appointment and removal of the Director and secondly, the
fact that it situated within the structure of the MF.

The year 2009 marked a period rafdical changes in the organizational structure of the PRO,
thus enabling thathe operations were conducted on three different levels: the amendments
to the Law on PRO enabled that one level is the General Department, the Department for large
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tax payers; secondly, five regional departments and on local level 72 units within tioaakg
departments were established in all local communities. It operates as highly centralized
administration within the entire territory of Macedonia and carries out its functions upon the
principle of functionality.

PRO is responsible for implementatiofithe tax policy, determination and collection of taxes
and social security contributions from employees and similar fiscal levies. It secures finances
for timely and efficient fulfillment of government policies; gives assistance to taxpayers;
conducts swveillance of the entire tax system thus proposing changes for its improvement; is
engaged in international cooperation with pier organizations; is engaged in giving legal
assistance regarding crebsrder tax cases to similar offices in other jurisdicioBut, first

and for most PRO is in charge of collecting the following taxes and related levies: personal
income tax; profit tax; value added tax; mandatory social contributions and other levies if
proscribed by law. Apart from the previously mentionedsitworth noting that inspections
aimed at combating tax evasion and tax fraud are one of the core functions of the office,
especially given the relatively substantial portion of geapnomy in Macedonia in the overall
economy. PRO is in charge of caltnfp and refunding excess taxes to tax payers, most
notably to businesses and companies concerning the tax credit mechanism of our value added
tax.

The general mission of the Macedonian PRO is to secure high quality services for the tax
payers, by simpliipg the procedures for payment of taxes as well as efficient and fair
collection of taxes and other public revenues. The modernization process has been in place for
the past 5 years with its final objective to create an institution that can present anmotiel

for the entire public sector in Republic of Macedonia.

4 TENDENCIESACTS AND FIGURES

Macedonian tax reforms in recent years have been driven by the commitment gradually to
harmonize with the EU and by the desire to improve further the environnfentdoing
business. Thus, recent tax reforms can be seen as a continuation of efforts to improve
efficiency in the allocation of real capital, to enhance productivity and promote innovation and
investment, to strengthen the competitive position of firmsdaencourage foreign direct
investments. Furthermore, the efforts to implement a modern tax administration were fairly
successful. The Macedonian PRO has been engaged in permanent improvement of its
administrative capacity; implementation of modern techogiles, elevating the qualitative
standards in the procedures, thus coming closer to the standards and practices of the EU
membercountries.
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4.1 LATEST TRENIRESULTS AND SETBACKS
In the last few yearsn Republic of Macedonihave been undertaken théollowing tax
reforms:

Personalincome tax
Law on Personal Income Tax was amended, postponing the application of taxation on
capital gains from the sale of securities until 2016 and delaying the application of
taxation of interest on deposits until aceasn.

Corporatetax
introduction of zero tax rate on reinvested profits
simplified tax regime for small and micro businessBside Companies classified as
small and micro traders and legal entities residents of Republic of Macedonia, leading
accountingand preparing annual accounts in accordance with the Law on Trade
Companies (not performing bank, financial, insurance, and activities from the area of
games of chance and prize games) which will realize total income at all bases up to 3
million MKD per gar, are exempted from payment of annual tax on total income.
Trade Companies classified as small and micro traders and legal entities residents of
Republic of Macedonia, leading accounting and preparing annual accounts in
accordance with the Law on Trad@ompanies (not performing bank, financial,
insurance, and activities from the area of games of chance and prize games), whose
total income is from 3.000.001 to 6.000.000 MKD per year, are entitled to choose to
pay either annual tax on total income of 1%Qwrporate Income Tax of 10%.
tax incentives for investing in Technologidatustrial Development Zones (TIDZs)

f The user of the zone is exempt of paying Personal Income Tax for salaries of the
employees in period of 10 years, from the start of performifighe activity in the
zone, i.e. from the first month in which the user will perform the payments of
salaries, regardless of the number of employees.

The user of the zone is exempt of paying Corporate Income Tax in a period of 10 years,
if in a period 6 2 years after the year of receiving the Decision for start of performing,
under the conditions determined by the Law, starts with performing of the activity in
the area.

f Withholding Taxt The users of TIDZ which are performing payments of incomes to
foreign legal person in Republic of Macedonia or abroad, are obliged in the same
time of the payment of the income to withhold and pay the tax in amount of 10%,
unless if it is otherwise regulated by the International agreements for avoiding of
double taxatian.

f The user of the zone is exempt from VAT on trade of goods and services in
TIDZ (except trade intended for final consumption) and for import of goods in
TIDZ (under condition the goods are not intended for final consumption).
effort to improve the fischdiscipline of the legal entities by implementation of Law on
fiscal disciplin€Off. Gazette of RM, n82/13 as amended no. 43/14)
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Valueadded tax

Excise

Taday,

No tax rates changes (general tax rate of 18% and preferential tax rate of 5%)
In 2010 increase of totalurnover for obligatory registration for VAT from MKD
1.300.000 up to MKD 2.000.000
In 2011 and 2012 the most important VAT amendments are related to the preferential
VAT rate. Thus, as an antisis measure, the first sale of residential buildings/
apatments that are sold within the first 5 years of completion of the construction will
be taxable with the 5% tax rate until the end of 2015; three more categories of
goods/services will be subject to the 5% preferential VAT rate (raw oil for food
production, commercial facilities™ services hotels, motels ete, for the import of
personal computers, PC components, software and thermal solar systems), exemption
from VAT on imports, shipments with a value of up to EUR 22 and on tickets for public
events.
f Stating from 2013 mandatory use oftax for the VAT taxpayers
f In November 2013 new Dra¥tersion of the Law on VAT prepared with the GIZ
technical support ensuring that the supply of goods and services would be taxed in
one place, will establish an informan system to change the information, will
apply an electronic filing of tax returns, and one of the novelties in the law will be
the commitment to exempt from VAT the sale of real estates. Part of the new VAT
legal provisions will apply automatically, irediately after RM will join EU

the Law on Excise Tax was amended: it increases the excise duty on alcoholic
beverages, while the increase for cigarettes and tobacco will be gradually applied over
ten years.

after summarizing theesults of sah policy there is compelling evidence that it

revolutionized the tax system and provided economic stimulus for thérdan-vibrant private

sector

in MacedoniéMaksimovska, Stojkov and Neshovska, 2013)

The greatest benefit from the flat rate systemthe introduction of tax simplicity,
replacing the complexity of tax calculations that taxpayers have to go through.

It also fosters the administering and audits performed by the Tax Administrations
decreasing the compliance costs. Cutting the tax rates laroadening the tax base
hinders the incentives for tax evasion. In return, the fiscal discipline of taxpayers
increases as seen by the improved collection of taxes that makes the flat tax system
more efficient.

As a consequence, tax revenues grow whiels exactly the case with the Macedonian
corporate income tax where the rate of revenue growth was over 60% comparing to
the planned one in the first half of 2008.

Despite the replacement of three progressive tax rates with uniform, and reduced rate,
the personal income tax also demonstrated satisfactory performance in terms of
revenue mobilization.
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GRAPHL GRAmM 2
Personal income tax revenue Corporate income tax revenue,
19972012 (as a percent of GDP) 19972012 (as a percent of GDP)

Source:Authors calculation based on dates from Ministry of finance and Public Revenue office of Republic of
Macedonia

Tax structure in Macedonian total budget is very diveteeGraph 3 it is notable that in the
last 15 years income taxes participate less italtddudget revenues which means release of
income taxation and move toward higher consumption taxation.

GRAPH3
Tax structure in Macedonid9972012(in percent of total taxes)

Source: Ministry of finance of Republic of Macedonia

There is increase of GDnot only in absolute but also in relative amount. Republic of
Macedonia was not surrounded of the world financial crises but still has a higher GDP despite
low tax rates.
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GRAPH4
Macedonian GDR2007-2012(in million denary

Source: State Statistic@ffice of Republic of Macedonia

The forecasted effects from the theory (as a direct benefit in the first few years of the flat tax

introduction) undoubtedly occurred in Republic of Macedonia. It is evident the FDI increased in
the period 20072008 (the fist two years of the introduction of flat tax), but in 202910

came to a relative decline of FDI, primary affected by the financial and economic crisis.
However, FDI are now higher than in 2007 indicating justification of the introduction of the flat

taxas a device to attract FDI.

GRAPHD
FD] 20072012(in million EUR

Source: State Statistical Office of Republic of Macedonia
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4.2 MACEDONIAN TAXATIOGNTHEHJROPEANTOMMISSIONCOUNTRREPORTS

On October 16 2013 European Council adopted the 2@&gean Commission report (SWD

(2013) 413 final) which for the fifth successive time recommends that the Council opens

negotiations on membership with thieepublic of Macedonian all MK Progress Reports,

Chapter 16: Taxatiofsuropean Commission has givée following recommendations:
As regardsndirect taxation, some of the reduced VAT rates (5%) are not in line with
the acquis. Some rates for excise remain lower than the minimum required by the
acquis.
In the area ofdirect taxation, the alignment wit the relevant Directives (the Parent
Subsidiary Directive, the Merger Directive and the Interest and Royalties Directive) has
yet to be addressed. The Law on special zones for technological and industrial
development needs to be aligned with the EU Cotl€@nduct for Business Taxation.
As regardsadministrative cooperation and mutual assistanceelectronic data
exchange between the public revenue office and the financial police intensified. A
double taxation agreement with Luxembourg was ratified, briggthe number of
agreements concluded with EU Member States to 24. These agreements do not cover
debt recovery or the automatic exchange of information.
In the field ofoperational capacity and computerizatignvoluntary compliance and
enforced collectionimproved and electronic services were extended. Mandatory
registration of cash payments was further extended. Electronic submission of VAT and
profit tax returns was made compulsory. While the processing of VAT refunds
improved, substantial efforts are gaired to reduce delays and build up a good track
record of compliance with legal deadlines. A forensic laboratory has been set up to
fight highrisk tax fraud, but is not yet operational. The action plan for reducing the
informal economy was updated. Hower, the fight against tax evasion and the
informal economy remains a challenge. Operational capacity and IT infrastructure, in
particular, need to be improved.

The main conclusion is that there was some progress during the reporting period. Further
efforts are required to align the direct and indirect tax legislation with the acquis and to
achieve and maintain a good track record for processing VAT refunds within legal deadlines.
The fight against tax fraud and tax evasion and efforts to combat the gayoeny need to be
further intensified. On the whole, preparations in the area of taxation are moderately
advanced.

5 CGONCLUSION

Tax reforms in Republic of Macedonia started in 1993 and were connected with political,
economic and cultural changes in the lyayears of the state independence and at the
beginning of transition period. The main objectives of the first major tax reform of 1993 were
to create a modern tax system, consistent with an open market economy, to be efficient;
internationally comparablend competitive; simple for application and "difficult” for evasion;
and flexible. The next crucial reforms took place in 2000 when VAT was introduced, replacing
the previous Turnover Taand in 2006 with the introduction of the flat tgrefers to persoal
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income and corporate profits being taxed at one marginal rat8% in 2007 and 10% in 2008
onwards). The main taxes, now, applicable in the Republic of Macedonia are: personal income
tax, profit tax, property taxes, VAT and excises.

Today,7 years late, after summarizing the first results of flat tax policy there is compelling
evidence that it revolutionized the tax system and provided economic stimulus for the far
from-vibrant private sector in Macedonia.
The greatest benefit from the flat rate systeis the introduction of tax simplicity,
replacing the complexity of tax calculations that taxpayers have to go through.
It also fosters the administering and audits performed by the Tax Administrations
decreasing the compliance costs. Cutting the taxesaand broadening the tax base
hinders the incentives for tax evasion. In return, the fiscal discipline of taxpayers
increases as seen by the improved collection of taxes that makes the flat tax system
more efficient.
As a consequence, tax revenues grohick was exactly the case with the Macedonian
corporate income tax where the rate of revenue growth was over 60% comparing to
the planned one in the first half of 2008.
Despite the replacement of three progressive tax rates with uniform, and reduced rate,
the personal income tax also demonstrated satisfactory performance in terms of
revenue mobilization.
Furthermore, the financial crisis that caused increasing of tax rates exceed in Republic
of Macedonia without introduction of higher tax rates. In otheords, the flat tax in
Z %l o] }( D }vl Z - Al3Z<3}} §z ~Alve_}( 8Z (Jvv]o
need of leaning toward tax rates increase. Republic of Macedonia is a model in the
region that encouraged some countries (Bulgaria, Serbia and Hgntgaintroduced
flat tax systems.

Macedonian tax reforms in recent years have been driven by the commitment gradually to
harmonize with the EU law and by the desire to improve further the environment for doing
business. Thus, recent tax reforms can bensas a continuation of efforts to improve
efficiency in the allocation of real capital, to enhance productivity and promote innovation and
investment, to strengthen the competitive position of firms and encourage foreign direct
investments.Additionally, the efforts to implement a modern tax administration were fairly
successful. The Macedonian Public Revenue Offitso, has been engaged in permanent
improvement of its administrative capacity; implementation of modern technologies, elevating
the qualitaive standards in the procedures, thus coming closer to the standards and practices
of the EU membecountries.

The 2013 European Commission report (which, for the fifth successive time, recommends that
the Council opens negotiations on membership with Republic of Macedonia) suggests that
further harmonization efforts have to be done under tBeiropean Commission's eyes wide
open, particularlyin the field of VAT and excises rates and exemptions.
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PERSPECTIVES OF TBKORMS IKIROATIA
EXPERT OPINION SURVE

HRVOJEA D K s /JUNIVERSITY @AGREBFACULTY AECONOMICS ANBUSINESZAGREB
HELENAB > «/ UNIVERSITY REEKAFACULTY AECONOMICIRJIEKA
ANA &AMBUKUNIVERSITY GRREKAFACULTY CECONOMICIRIEKA

JEICLASSIFICATIGHZ0

ABSTRACT

In order to shape tax reform it is necessary to objectivalgesscurrent situation and
perspectives of théax systemAfter having reviewed all previous reforimsthe light ofthe
consumptiorbased (interestadjusted) concept of direct taxation, which wadmost
systematicallyimplemented in Croatia in 1994, we present the results ofhitoad expert
opinion survey about Croatian tax system.Most interesting esults suggest
maintenance/(re)introduction fodifferent tax incentives and reducedAT rates, rejection of
flat tax as well as decrease number of tax bracketsncrease in alcohol and tobacco duties,
introduction of financial activities tax, further shift from income to consumpfietrease of
tax share in GDP and belief in behavioral responsiveness of tax decreases/exerhptions
equity principle alsoThe last three economic vietwalues are important predictors of other
tax attitudes.

Keywords: opinion survey, tax reform, tax system polcy, Croatia

1 INTRODUCTION

In the summer 2013TheSurvey about State and Perspectives of Croatian Tax1syste] u } A ]

et al., 2013was performed. The survey was based on the similar US survey from the beginning
of 2013, organized by National Tax AssdaiafNTA) and conductedmong its members. This
survey is referredo and compared to the previaisimilar US surveys from 1994 at@eB4

(Lim et al, 2013).

The purpose of ouresearch, similar as in the US survey, wafsno out what tax experts think
about the overall current situation and problems in the field of Croatian tax system and what
they expect from tle tax policy in the future.Since the similar research has never been
performed in Croatia, the analysis is especially directed towards incorsasreonsumption as

the tax base, which influenced all Croatian tax reforms. Besides thate thex some other
motives to conducsuch research. Croatia has witnessedo relatively turbulent decaels and
some very influentiatax reforms. Above allye started the research in order to establish the
attitudes of tax expds almost 20 yearsfter the fundamenal tax reform in1994, when the

" Thiswork has been supported in part by the Croatian Science Foundation under the project nl#84r3-11-
8174and by the University of Rijeka under a project number 13.02.1.2.02.
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consumptionbased taxation (interesadjusted personal andccorporate income tay was
introduced Furthermore, beside&reece, Croatia is the ongU country that is still i(b year)
recessiorwith no positive expectation even in 201%he decline in economic activity causes
additional political instability and many tax system changesvell axhanges irattitudes on
tax system and policy respectively.

Similar tothe US survey, owsurvey encompass three sectors of experts: government, private
and academic. The results are assessed using the percentage of negative/positive answers of
61%as sing of consensus and analgsthat consensus degree in more detail.

We also wanted to analgspossible influence on specific values and economic views on the tax
system/policy attitudes using binomial probit regression.

After the Introduction, the second part of the paper gives #ert overview of Croatian tax

reforms, with special emphasis dhe changes related to main taxation concepif direct

taxation (incomeversus consumption)n thethird part tax survey is analgd givingoverview

of the atitudes with the prevailing cosensus among Croatian tax experts. The fourth part

entails binomial probit regressions in order to determine how specific values andedon

views (concernindpehaviairal responsivenesas well as incidenge]v(opu v E% ESe[ %}o] (
opinions.

2 TAX REFRMS INCROATIA

In 2014 Croatia will mark twenty years sintiee first big tax reformtook place seting up

foundations of the current tax system & great scope. The tax system from 1994 was in the

limelight of the numerous debatdsoth Croatianandinternational tax literature' At thattime,

Croatia was the only country consistently implementing constion-based taxation t
interestadjusted personal andorporateincome tax (PIT and CITAccording to thatspecial

contribution to the debate was inflenced by theAllowance for Corporate Equity (ACE) tax

~ 00 "% E}S S§]A ]v3 .MBesifles ¢arpoi@gncdme tax, Croatia introduced

synthetic_ personal incometax that in some elementsstill departed from the interest

adjusted income tax e treatmevs }( ]Jv }ju ¢ (E}u E o0 ¢35 5 ¢ us ]Jv op N %o

! For the literature overview of thelebates and arguments about consumptioarsus income concepif taxing
persoral and corporaténcome in Croatia see]Ju}A] ~114ifa)forithe general literature overview about the
advantages and disadvantagefthe consumptiorbased taxation, especially ACE tax see 1] ~1118®8Y. FoH

the contributions to the debate, and espatly Croatian ACEodel 1994-2000 see Schmidtet al. (1996), Rosand
Wiswesser (1998), KeemdKing (2002andKlemm (2007) v o 1] ~11i6+X

2dz & Gu » }E % } & Suséd i} this papEfor the reasons of international comparabilitywould not be
completely appropriate foiCroatia. The tax payers of this tax are corporations, but also some part of the non
corporate sector (partnerships with "traderagtis” and even the sole tradersin this way the typical distortion of
the classical income tax conceptbetween the corporte and the norcorporate sector- was avoided, as the
consumption tax concept requireand this remains even now. On the other hand, it could be argued that it is
simply replaced by the distortion between business units (enterprises) that@apporate ircome tax and business
units that paypersonal income tax (selfu%0}C Jv ~ € (8« v SE =+ 32 8 E & o 5]A oC «u 00
opt to pay a corporate income taxin order to mitigate the problem, the Croatian legislation frasn the very
beghnninggiven the selemployed the option &paying corporate incomé&ax instead ofpersonal income tax the
selfemployed can opt to pay corporate ino@ tax or have to pay it if the businesshig enough in terms of
number of employees, assets, incometarnover ~ ¢ o¢} o 1] U TiideX
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Jvs €& 5 (}E& §Z W e(belfemployedil also.In 1994 new excise taxes were
introduced also, and the number of retail saliex rates wagyradually reduced in order to
prepare theintroduction of thevalue added tax\(AT). Although the first VAT law wamnacted
in 1995,it entered into forcein 1998.

TABLEL
Overview of tax reforms and changes in the tax system relevant for the income/consumption
concept

Period and system Basic changes

19942000 1994

Consumptiorbased system . N o .
(interestadjusted PIT and Nontaxation of capital incoméexception: property income)
ACHat CIT and PIfbr business income)

CIT)
2001
Introduction of capital income taxation (dividends and part of
interest)
Abolishment of ACE and introduction of numerous incentives
20012004 (tax holidays)

Elements ofconsumptian concept:interest-adjusted income tax
Non taxation of most interest (bank saving and deposit
accounts, securities) and capital gains from financial assets

systans: sange and e o o

interestadjustedPIT and pitaliproperty y eo 9

tax)
CIT) . o .
Elemens of consumption concept: savingdjusted income taxand
cashflow tax
Not only compulsory, but also voluntary pension as well as lif
insurance contributions deductible (and later taxable)

Immediate writ-off and enhaned accelerated depreciation

Mostly incomebased
system (with some ements
of consumptionbased

TiiAd cDlv]r 8§ £ & (}CEu
Abolishment of dividend taxation
Abolishment of immediate wrétoff and enhancedccelerated
depredation (the accelerated depréation in the form of

20052013 doubled deprettion ratesfrom before(2007)remaing
Hybrid systemt elements Modifications of CITincentives
of incomebased and 2010
consumptionbased taxation Abolishment of deductibility for voluntary pension insuranc
(interestadjusted and and life insurance premium&¢m savingadjusted to interest
savingadjusted) adjusted model)

2012

Reintroductionof dividend taxatior(towards income concept,
but not systematically
Non-taxation of reinvested profit

Source: Authots

However, Croatia has relatively quickly abandoned inteagtisted personal and corporate
income tax by its second great tax reform from 2001, which followed after parliamentary
elections and change of ruling party. The biggest changes happened in the field of corporate
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and personal income tax, where ACE was abandonednanterous incentives introduced.
Personal income tax started to encompass some capital incomes, but the main part of them
was still exempt. Besides introduction of the General Tax Act, there were no substantial
changes in other tax forms. It could be sdftht this tax reform has shaped present
characteristics of the Croatian tax system in such a substantial way that it also rexczhls
operandiof the tax system and policy, which are changed with every change of the ruling
party? "YU §Z ~u]v] rm&tABe @gining of 2005 abolished the taxation of dividends
again (which was reintroduced in 2012 again), but did not bring back ACE as the basic element
of consumptionrbased taxation at the entire business (corporate and persohaelf
employed) leve Current Croatian tax system is the hybrid system, where both the elements of
incomebased and consumptiechased taxation concept are present and where the
domination of the particular concept depends mostly of the actual ruling party.

Overview of tax eéforms in Croatia with special emphasis on the changes in the direction to
consumption/income concept is presented in Table 1.

3 2013EXPERT OPINION SURVBOUT TAX POLIGNCROATIA

3.1 SURVEY MTHODOLOGY

Opinion/attitude surveys, either rather genetair more specifit have also been applied to
taxation researchCroatiansurvey is mostly based on the latd$ENTA expert opinion survey
(Lim et al, 2013; DeGroat, 2013), which has its longstanding history (Walkes, Bd&mrod,
1994; Brannon, 1995 However, a lot of modifications should have been made, with the
majority of new questions introduced as well as a lot of questmitiser omitted orchanged.

In the end, the final Croatian questionnaire has around 20% resemblance with the original
survey mainly regarding last set ok ¢S]}ve }uS P v BE 0 § A& Jeep *U A% ESe|
beliefs about economics (economic mode®d.questions(i.e. statementsgncompass general
questions, the onegoncening basic types of taxes argpecific questions abauhe most
topical tax policy elements in Croatia. The basic ygsther question methodologyhas also

been changed by using Likert iterfislevels) After the pilot (a couple of academic colleagues
and tax practitioners) some guestions were omitted/diad.

%In contrast to the tax reform from 1994, tax reform from 2001 caused not nearly as much debates. Although it was
shown that this reform caused significant decrease in tax burden, it remained questionable whethestilte ce#

§ £ «CeSu ZVvP + AE 38Z }E]P]vo]vd v }( 3 £ %}0] C E 3}E+ ~aA oi IU TiifieX
* For instance for US: Behrens (1973), Fisher (1985)18R3), McCaband Stream (2006)Campbell (20099, Lim et

al. (20139, for Israel: Dornstein (19879, fdwostria: Kirchler (1999), for Australi®urphy (2004),for Sweden:
Hammar et al. (2008).

® For instance for cigarette tax&reenand Gerken (1989), for local tax ratéshworthandHeyndels (1997), for flat

tax and sales taxé@dcGowan 2000),for estatetax and flat taxFleischmarand Hutchison (2001), for the income tax
Eicheret al. (2001)Hasseldineand Hite (2003)for environmental taxe§ halmann(2003), Kallbekkeand Saelen
(2011), for tax deductibility of mortgagé&n der Heijden et al. (2007#pr the tax compliance and moralkorgler

and Schneider (2005, 2007\Im et al. (2006), EichendStuhidrehe}(2007), Randlane (2012), for the estate tax
Birney et al. (2006)Fatemi et al. (2008), for G&@x >, ( P @ndNordblom (2010), for minimum corporate tax rates
OsterlohandHeinemann (2018
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The survey was performed between May and R@§¢3.The call was serity email to 1,000

addressest the beginning of Mayand the reminderin the mid of July. Mostanswerswere

gathered by web pagégust a fewby post (in a written way)Out of 1000 targeted population
experts, 304 responded, so the sample could be regarded as representative.

In accordance witlthe relevant mentioned survey@Nalker, 1935; Slemrod, 1994; Lim et al.,
2013) the targeted population were dx experts divided in the following three groups:
academics government sector and private sectdr Academics includeprofessors and
researchers aeconomic faculties and institutes that devote at least part of their scientific and
teachirg work to the tax system and policy. Govenent sectorconsists offTax Administration
(employees of sectors insideeral office, head of Regional andokal office$ and local and
regionalgovernment units (heads of finance departments of those units). Private sexstails
mostly tax advisordyut also some private business soi®professors as well as employees in
tax accountingadvising and publishing companies.

As in similar surveys, 92 survey questions could be thematically divided into couple of groups:
property taxes, personal income taxcorporate income tax, VAT, excise taxes, social
contributions, general tax issuesd values. In addition, some general questions were set to
establish the demographic and professional characteristics of the respondents.

3.2 DEGREE GFONSENSUS

In orderto enable comparison with the rel@ant NTA survey, at least 61% positive or negative
answers(without neutral responsgare taken aghreshold for conensus(Lim et al., 2013).
Since Cratian survey was made with-® A o >]1 ES ]§ ueU 3Z weA E> Jov

VeA Ee "EWdNgWCPE _ v ~u}e30C PE _U AZ]Jo §Z Vve.A E-

E

e

ey

VeA Ee 2u}e30C ]+ BYE 00CVe3E}VvPOC Je PE _ X ndmber of % E « v3e

answeswith the congnsus degreef at least 61% Table A2n Appendix entails detailed data
for the degree of cosensus for all 92 survey statemefgsestions

Even 84 questions (out of 100) had a degree of consensus above 61% in the US NTA survey,

while such a degree of consensus in Croatian survey achieved ortgt@hents or only 70%.

If the consensus threshold were raised to 75% equal answers, the number would decline to
only 38% (35 out of 92). Due to the frequent tax reforms and tax law changes in Croatia, such a
low consensus degree has been expected. Itterésting that somewhat broader consensus
was reached inside the academic and government sector in contrast to the private one.
Unfortunately, there is a significant number of statements without any general (total)
consensus, which is not the case at teedl of particular groups of respondents (sectors).
When the experts are divided into sectors, there is much more homogeneity inside each
sector, so the higher percentage of consensus is to be expected. We hope that the further
development of the Croatiasociety would result in the higher level of legal certainty and tax

®Table Al in Appendix entails detailed informationfu8 @& ¢%o}v VvSe[ «SEN SUE X
" This arbitrary but seemingly reasonable threshold for consensus is taken for the relevant comparison with the US
surveyalso (Lim et al., 2013)ore certain degree would be 75% for sure, so this is also taken into account.
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stability, which could also lead to a higher degree of consensus between tax experts. Such a
trend is observed in the US with a higher level of consensus in 2013 in comparison with 1994.

TABLE2
Degree of consensusumber of questionswithout neutral response)
Total Academic Government Private
Degree of consensus
No Yes No Yes No Yes No Yes
61-74% 7 22 7 28 8 25 11 25
75-100% 5 30 6 30 6 32 9 23
Total61-100% 12 52 13 58 14 57 20 48
Total (No and Yes)
Total 6174% 29 35 33 36
Total 75100% 35 36 38 32
Total 62100% 64 71 71 68
e o o sogu 77.2% 77.2% 73.9%
Source Tabe A2

However, there are some contrary statememigth the congnsus reached. So it is hard to
reach the agreement concerning the specific isswithout further analysis. Still, there is a
significant difference in the degree abrtsensus anong the questions where the cogssus is
reacled.

3.3 SPECIAIAX ISSUES
As mentioned previousl¥?2 statements are divided into a couptd groups concerningpecial
tax issuegsee Tablé\2).

Concerning property taxation, only half of statements reached the satisfying degjree
congensus (61%). The main questiaiated to the introduction of real estateax reached no
satisfyingconensus ~*}voC_ 69 }( ve-u).GEhe biggéstidpponent is the academic
community, while private and government sectoave reackd congnsusin favaur of that

tax. The coransusis also reachedbr the real estate taxeing local tax, for the maintenance

of local surcharge as well as real estate transfer tax and for property being necessary
additional indicatorof ability to pay. Furthermore, the respondents have different idefitax
burden of real estate tax for business and citize@serall consensus is reached for the
statement that citizens do not have to pay higher rates in comparison to business, but not for
the statement that business should pay higher rates in comparigo citizens.Naturally,
academia and government sector have supported the latter staten{é@6 and65% in
favaur), in contrast to the private sector (68% agajnst

Concerning relatively different systems of property taxes and inhes@festate and giftaxes
in Croatia andhe US, it is hardd make some meaningful companiss. Still, respondents of
both countries share the traditional view that real estate tax should be local tax. On the other
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hand, contrary tothe Croatian expertsthe USexperts gereraly do notthink that real estate
tax should distinguish between citizens and business

Most personal income tax statements, especially those about progressivity, reached the
congensus. Most of the respondents agree that lowgistit not also highest) arginal rate
should be additionally reduced, that flat tax should not be introduced, that there is no need to
further reduce number of tax brackets and that tax allowances (deductions) for voluntary
pension and life insurance, helalinsurance/costs and omer occupied housing should be
reintroduced. It could be concluded that respondents strongly share the common vertical
equity principle, but this could not be broadened to the capital income taraiin general.
Although the conensus is reached concerninljvidends and financial capital gaitexation,

there is no such comesisus for iterest on saving and securitiggnmaybe respondents are here

u}s8 J]E 380C % E+}v 00C JvA}oA v *}u }( 83Z u 3§ "Ne 0(]*Z_ ]Jv-

Concerningdifferent tax treatment of labarr and capital incomg the private sector was the

only one not having achieved the consensus against lower taxation of capital incomes.
Concermg additional arguments in fauwo of lower dividend taxationpn the one handthere

are significant differences between academic and private sector on the one (saeepting i}

and on the other, thegovernment. There is a general agreement that capital incomes should
not be taxed at lower rates, buhere is no consnsus about equal treatamt of all sources of
income or preferential dividend taxatiom moreover,there are strong dferences between
particular sectors.

Due to the long tradition of consumptiemased(interestadjusted) system of direct taxation in
Croatia ingeneral and espéally interestadjusted personal income tax, whose basic elements
remaned in force even after the 2001, higher inclination of experts to this concept could have
been expected. The only sugitlinationelement is seen in the area of interest on savingd(an

e UE]S] e VU « o0& C ] U 1}uo % ES] ooC SSE] uS
circumstances (in contrast to dividends and financial capital daiatiorf). ~}u  ~u} ](]

o u vsS_ }( }vepha%dtdkation- hybrid system between imome andconsumption
concept t lower taxation of capital incomes (instead of their A@xation) t the case of dual
income tax, which is entering strongly into Croatian tax system, has, again, reached no
support® It seems that experts strongly advocate sslial comprehensive income taxation.
One could than expect that to get the (positive) consensus about taxing all sources of income
could be achieveth the sasme way (regarding Q27 as control questian)it has, howevegnly
been achievedn the government sector.This may not be the case owing to the fact thfas
guestion is(could bg related to currently taxable (mostly laho) incomes in Gratia and a

® Not surprisingly, there ia strong and highly significant correlation between advocating dividend and capital gains
taxation (5= 0.878; p < 01) and much lower between former and interest taxatioy=(0.365; p < 01) and later

and interest taxatin (rs= 0431; p < M1). Moreover, theseSpearman correlationare calculated for origindlykert

type answers (56).The same applies to foobdte 9.

° There is, of course, negative correlation betwesvocating capital incomes taxation (Q24, 25 and&®)their

lower taxation than labar incomes (Q28). The correlation coefficierire highly significant (p <01), but low (¢=-
0.295, = 0.340, t=-0.262). The same is true for the correlation between advocating dividend taxation and their
lower taxation (£=-0.304).
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very topical issue} ( "}$Z E_ ~ ]Strhe) otk %eind:tixed at lower rates (by a way
of final withholding tax) in contrast to wages/salaries. The recent ide@roétianMinistry of
Finance to tax allabourincomes in a same way to get additional budgetary revenues was (for
the time being) rejected.

Similar to theprevious caseit is hard b make comparison with the US survespecially
concerning capital income taxatiomhere the USsystem is strongly advancetle to the
development of the financial system. Similar conclusion could be drawn regarding numerous
tax allowances/deductions thagxist in the US personal income tax system. However, some
mutual characteristics could be foundaffinity to stronger pesonal income tax progressivity

as well as disagreements about taxation of capital income, in US e$petitdie capital gains
level Moreover, there is aeneral conclusiorabout incliration to stronger comprehensive
taxation, but still some attitudes regarding capital income, property and inheritance and gifts
could notcompletelysupport suchan attitude.

Experts do not consider thahe minimummonthly assessmenbase forsocial contributions
should be abolished. On the other hand, there is no emssis for the abolishment of
maximum base (ceiling). Furthermore, there is a strong disagreement here between private
sector (against adishment) and governmensector (in favaur of abolishment). Most of the
respondents consider the first pillar contributions (intergenerational solidariog high
suggesting them to be loweredItAough there is no general coelssus, private sector and
academia support the increase of the second pillar (individual capitalized saving accounts)
contributions.

There is corensus for almost all statements in the fietd corporate income tax. Most
regpondents consider that ishould boost economic activitygnd thus different incentives
would be retained or (re)introduced (different tax holidagsd investment allowances).
Especially pronounced is high degree of support (91%R&@ and educational incentives (see
o*} (}& ]JvesS v 311 U 1iTVPa]EUETVIWW &E& dighUdebréee of
consensus is achievddr reintroduction of ACE, fawming consumptionbasedtaxation at the
corporate level (in contrast topersonal level). The experience of Belgium proves that such
system is still (for the tim beind® compatiblewith the EU requirements. Namely, one of the
stated reasons for its withdrawal in Croatia was its uniqueness in comparison to other EU
countries (which was only partially true due to some already existing elements of ACE in
Austria anditaly at that time). Interesting and relativelyinexpected, no corensus has been
reached for the lowering of Clfate. It is especially interesting that private sector is the only
opponent, having reached the consensus against rate lowering. They doalpyoaware of
the relatively low effective rate due to a numerous incentives. No comparistineddS and
Croatian survey is possible, since the questions completely differ

Expertsare mostly against aiming tathe only one (standard) VAT rate and, resjpesy,
against abolishment of theeduced rates.So, there is conensus reached for maintaining

" Recent CCCTB development trends should be taken into account, including even the possibility of future shift of
this tax base from optional to compulsory.
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reduced rate for basic foodstufas well as their extension to all fooSuchan attitude could

be explained by the already mentioned relatively high incioraof experts towards vertical
equity. Huge majority (97%; even 100% for private sector) claim that the standard VAT rate
should not be increaskfurther, which is completely expected, since the Croatian VATafate
25%is the second highest (after Hungawith 27%) in the EU.

There isa high degree of consensus for most statements in the field of excise.tdkest
peoplethink that different excise taxes on energy and electricity shotidt be raised/ ‘be
lowered . In contrast, mospeople dothink that excise taxes on tobacco and tobacco products
should beincreased and that taxation of luxury products ghbbe reintroduced. Here, some
resemblance with the US survey, where the similar opinions prevail, could be established.
Most experts support exa@staxes on cars, aircrafts and vessels, while no consensus was
reached for excise taxes for coffee and car insurance premiums. Interesting, the consensus was
E Z (JE JvEE} pu JvP A& ]+ § A - thesCrogtian ekprts diffédr Zrof

the USexperts, who do not support such special taxes.

3.4 GENERAILAX ISSUEEXPERTSALUES AND ECONONMIODEL

Lasttwenty survey statements relat® general attitudes about tax system and policy as well
as some economic maels. These questions are pretgomparable to the US survey. In
contrast to the US surveypA (E 00 }ve vepe Z eachsdd foruhr@8 statements
although even here some partial consensus exists.

For many questions the degree of consensus is high (over 75%). Most respondents solve the
SE ]5]}v tg-efficignty tradeoff _in favaur of equity. This attitude is expected taking into
consideration previous survey parts about particular taxes. It could be explained by historical
inheritance and general justice awareness that generakyaik in Croatia, but maybe also by
some recent tax policy tendencies due to the economic crisigh degree of consensus is
present for the statement that penalties for tax evasion sholdd increased and
administrative and compliance costs as wellpasafiscal levies decreased. The results for
these statements arenostlyin =~ }E& v A]$3Z §Z h” /[E% ES+[ }%]v]}vX

Most experts think that the share of government in GDP (measured by public revenues and
expenditures) should be decreased. In accordanitlk that there isa consensus about related
statements that the entire tax burden should be lowered and the tax structure changed. There
is no consensus about the currently advocated EU financial transaction tax introduction, as it is
the case in the US srey. On the other hand, there &sconsensus about financial activities tax.
One of the reasons for the different inclination to those financial sector taxes could be the
concern of the experts about incidence of the former tax.

Furthermore, here is aconsensus concerning some views about economic effects. Most
people think that lower marginal income tax rates increase work effort and reduce leisure
(81%) and that such a change would increase tax base so that revenue lost could be
compensated(65%).The najority alsothink that non taxation & interest encourages saving
(78%) and respectively non taxation of financial capital ga&nsourages investment and
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promotes economic growtli65%;y*. The bulk othose reasoning are close to those in the US
survey.

While the US experts consider consumption taxes regressive, Croatian experts (except
academics) have reached no regressivity conserihis.might be the case because the other
groups do not completely understand the tertdowever, experts from both coun&s have
reached the cosensus that CIiE shifted mostly to consumers and employees.

Regional taxnvestmentsincentives efficiency in Croatia (city of Vukovar and areas of special
national concern) is one of the questions where no general consensus chéesved. The
consensus about them not being efficient has been reached only ia¢dhdemic community
(68%),while the percentage of negative answers in privé#8%)and government sector
(51%) was not high enough could be concluded thathis attitude supports recently(after

the survey) conducted reform of stated investment incentives (their narrowing).

4 DETERMINANTS OF EXPEROLICY OPINIONSMROATIA

This part of the paper analgs ( S}E&e+ §Z S Jv(op v S £ A% ESe[ SS]Su -
serial binomial probit regressiorAs in the case of consensus degree, only positive and
negative answers (without the neutral one) are observed. Similar as in relevant regegnch

et al., 2013)the analysis is aimed in twdirections. First part analgs § £ A% E&S[e 355]5u
related to some valugudgments(values) in the area dhxation, where two questions (Q75

and @1) are used as predictors (independent variables). The second part of the analysis
encompases particulareconomic views related tohe behaviairal responsiveness and tax
incidence, whos@redictors (independent variables) are testeder five questions (Q84, Q85,

Q86, Q79 and Q80). In both caséise regressioralsoincludes demographic characteristics
(employmentsector, age and edutian level) as independent variables, but they are not
particularlyanaly®d.

Seventeen different models arebserved, where seventeen questions/statements that best
reflect topical disputes in Croatian tax systearsl could be used to assess future tagnds
have beerchosen as dependent variables.

4.1 VALUES

This part of the analysis wants to establish the influence of tax equity values and general
values concerning the government role in the economy to the professional attitudes about tax
system and plicy. Owing to the fact thaQ75 and Q91 thasomehowexpresddifferent views

in tax policy they have ber chosen as independentariables (predictors)The respondents

that support the reduction in the entire tax burden (expressed a&slével of taxesalative to
GDP)- those that gavethe positive answer to Q75 could be regarded as having more

" However, one should keep in mind that neutral answer (3) was eliminated fhe survey results. Wire it

comes tosucheconomic modelling statement&s well as value statementsiichscepticisniindecisivenessould

be reasonableexpresing nolack of knowledge of theespondents but their complexity awarenesshe inclusion

of neutral answers in these statements makes the peo S « o]sSo 15 0 ¢+ }1%3]ugndhs~uouli U ajJu}A]
2014).
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(neoliberal economiwiiewsi.e. advocating smaller role of government in the economy. On the
other hand, those thatlaim equity principle is more important thafficiency ongcompared

to those that have answered negativilgupport greater role of equity i.ehigher sate
intervention regardingedistributive issues.Concerning consumptiehased taxation it could
be expected for the former group to be more iavbur of it and for the latter group to be
againstit. Table 3 presents the results of binomial probit regres$wrvariables Q75 and Q91
reflectingvalues in the field of taxation.

TABLE3
Binomial probit regressiomesults forvalues

Question'statement Q75 Qor 2

0.014 0.820** 14.658

Q01 Croatia should introduce proposed real estate tax. (0324) (0.337) 0.041]

Q03 Taxation should include othéorms of property too
(movable property, financial property etc.) i.e. synthetic
taxation of property (net wealth tgx

0.223 0.179 4136
(0.343) (0.320) [0.764]

Q16 Instead of more PIT rates only one rate should be

9 v = f 0.206 -0.672* 8.783
~ N o

IVSE} u c(o § S A% o}vP AISZ Ul 5341y  (0345)  [0.269]

exemption.
. - -0.577 0.740** 18562
Q24 1nside PIT dividends should be taxed. (0454) (0.353) [0.010]
. i . . . -0.264 0.843** 19.636
Q25Inside PIT financial capital gains should be taxed. (0392) (0.332) [0.006]
Q26Inside PIT interest on saving and securities should be  -0.782** 0.485 7.758
taxed. (0.362) (0.345) [0.354
Q27 All sources of income inside PIT should be taxed in th 0519 -0.048 3.443

same way (at statutory rates, without allowing for lower

withholding tax to be final). (0421)  (0358)  [0841]

0.841** 0.067 10177

Q30CIT (general) rate should be reduced. (0350) (0.328) 0.179]
0.810** 0.047 14573

Q31 CIT burden for SMEs should be reduced. (0.359) (0.394) [0.042]
. ' . 0.129 -0.141 5.012

Q32 Reinvested profits should be exempt from taxation. (0.428) (0412) [0.659]
. . . I 0.279 0.741 5.067

Q39 Tax incentives for investment shoulé maintained. (0.430) (0.466) [0.408]
Q40 Protective interest (allowance for corporate equity -0.306 0.580 9.150
ACE) should be reintroduced. (0.408) (0.372) [0.242]
@42 0nly one/standard VAT rate should be aimed at 0.031 -0475 5.973
(reduced rates sbuld be narrowed/eliminated). (0,324) (0.314) [0.543]
. : : . -0.167 0.752** 15518

Q73 Financial transaction tax should be introduced (0342) (0.360) [0.030]
-0.486 1.378*** 65922

Q74 Financial activities tax should be introduced. (0482) (0.386) [0.000]
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Question'statement Q758 Qor 2

Q76 General government should be financed less from tax
and more from different nottax revenues (with emphasis o
different user charges).

0.955%*  0.327 12132
(0.328) (0.364) [0.096]

0.893*  0.88 19.890
(0.447) (0.526) [0.006]

Notes: Robust standard errors are in parenthesis. Fhelyes of theZ are in bracketsOther regressors include
indicators of sector of employment, age and education.

*p < 01; ** p <Q05; *** p < Q01

a) Q75- Entire tax burden (the level of taxes relative the GDP) should be reduced

b) 1 - The equity principle sluld be prior to efficiency principle in creating tax policy.

Q81Parafiscal levies should be reduced.

Source: authors' calculation

Presented results imply relatively consistent attitudes of Croatian tax experts. For the most
observed models, the experts with neoliberal economic views have ynadifferent
considerations than the experts that advocate greater equity in taxation. Furthermore, Q91 is
also more significant predictor than the Q7%hat could imply the equity principle being
dominant value to shape tax attitudes for most of the expgf

More neoliteral tax experts i.e. those who positiveapswered to Q75 are more inclined to

reduce CIT rate, especially for SMEs. They are also inclined to reduesgalrdevies and

consider that the government should be financed less from taresmaore from user charges.

dz]e }uo E %0 v C $Z )& ]Jv o]v §]}v 8} §Z V (18 % E]v ] %o
alternative (in effect older) understanding of equity (equality) instead of ability to pay

principle. That is why they areitherinclined to taxation of interest incomeor other capital

incomes? following consumptiorbased (interesadjusted) taxation concept.

Tax expertdanclined to greater role of vertical equiffhose that reacted positively to Q91)ear
expectedly, more inclined toeal estate tax introduction (as additional indicator of ability to
pay) as well aso taxation of capital incomes such as dividends and capital ghiNst
unexpectedly they are also in fausr of financial transaction tax and espegiafinancial
activiies tax (asdditov o0  ]o]SC S} % C -85 A }v " pudotar). Needless to say,
they are against the flat tathat due to the indirect progressivity jeopardizes traditional equity
understanding of ability to pay principle.

21t is harder to make the comparison with the US survey in this context since the set of observed models i.e.
dependent variables is somehow different€el predictors are not identad, but they could be put in the similar
}u% E o v ESX /v 8Z h™N «euEA C 3Z <y +8]}v Ao 8Z E ]+SE] usliv }( ]v }u
o P]sJu s &E}o (}E P}A Evu v3_ SuEv tus s} U}E Ju%}ES vS % E ] S}E ~/
attitudes of lower capital income and dividend taxation) than the question about higher equality of income
distribution in the US (Lim et al., 2013: 7891).
¥ However, there is no statistical significance established for other capital incomes.
“There salsoa positive infuence on interest taxatiorbut without statistical significance.
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4.2 ECONOMIC VIEWS

In order to establish prevalence of specific economic views in taxation, statefgeestions
that relate to S /A % QeltBMdr and tax incidence are used as independent variables
~% E ]| S}E-*X &} Eebdviail fesporGe @uestions/statement@P84,QP85 and
QP86are used and for the tax incidence additional two questions/statemé@®&/ and Q8

are used. Table 4 presents the results of bimnarprobit regression for the stated variables.

Results relating to tax incidence show relatively sistent attitude of tax experts. On the
other hand, there are some inconsistencies concerning behealicesponsathat are already
pointed out at the degree of consensus analysis.

Among behaviaral response questions/statements, Q86/Dfferent governmat tax
reductions (reliefs, incentives) promote economic growthurned out to be the best
predictor. The expes that answered that questiopositively (comparedto those that have
answered negativelyare more inclined to exempt the reinvested profit®rh taxation, to
maintain different tax incentives and to reduce pdigcal leviesMoreover, hey are not
inclined to abolish reduced VAT ratéhis approach in faww of tax incentives and reliefs

}uo E P & « A 0 ee] 0 ]v$§ dE Avheg] pedndinic effictendy}is not
understood in a sense of neutrality, but more (cestfectiveness apmrach. Although the
critics might say that interventionist approach isa matter of history and definitely
incompatible with moderrtax reform proposés, it hasis stillbeen popular, especially irthe
tax practice of developing countries and (post)transition econondifis. recent economic and
financial crisisespecially at its beginning, made them worth considering adainthermore,
the respondentghat reacted positively to Q8@re in favair both of real estate tax andet
wealth tax, whictcould beeasierto explain C SE ]3]}v o AJvd EA v3] Iy S %o % E}
the newest reform tendencies in fauoof these taxes.

Since it is more narrowQ85 (/Non taxation of financial capital gains encourages investment
and promotes economic growthturned outto be less important predictorThe experts that
answered this question positivelgdmparedto those that have answered negativilgre,
logically,neither in favaur of capital gainsaxationnor dividendtaxationandfinancial activities

tax. Since nortaxation of capital gains (as well as all capital incomes) is one of the crucial
characteristics of consumptiebased (interestidjusted) taxation its completely logical that

the same reaoning is broadened to dividend taxati¢es well asnteresttaxation, where the
relationship isalsonegative but not statistically significantfrurthermore, those interested in
reducing tax burden and tax distastis in financial markets are, logically again, not in ta\as
financial transaction tax.

It is interesting that the same experts do not think tf@ifTincentives should be maintained

Although it could seenpeculiar to the general public, it is completein accordance with
consumptionbased approach or more genenadodern ~ e E} V]VP_ %% E} ZU AZ (
non-taxation of capital incomes and rate lowerinfjtaxable incomes are advocated as better

and more neutral incentive measures.
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Not only did the Q84 (/Non taxation of interest encourages savipgshowed all the
controversy 6 the interest taxation attitude but theresults of thesurvey in generathowed
the same controversy, tooAlthough there is anegative influence presented concerning
interest taxation need (Q26)it is not statistically significanQ84turned out to be significant
predictor only for flat tax introduction. The link between ntaxation of interest as one of the
basic characteristic of consumptidrased (interestidjusted) taxatio and HaHRabushka flat
tax t one of the typical exampteof interestadjusted personal income tax accoarmped with
only one rate do not need additional explanatidRegardtss of statistical insignificance of
other relationshipsit is interesting that eme of them are of different direction in comparison
with Q85 which implies a lot of disagreements but also inconsiseenamong tax experts.

Regardlss of the stated inconsistergtatements/questionsQ85 and @6 turned out to be
significant predictorswhichled tothe expected direction at the most of the tested models i.e.
imply similar attiude of the tax experts towarddifferent tax incentive mechanisms. Similar
tendencies could be established ielation with the relevant USurvey, where similar
attitudes prevail and the questipabout influence of taxation oprivate savingturned out to

be the weakest predictofLim et al., 2013: 79793).

Economic incidence results show relatively consistent attitudes of tax exXpe@39 (Tax
burden shouldbe shifted from personal and corporate income to consumptjdarned out to
be the mostimportant predictor The experts who positively answerdfiat question
(comparedto those that have answered negativelyre, expectedlynot in favair of capital
income taxation in general (dividends, interest and capitaingp but are forflat tax
introduction, only one (standard) VAT raas well agor the reduction of tax burden for SMEs
These experts follow contemporary tax policy recommendations and consumpdieoed
(interestadjusted) tax conceph general. Those experts are very precise in their attitudes and
the answers are in accordance with expectatiaatsmost tested modelsAgain, it is not
surprisingly that the experts that fauo general noraxation of capital incomes, flat tax and
only one VAT rate are again retaining specific tax incentives. So, they prefer general horizontal
v v uUSE o_ (( S3distovt]A/}3$ & A& ]v Netsdukprisingly, thee incentive
were introduced after Croatieabandoned consumptiofvased taxation at @rsonal and
corporatelevel (Table 1).

Q80 (‘Tax burden should be shifted from personal and corporate income to propetiyned

out to be mportant predictor also.The experts that answered this question positivel
(comparedto those that have answered negativiebre, logically for real estate tax as well as
net wealth tax. But they are also more inclined to incebased taxation (in contrast to
consumptionbased of the former group} they areboth in favaur of capital income taxation
(interest, dividends and capital ganandtaxing all income sources in the same way (classical

%1 contrast to behavioral guestions/statements, the comparisavith US survey results it possiblehere since
the Croatian research entails other predictor quess that are more applicable to the Croatian tax system
characteristics.
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comprehensive $I-S income). Not surprisinglythey are alsofor the proposed financial
transaction tax.

Although both pedictors (Q79and Q80) point tothe experts attitude relatively precisely
neither of them turned out to be significaand positive¥or the Q40 (ACE tax). It is abdhe
instrument that was crucial for the consumptidimased interestadjusted corporate income
taxation in Croatia implemented in the 1992000. On the other hand, both predictors are
significantfor the (non}taxation of capital incomes (Q24, Q25 and Q2®k instruments that
were crucial fothe consumptiorbased interestadjusted personal income taohonlyin the
same period, but also even further. The fact that ACE, unliketasaation of capital incomes
has not been in effect since 2001 iieis almost forgotten, could be thmain reason behind
the lackof consistent (and positive) reactions tbat instrumentas well as a lot of neutral
answers for this question (more than one quarter).
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