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1) The objective of this research was to show systematically all the items that represent tax
expenditures in Croatia, within the systems of personal and corporate income tax, real estate
transfer tax and value added tax, and to ascertain the real level of tax expenditures in terms of each
individual form of tax in the period from 2001 to 2004. At the same time, this research should serve
as a source of information on tax expenditure necessary for an analysis of the Croatian tax system
and an assessment of its efficiency.
2) In addition to increasing the costs of revenue administration (for the administration of the tax reliefs),
the introduction of various forms of tax reliefs into a taxation system necessarily reduces the
revenue of the central government budget. A tax expenditure, unlike a subsidy, is contained in the
reduced amount of the tax and is untransparent. We also hypothesize that tax expenditures in
Croatia are high and tending to rise. Frequent changes in taxation because of the introduction of
some form of tax expenditure cast doubt on the stability of the conditions of business. Because of
this instability and inconstancy, they are not very well received in the entrepreneurial world.
3) For the purposes of this research, tax expenditures are defined as all items within the system of the
existing forms of taxation that bring about a loss of revenue to the central government budget,
whether because they reduce the tax base or the tax liability. Tax expenditures have various
different forms. They can be tax deductions or allowances, tax exemptions, various forms of tax
credits, tax privileges or reliefs and tax incentives.
4) The investigation used the data from the Tax Administration of the Republic of Croatia. Information
about personal income tax were analysed on samples of 5% of the population and subsequently
recalculated. The figures are given in the annexes.
5) Tables 1.1 to 1.5 present the results of the research. Table 1.1 shows that since 2001 the total
nominal amounts of tax reliefs have been on the increase. The greatest nominal amounts of tax
reliefs are found in personal income tax (total personal allowance) and in value added tax (zero rate
deliveries).
6) Individual categories of tax expenditure in various taxes are not aggregated because assessments
of their amount are obtained on the assumption that the other categories of tax expenditures and the
behaviour of consumers, government policy and other factors are constant.

*

This article represents a project abstract and is published in Croatian in the journal “Financial Theory and
Practice”, 30(2), 2006, pp. 103-113, and is downloadable in Croatian from: http://www.ijf.hr/FTP/2006/2/sazetak.pdf,
and also in English from: http://www.ijf.hr/eng/FTP/2006/2/bratic.pdf
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7) Until 2000 there were only personal allowances in the personal income tax system. Since then some
twenty new reliefs and allowances have been introduced, which have reduced the tax base and
increased the complexity and costs of the tax administration. In Table 1.2 we show the losses of
general budget and in Table 1.3 the losses of the central government budget in the personal income
tax system. The greatest amounts of tax expenditure in personal income tax relate to the items that
reduce the tax base, while no great expenditures have been made on reducing tax liability.
In most tax systems, personal allowances for the taxpayer and the taxpayer’s dependents are not
considered as tax expenditures, but are rather thought to be inherent to the system. The same
principle was respected in this investigation. Personal and dependents allowances are not
considered tax expenditures, but the amounts set aside for this purpose are registered for the sake
of giving some insight into the amount and the social effect that is achieved through them.
The most important items for reducing the personal income tax base are the basic personal
allowance (A1) and dependents allowances (A2). The sum of these provides the total personal
allowances (A). Although these are not considered tax expenditures, we shall explain the results
produced only to obtain a picture of what kind of burden on the central government budget and the
general budget they are.
These total personal allowances (A) result in the greatest “loss” to the general budget. They range
between the 7.7 billion kuna in 2001 to 9.3 billion kuna in 2004. Because of the basic personal
allowance alone (A1) the general budget failed to collect more than 6 billion kuna in 2001 and 7.7
billion kuna in 2004.
Tax expenditures for other allowances (D) at all levels of government rose from 0.6 billion kuna in
2001 to more than a billion in 2004. At the top of the scale are D3 allowances (premiums for life
insurance that have characteristics of savings, premiums for supplementary and private health
insurance, and voluntary retirement insurance premiums), D5 (augmented depreciation costs), D10
(additional personal allowance for persons who live in the Areas of Special National Concern (PPDS
- 1st, 2nd and 3rd categories) and other areas specially treated for tax purposes (hill and mountain
areas and islands), D13 (expenditures for satisfaction of housing requirements), D15 (lump-sum
expenditures for taxpayers who have acquired some forms of income from assets) and D16 (lumpsum expenditures for tax payers who have earned personal income from some other independent
activities), but with different trends. Expenditures for D3, D5, D10 and D13 are rising, while tax
expenditures for D15 and D15 are falling.
There are no very significant expenditures in the context of the other items in the allowances.
At all levels of government small amounts are allocated for reductions of the tax liability (C), from 11
million in 2001 to 14 million in 2004.
In 2004, the central government budget lost 3.1 billion kuna because of the existence of the personal
allowances for taxpayers (A1), and because of dependents allowances (A2) it lost almost 0.6 billion
kuna.
Because of the total other allowances (D), the central government budget forfeited 417 million kuna
in 2004. The greatest losses came within the additional personal allowances for persons who live in
the PPDS and in other areas specially treated for tax purposes (D10, 125 million kuna), premiums
for life insurance that have characteristics of savings, premiums for supplementary and private
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health insurance, and voluntary retirement insurance premiums (D3) and lump-sum expenditures for
tax payers who have earned personal income from some other independent activities (D16), 60
million kuna each, and augmented depreciation costs (D5, 53 million kuna). Of the other tax
expenditures in 2004, the expenditures for satisfaction of housing requirements (D13, 43 million
kuna) and the lump-sum expenditures for taxpayers who have acquired some forms of income from
assets (D15, 37 million kuna) stand out for their amounts.
Because of the relatively small amounts in comparison with the above mentioned items, other items
in total allowances (D) do not have any significant impact.
Reductions of personal income tax due or tax credits (C) are not an important loss for the central
government budget, because they came to only 5.6 million kuna in 2004, and were given to Croatian
Wartime Military Disabled in proportion to degree of their disability.
8) In the profit or corporate income tax system, we analysed the reductions of the corporate income tax
base (incentives for employment, for research and development (R&D), for education, training and
personal professional development) and reductions of tax due (incentives for investment – three
kinds, depending on the employment period, number of employed, amount of investment and
interest rate; incentives for occupational rehabilitation and the employment of disabled persons;
reliefs and exemptions for the area of the city of Vukovar; reliefs and exemptions for Areas of
Special National Concern (PPDS - 1st, 2nd and 3rd categories) and hill and mountain areas; and
reliefs and exemptions for free zone users – three kinds).
The total amounts that might have been collected in the corporate income tax system at all levels of
government, but were not because of the reduction of the tax base and the reduction of tax due itself
are rising year after year. While in 2001 these losses of general budget came to only 86 million
kuna, in 2004 they were greater than 481 million kuna. Central government budget losses from
corporate income tax outstanding are also rising, from 60 million kuna in 2001 to as much as 337
million kuna in 2004.
Lost tax revenue as a percentage of total central government budget corporate income tax revenue
rose from 3% in 2001 to almost 11% in 2004. In other words, of the possible 100 kuna it might have
collected in 2004, the central government voluntarily forfeited 11 kuna in revenue from the corporate
income tax.
9) From 2002 of 2003, the amount and number of claimants of various forms of exemptions from the
payment of the real estate transfer tax rose, which means that the amounts of the revenue that the
central government renounced also rose. These developments were mainly the result of the new
statutory possibilities for reductions of tax due on real estate transfer provided in 2001.
The total amounts of exemptions, reductions of tax due on purchase of first peace of real estate and
reductions of tax due for the Areas of Special National Concern (PPDS) at all levels of government
(or losses of tax revenue of central and local units) rose from almost 18 million kuna in 2001 to as
much as 303 million in 2004.
The lowest losses to central government budget revenue from real estate transfer tax were recorded
in 2001, when they came to only 7 million kuna. After that, this category of tax expenditures rose
rapidly, from 28 million kuna in 2002, to more than 121 million kuna in 2004.
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Lost tax revenue as a percentage of total central government budget real estate transfer tax revenue
rose from 2.5% in 2001 to as much as 34% in 2004.
10) In the analysed period the domestic value added tax (VAT) system had two tax rates: 22% and 0%.
Ever increasing amounts of deliveries were made at the zero rate, which means that more central
government budget revenue was being lost.
VAT tax expenditures resulting from the use of the zero rate rose from 3.9 billion kuna in 2001 to
almost 5.2 billion kuna in 2004.
In spite of the rise in revenue from VAT (from 23 billion to almost 30 billion), the rise in expenditures
is still greater. And expenditures as a percentage of total revenue from VAT have also been on the
rise, from 16.7% in 2001 to 17.4% in 2004.
11) The investigation encountered certain problems. The biggest problem was that there is an absence
of any single and clear definition of tax expenditure in the world at large nor there exists any unified
methodology for calculating tax expenditures. Apart from that, this research is the first, pioneering
attempt to calculate tax expenditure in Croatia, i.e., how much the central government budget in
Croatia loses in monetary terms via the various reliefs, exemptions and reductions in the four tax
forms. We need more detailed analyses of tax expenditures in the whole of the tax system in the
coming periods. In addition, the negative effects of the introduction of new tax forms should certainly
be part of any future investigation into this topic.
12) Concrete recommendations for decision makers that stem from this investigation are:
• In order to respect the principles of transparency, tax expenditures ought to be included into the
draft budget or into the regular process of making budgetary decisions.
• A special office ought to be formed within the Ministry of Finance that would regularly track and
evaluate the effect and amounts of tax expenditures.
• Reports discussing the policy expenditure should be regularly prepared during budget
preparation so that it becomes possible to opt for either tax expenditures or direct spending.
• Tax expenditures should be subject to the regular annual audit of the State Audit Office.
• Tax expenditures that have been introduced for special branches of the economy, regions or
categories of the population should be re-examined, and if possible, reduced or abolished.
• Tax expenditures should have a precisely determined purpose, they should be properly and
purposefully targeted, be based on real needs, and harmonised with the stated objects of the
government in economic and social policy.
• Transfers to categories of the population whose welfare is at risk (veterans, the PPDS) should be
transparent and well targeted.
• Precipitate and sudden changes in the tax laws must be avoided because they have a negative
effect on economic decisions of taxpayers.
• The consistency, transparency and stability of the tax system, concomitant with respect for the
principles of simplicity, efficiency and equity, should be enhanced by the abolition of existing and
the non-introduction of new reliefs, deductions, privileges, reductions, exemptions or exceptions.
This will have the effect of reducing the costs of the tax administration as well as reductions in the
losses of all levels of the budget.
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• In any introduction of any potential new form of tax expenditure into the existing tax system, the
emphasis must be placed on the cost-benefits of the introduction.
• Because of the relatively small amounts earmarked for some of the reliefs in the other allowances
(D) in the personal income tax system– the untaxed receipts of artists, or exemptions and reliefs
to private persons who carry out some artistic or cultural activity (D1), tax deductible
entertainment costs (D6), research and development expenditures (D9), contributions for health
insurance paid in the country (D11) and expenditures for donations for culture, art and the similar
purposes (D14) – and because each relief increases the administrative burden of the tax
authorities, the abolition of these reliefs should be considered.
• The reliefs in the taxation of corporate income tax in the Areas of Special National Concern
(PPDS), the hill and mountains areas and the city of Vukovar need to be harmonised and
gradually phased out totally because of the needs for harmonisation with the EU tax system.
The objective of this investigation was to ascertain the kinds and the amount of tax expenditures in the
personal income tax, corporate income tax, real estate transfer tax and value added tax systems in the
period from 2001 to 2004. A clear image of the tax expenditure agenda can help the tax authorities in an
evaluation of the usefulness of the existence and effects of such an agenda, particularly when we take
into account the losses from various tax reliefs and exemptions. At the same time, this research should
be able to serve as a source of information on tax expenditures necessary for an analysis of the
Croatian tax system and an evaluation of its effectiveness.
The research encountered numerous problems, such as the absence of any single, clear-cut definition
of tax expenditures in the world at large, and of any uniform methodology for the calculation of tax
expenditures, as well as the lack of similar investigations in the transition countries. It also has to be
pointed out that this is the first investigation in the area of tax expenditures in Croatia, with all the
problems of pioneering works.
In spite of these constraints, this first attempt at calculating tax expenditures has nevertheless been
carried out, and in the future it should be expanded to cover the whole of the taxation system. We
decided to consider as tax expenditures all those items within the existing forms of tax that constituted a
loss to the central government budget by reducing either the tax base or the tax liability directly.
In spite of the existence of all the problems listed, the basic objective of the project has been met. The
research has shown just how much revenue was not collected by the general and the central
government budget because of the existence of tax expenditures. The basic result of the investigation is
the conclusion that almost all the expenditure items in the systems of income, profit, real estate transfer
and value added tax are constantly on the rise.
The research produced certain concrete recommendations for the decision makers.
•

In order to respect the principles of transparency, tax expenditures ought to be included into the draft
budget or into the regular process of making budgetary decisions.

•

A special office ought to be formed within the Ministry of Finance that would regularly track and
evaluate the effect and amounts of tax expenditures.
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•

Reports discussing the policy expenditure should be regularly prepared during budget preparation
so that it becomes possible to opt for either tax expenditures or direct spending.

•

Tax expenditures should be subject to the regular annual audit of the State Audit Office.

•

Tax expenditures that have been introduced for special branches of the economy, regions or
categories of the population should be re-examined, and if possible, reduced or abolished.

•

Tax expenditures should have a precisely determined purpose, they should be properly and
purposefully targeted, be based on real needs, and harmonised with the stated objects of the
government in economic and social policy.

•

Transfers to categories of the population whose welfare is at risk (veterans, the PPDS) should be
transparent and well targeted.

•

Precipitate and sudden changes in the tax laws must be avoided because they have a negative
effect on economic decisions of taxpayers.

•

The consistency, transparency and stability of the tax system, concomitant with respect for the
principles of simplicity, efficiency and equity, should be enhanced by the abolition of existing and the
non-introduction of new reliefs, privileges, reductions, exemptions or exceptions. This will have the
effect of reducing the costs of the tax administration as well as reductions in the losses of all levels
of the budget.

•

In any introduction of any potential new form of tax expenditure into the existing tax system, the
emphasis must be placed on the cost-benefits of the introduction.

•

Because of the relatively small amounts earmarked for some of the reliefs in the other allowances
(D) in the personal income tax system– the untaxed receipts of artists, or exemptions and reliefs to
private persons who carry out some artistic or cultural activity (D1), tax deductible entertainment
costs (D6), research and development expenditures (D9), contributions for health insurance paid in
the country (D11) and expenditures for donations for culture, art and the similar purposes (D14) –
and because each relief increases the administrative burden of the tax authorities, the abolition of
these reliefs should be considered.

In further work, the tax authorities will have to pay particular attention to the harmonisation of the
domestic system with EU requirements. By signing the Stabilisation and Association Agreement1 Croatia
assumed the obligation to adjust tax exemptions that the European Commission considers not to be
adjusted to the single market and not in line with the acquis. This refers in particular to given provisions
of the Corporate Income Tax Law2 that govern the reliefs in the Areas of Special National Concern, in
the hill and mountain areas and the city of Vukovar. These reliefs are looked upon as government aid
and will have to be brought into line with the EU guidelines concerning government regional aid3. So as
to be able perhaps to retain fiscal (operational) aid regulated by the Law concerning the Areas of Special
National Concern (PPDS), the Law concerning the Hill and Mountain Areas, and the City of Vukovar
Law, it is necessary to demonstrate their specific purpose and to analyse their effects. Something similar

1

Law ratifying the stabilisation and assocaition agreement between the Republic of Croatia and the European
Community and the states members, NN, Treaties, 14/01, 14/02, 1/05
2
Articles 21, 22 and 23 of the Corporate Income Tax Law, NN 177/04, which are not in harmony with articles 70 (iii)
and 130 of the SAA.
3
European Guidelines on National Regional Aid, 98/C; OJ C 77 of March 10, 1998.
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will be necessary concerning provisions about the VAT zero rate as well as in some other aspects of the
Croatian tax system.
At the end we should reiterate: tax policy should not be used to carry out measures of social, economic
or developmental policy, rather its basic purpose is to collect tax revenue for the financing of public
needs as simply, efficiently and equitably as possible.
Since tax expenditures oppose the principles of simplicity, neutrality and efficiency in the tax system,
they have to be investigated, tracked and re-examined in an ongoing programme of research.
Table 1.1 Nominal amounts of total tax reliefs from 2001 to 2004 of all levels of government
2001

2002

2003

2004

42,803.0

44,962.0

49,414.0

52,666.0

2,023.2

2,598.0

4,332.4

4,897.9

Reduction of the tax base
2.1 incentives for employment, R & D, and training and
personal professional development

178.4

298.0

1,255.1

1,641.8

Reduction of tax due
2.2 reliefs and exemptions in the Areas of Special National
Concern (PPDS), in the city of Vukovar, for free zones
users, investment incentives and incentives for
occupational rehabilitation and the employment of
disabled persons

50.6

63.3

122.9

152.9

17.9

33.8

57.8

72.1

0

12.2

174.1

194.3

0

24.8

38.1

55.0

4.1 deliveries not subject to taxation

15,773.0

17,018.5

19,876.6

21,124.2

4.2 deliveries exempted from taxation

36,447.2

39,679.1

42,070.1

49,397.9

4.3 zero rated deliveries

17,582.7

19,331.3

21,491.7

23,502.8

1 Personal income tax
1.1 personal allowance
1.2 other allowances
2 Corporate income tax

3 Real estate transfer tax
3.1 amount of exemptions from the payment of the tax
3.2 reduction of tax due on purchase of first peace of real
estate
3.3 reduction of tax due for the PPDS
4 VAT

Source: Tax Administration - Central office, Ministry of Finance
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Table 1.2 Total tax expenditures in personal income tax for all levels of government, 2001-2004, real
amounts (in million kuna)
2001

2002

2003

2004

616.7

628.7

939.3

1,042.2

D1 untaxed receipts of artists, or exemptions and reliefs to
private persons who carry out some artistic or cultural
activity

0.0

0.1

0.1

0.0

D2 the untaxed part of an artistic royalty or fee

8.0

7.1

6.3

8.1

D3 premiums for life insurance that have characteristics of
savings, premiums for supplementary and private health
insurance, and voluntary retirement insurance premiums

22.9

87.4

123.0

149.0

D4 income reduction in the PPDS and the city of Vukovar

16.5

19.9

21.7

44.7

D5 accelerated depreciation costs

62.5

82.6

189.5

133.2

D6 tax deductible entertainment costs

1.4

0.5

1.8

0.7

D7 salaries paid out for newly hired staff and rewards to
pupils doing practical work

7.4

16.8

19.7

18.5

D8 expenditure for training and personal professional
development of staff

-

-

1.9

2.5

D9 R & D expenditure

-

-

0.0

0.2

90.0

117.0

261.9

311.3

D11 contribution for health insurance paid in the country

-

-

0.1

0.1

D12 expenditure for healthcare services

-

-

9.7

22.9

D13 expenditure for housing requirements

-

-

67.7

108.6

1.4

0.8

1.4

0.9

D15 lump-sum expenditures for taxpayers who have
acquired some forms of income from assets

210.8

87.8

85.9

92.5

D16 lump-sum expenditures for taxpayers who have earned
personal income from some other independent activities

195.9

208.7

148.7

149.1

7,710.4

8,142.9

8,644.2

9,312.7

A1 basic personal allowance of the taxpayer

6,192.8

6,521.3

7,196.6

7,649.8

A2 additional personal allowance for dependents

1,517.6

1,621.6

1,447.7

1,662.9

11.5

8.3

10.7

14.1

11.5

8.3

10.7

14.1

Personal income tax
I Reduction of the tax base
Total other allowances (D)

D10 additional personal allowance for people living in the
PPDS and other similar areas

D14 expenditure for donations for culture, art and the like

Total personal allowance (A)

II. Reduction of tax due (C)
C1 tax credit for Croatian Wartime Military Disabled
Source: author’s calculations
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Table 1.3 Loss of central government budget revenues on the basis of tax expenditures in personal
income tax from 2001 to 2004 (in million kuna)
2001

2002

2003

2004

326.9

295.5

403.9

416.9

D1 untaxed receipts of artists, or exemptions and reliefs to
private persons who carry out some artistic or cultural activity

0.0

0.1

0.04

0.0

D2 the untaxed part of an artistic royalty or fee

4.2

3.3

2.7

3.2

12.1

41.1

52.,9

59.6

8.7

9.4

9.3

17.9

33.1

38.8

81.5

53.3

D6 tax deductible entertainment costs

0.7

0.2

0.8

0.3

D7 salaries paid out for newly hired staff and rewards to
pupils doing practical work

3.9

7.9

8.,5

7.4

D8 expenditure for training and personal professional
development of staff

-

-

0.8

1.0

D9 R & D expenditure

-

-

0.0

0.1

47.7

55.0

112.6

124.5

D11 contribution for health insurance paid in the country

-

-

0.04

0.04

D12 expenditure for healthcare services

-

-

4.2

9.2

D13 expenditure for housing requirements

-

-

29.1

43.4

0.7

0.4

0.6

0.4

D15 lump-sum expenditures for taxpayers who have acquired
some forms of income from assets

111.7

41.3

36.9

37.0

D16 lump-sum expenditures for taxpayers who have earned
personal income from some other independent activities

103.8

98.1

63.9

59.6

4,086.5

3.827.2

3,717.0

3,725.1

3,282.2

3,065.0

3,094.5

3,059.9

804.3

762.2

622.5

665.2

6.1

3.9

4.6

5.6

6.1

3.9

4.6

5.6

I Reduction of the tax base
Total other allowances (D)

D3 premiums for life insurance that have characteristics of
savings, premiums for supplementary and private health
insurance, and voluntary retirement insurance premiums
D4 income reduction in the PPDS and the city of Vukovar
D5 accelerated depreciation costs

D10 additional personal allowance for people living in the
PPDS and other similar areas

D14 expenditure for donations for culture, art and the like

Total personal allowance (A)
A1 basic personal allowance of the taxpayer
A2 additional personal allowance for dependents
II. Reduction of tax due (C)
C1 tax credit for Croatian Wartime Military Disabled
Source: author’s calculation
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Table 1.4 Total tax expenditures in corporate income tax and real estate transfer tax at all levels of
government from 2001 to 2004 (in million kuna)
2001

2002

2003

2004

incentives for employment, research and development,
and for training and personal professional development
x 20%

35.7

59.6

251.0

328.4

reliefs and exemptions in the PPDS, the city of
Vukovar, for free zones users, investment incentives
and incentives for occupational rehabilitation and the
employment of disabled persons

50.6

63.3

122.9

152.9

17.8

33.8

57.8

53.7

reduction of tax due on purchase of the first peace of
real estate

0

12.2

174.1

194.3

tax reductions for the PPDS

0

24.8

38.1

55.0

Corporate income tax – reduction of tax due

Real estate transfer – reduction of tax due
amount of exemptions from the payment of the tax

Source: author’s calculations

Table 1.5 Lost central government budget revenues pursuant to tax expenditures in corporate income
tax and real estate transfer tax from 2001 to 2004 (in million kuna)

corporate income tax
real estate transfer tax

2001

2002

2003

2004

60.3

86.0

261.7

336.9

7.1

28.3

108.0

121.2

Source: author’s calculation

Table 1.6 Nominal amounts and losses of central government budget revenues on the basis of tax
expenditures in the value added tax system from 2001 to 2004 (in billion kuna)

zero rated deliveries
lost central government budget VAT revenues of the
zero rate

2001

2002

2003

2004

17.6

19.3

21.5

23.5

3.9

4.3

4.7

5.2

Source: author’s calculation
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