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EXECUTIVE SUMMARY

How is Bosnia and Herzegovina expecting to cope with competitive pressure and market forces
within the EU in which a-500-million-people market function as a single one, when with popu-
lation under 4 million people it has the three separate systems of corporate income taxation?
This lack of single economic space prevents creation and entrance of large companies that
are able to take advantage of economies of scale through vertical and horizontal integrations
which are hard to create in such a small country, let alone each entity separately. In addition
to this obvious problem which hampers desperately needed expansion of BiH private sector,
corporate income taxation system in BiH lacks analyses of the extent to which the two entity
systems adhere to the EU Code of Conduct on Business Taxation, which BiH will have to ad-
here to by 2009, according to its commitment from 2007 EU Partnership.

Two of the most pressing issues of the current Bosnia and Herzegovina (BiH) are the need to
smoothly progress on the long road ahead towards the EU accession and the need to foster
the much needed development of the BiH economy’s private sector. This research attempts to
provide information and advice for policy decision makers to adjust corporate income taxation
policy in the way which will contribute to both of the above-mentioned priorities by: a) laying
out specifications of the EU required standards and recommendations in the field of corporate
income taxation (CIT), as defined in the Code of Conduct of Business Taxation', b) identifying
potentially harmful measures of the BiH entity CIT systems and examining them against the
criteria set by the Code of Conduct, and finally c) offering specific policy recommendations for
ways in which BiH should adjust CIT taxation systems to converge to the EU standards, while
at the same time being conducive to improving BiH private sector competitiveness.

On the basis of research and analysis of the previously defined potentially harmful measures for
other countries (i.e. comparing measures which were defined as potentially harmful in other
countries against the taxation systems in BiH to identify those measures in BiH which EC may
found potentially harmful), this study identifies six potentially harmful measures of the current
CIT legislation in RS (current Law on CIT of RS was adopted in September of 2006 and is in
force since January 1%t 2007 in RS) and FBiH (current Law on CIT of FBiH was adopted in De-
cember of 2007 and is in force since January 1% 2008 in FBiH)% These measures are examined
against the five characteristics of harmful corporate tax competition laid out in the EU Code of
Conduct of Business Taxation.

"In further text referred to as Code.

2 CIT in Brcko District is not a subject of this
study.
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On the basis of the analysis it was concluded that the three issues are needed to be addressed
within the BiH CIT system in order to ensure it is in line with the Code of Conduct while at the
same time encouraging private sector growth. Firstly, exemption for exporters and exemption
for investment need to be examined after the first year of implementation in FBiH, and if de
facto harmfulness is determined, the CIT Law needs to be changed in order to be in line with
the Code of Conduct on Business Taxation. If this measure is found not harmful, RS should
consider introducing it as well. Secondly, it was concluded that measures for investment in
machinery are not harmful; therefore RS should consider extending it after 2008. Should the
measure for investment be found harmful in FBiH (previous measure discussed above), FBiH
should consider introducing this measure instead. However, should the investment measure
in FBiH turn out de facto not harmful, RS should consider introducing the same measure in-
stead of current more narrowly defined exemption for investment in machinery, in order to
provide more extensive investment incentive. Thirdly, it was concluded that, while with the
latest reform the two entity CIT systems are brought much closer than they were in the past,
complete harmonization of the tax base and exemptions needs to take place in order to unify
the economic space in BiH and simplify taxation procedure for BiH private sector which should
be encouraged to grow across entity lines before it is possible to prepare it for future needed
unification with the EU.

After outlining three possible policy options for addressing the above mentioned three issues of
BiH's corporate income taxation systems, the study recommends the following:

a) BiH authorities should take the initiative in receiving the final assessment on potential harm-
fulness of CIT measures by the EC b) the BiH authorities should then completely harmonize
CIT legislation at the country level, and c) in developing this uniform CIT legislation, the BiH
authorities should on the basis of future final conclusions of the EC consider having the private-
sector-enhancing exemptions in the new harmonized legislation (such as reduced rate for
micro enterprises, reduced rate for large investors both domestic and foreign, and reduced
rate for exporters), provided that they are not harmful by the EC Code of Conduct of Business
Taxation.
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3 CIT in Brcko District is not a subject of this
study.

4 Extracted from Carsimamovic (2006).

5 Source: International Monetary Fund
(2007) and Agency for Statistics of
BiH,,2006 data.

8 Source: Agency for Statistics of BiH, 2007
data.

7 Source: Agency for Statistics of BiH, 2007
data.

& Source: International Monetary Fund
(2004), World Bank (2006)

9 Source: World Bank (2007).

10 Since these indicators did not capture
the recent changes in CIT legislation in FBiH
which came to force at the beginning of
2008, it is expected that the indicators will
improve in next year.

" European Commission (2007a).

Policy Fellowship Program 2007-2008

Introduction

Two of the most pressing issues of the current Bosnia and Herzegovina (BiH) are the need to
smoothly progress on the long road ahead towards the EU accession and the need to foster the
much needed development of the BiH economy’s private sector. One of the ways to encourage
private sector investment is to increase its competitiveness through making its currently com-
plex and three-tiered corporate income taxation system? as simple as possible and as familiar
as possible to the major trading market of the BH economy, which is the EU market. For this
country, the issue of taxation policy is important and timely for the following reasons*:

1. Sound corporate income taxation policy represents an essential tool in fos-
tering the much needed private-sector investment. Total government expenditure
takes up around a half of country’s gross domestic product®, while private sector lags
behind and mostly depends on few large companies, which were successful in pre-war
period and are reaping the benefits of intermediate production of raw materials after
their post-war privatization mostly through foreign direct investment (companies such as
Mittal Steel, Volkswagen, Global Ispat, and Bimal Brcko for example). In a country with
relatively low GDP per capita (4,960 KM or 2,536 EUR annually),® high unemployment
(around 45% according to number of registered persons at unemployment bureaus and
29% according to the Labor Force Survey based on the International Labor Organization
standards)’ and an extensive grey economy (around 40% of official GDP, according to
IMF and World Bank estimates®), sound direct taxation policy can be utilized as a tool
for increasing competitiveness. Current high complexities of the BiH CIT systems are
reflected in indicators from the Doing Business in 2008 study® which shows BiH lagging
behind in ease of taxpaying behind its neighbors and direct competitors. In comparison of
the Doing Business indicators for SEE region in the area of paying taxes, BiH shares the
last place with 12 tax forms a company needs to file for CIT annually (which takes into
account the method of payment or withholding, the frequency of payment or withholding
and the number of agencies involved). Furthermore, in estimate of total CIT burden ex-
pressed as a share of profits, BiH ranks next to last (only Albania scores higher) with 22%
of profits having to be paid out for CIT'™. Simplification, harmonization and alignment with
the EU standards of the BH direct taxation policies would aid in reaching broad society-
level goal of encouraging both foreign investment and domestic entrepreneurship and
reducing overwhelming grey economy fostered by the current complex taxation systems
and administration dispersed at numerous government levels.

2. Taxation reform momentum should he used. BiH had recently gone through an
intensive reform of its indirect taxation system and administration. Thus, after successful
indirect taxation reform, the momentum should be used to continue with direct taxa-
tion reform. And indeed, this process has started with new laws on both corporate and
personal income taxation that have been adopted in both entities, (in RS in September
of 2006 and in FBiH in December of 2007). While the new legislations brought the entity
CIT systems closer to each other, the obvious shortcoming is that this type of taxation
is still not completely harmonized across the country. In addition, newly adopted entity
legislations also lack analyses of the extent to which the two entity systems adhere to
the EU Code of Conduct on Business Taxation, which BiH will have to adhere to by 2009,
according to its commitment from 2007 EU Partnership.



3. Lastly and most importantly, numerous and different, taxation policies directly
hamper the functioning of the single economic space. BiH can use the process of ad-
justing its CIT taxation to reflect EU standards as a tool for gathering political will to simplify
currently extremely complex taxation system which is not harmonized among the entities of
Federation of BiH and Republika Srpska. By doing so, BiH would improve the functioning of a
single economic space within the country, which is one of the goals from Medium Term Devel-
opment Strategy of BiH and EU Integration Strategy of BiH.

This study will attempt to provide information and advice for policy decision making to adjust
corporate income taxation policy in the way which will contribute to both of the above-men-
tioned priorities by covering the following:

1. The paper will lay out the EU required standards and recommendations in the
field of corporate income taxation (CIT), as given in the Code of Conduct of Business
Taxation'? .

2. The study will then identify the possible measures of the BiH entity Laws on
CIT which potentially may not be in accordance with the Code of Conduct.

3. Finally, the research paper will offer specific policy recommendations for ways
in which BiH should adjust CIT taxation systems to converge to the EU standards
and avoid potentially provisions which could be considered as harmful tax competition
by the Code of Conduct standards, while at the same time being conducive to improving
BiH private sector competitiveness.
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3 Extracted from Carsimamovic (2006).
See e.g. Brueckner and Saavedra (2001);
Devereux, Lockwood and Redoano (2002);
and Devereux and Griffith (2003).

4 Extracted from Carsimamovic (2006).

FIGURE 1:
DEVELOPMENT OF STATU-
TORY TAX RATES (%)"*

15 Source: European Commission (2006a).
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PROBLEM DESCRIPTION
Why Is Corporate Income Taxation Important?

A corporate income tax is a levy placed on the profit of a firm and represents an important
source of revenue for most of the governments in the world. Corporate taxation policy also
serves as a tool for governments to attract foreign direct investment. Several empirical studies
confirm the influence of tax policy on mobile factors, which supports the hypothesis of strate-
gic interaction of tax policies on mobile factors."

From a macroeconomic perspective, policy decision makers are interested in designing fiscal
policies that will eventually result in higher overall growth of an economy. Lee and Gordon
(2005) find that the (statutory) corporate tax rate is significantly negatively correlated with
economic growth in a cross-section data set of 70 countries during 1970-1997, controlling for
many other determinants/covariates of economic growth. Their study suggests that reducing
the corporate tax rate by 10 percentage points increases the annual growth rate by around
1.1 percent. However, despite the evident trend of globally decreasing statutory rates (shown
in Figure 1 below), the aggregate information reported in their and other studies is not able to
show detailed links between tax rates and growth, and most research in this field is inconclu-
sive'™.
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CIT in BiH: Historical Overview

In order to discuss the policy problem and offer solutions, it is important to firstly discuss
historical background information on the corporate income taxation legislation in BiH, as well
as the position of corporate income taxation policy in the cycle of a policy-making process this
study is aiming to influence.

6



In the Socialist Federal Republic of Yugoslavia, a corporate income tax as such did not exist.
In a provision of the Law on Taxation of Income of Basic Organization of Associated Labor —
BOAL,® it is stated that income of BOALs is taxed at a proportional rate, which may differ
across sectors, groups and subgroups of economic activity in line with current year's adopted
Economic Palicy Plan of Socialist Republic of BiH. For example, in the period of 1986 to 1990,
the rate of tax on income of BOALs in line with the Economic Policy Plan of Socialist Republic
of BiH was 2 percent.” A second piece of legislation with some theoretical connection to CIT
system was the Law on Taxing Non-Residents,'™ which taxed profit of foreign investors in
BOAL at 10%, while income of non-residents investing in business and professional activities
was 3.5% for foreign legal entities and 30% for foreign natural persons. In the post-war period,
statutory corporate income rates decreased as evidenced in RS, where the statutory rate was
set at 34% in 1992, which decreased to 30% in 1990, while regressive rates of 20%, 15%,
12% and 10% were in enforce in the period between 1998 and 2001." In 2001, RS adopted
modernized CIT legislation with a 10% rate.?’ The new legislation adopted in 2006 retained the
10% rate, whereas corporate income reporting, withholding taxes, tax exemptions (reinvest-
ment can be deducted in 2007 and 2008), accelerated depreciation and a simplified system
for small enterprises were changed.

In FBiH, on the other hand, the rate of 30% has been applied from 1997 to 2007.%" In that CIT
system which was in force in FBiH until 2007, there were seven exemptions in the CIT tax
return form: for newly established company (100% deduction in the first year of business,
70% for the second and 30% for the third), for the free custom zones (100% deduction for five
years), for foreign investors (100% deduction for five years), for reinvestment of the retained
earnings (100% for reinvestment for production purposes, and 75% for other reinvestment), for
CIT paid in operations in other countries, for the amount of CIT already paid by non-residents
office abroad and for the withholding tax. With such an extensive list of possibilities, even with
the high statutory rate of 30% in FBiH, typically a firm only paid little. In December of 2007 (in
force on January 1 2008%), the new Law was adopted with the 10% statutory rate in FBiH as
well. This new Law both reduced the statutory rate from 30 to 10% and reduced the number
of exemptions and deductions to the following three:

11 A taxpayer whose exports exceed 30% of total income (turnover), within the tax year
profit is exempt from profit tax for that year.

2. A taxpayer investing in production not less than 20 million KM over the period of 5 con-
secutive years in the Federation is exempt from profit tax during the period of 5 years,
starting with the first year when taxpayer has to invest at least four million KIM.

3. A taxpayer — business unit of a non-resident, established within or with the HQ or man-
agement and supervision of business activities outside of the Federation, but within Bos-
nia and Herzegovina, shall be exempt from profit tax payment for profits realized in the
Federation?.

This historical decrease of reducing statutory rates in BiH illustrated in paragraphs above cor-
responds to the global trend of deceasing statutory rates (shown above in Figure 1)%.

The subject of this study are Law on Corporate Income Taxation of RS adopted in
September of 2006 and in force since January 1% 2008 and Law on Corporate In-
come Taxation of FBiH adopted in December of 2007 and in force since January 1%
2008.
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'6 Official Gazette of Socialist Republic BiH,
39/85 and 42/87.

"7 Law on Rate, Exemptions and Deductions
for Income Taxes of Basic Organization of
Associated Labour in the Period from 1986
to 1999 (Official Gazette of Socialist Repub-
lic BiH, 39/85).

'8 Official Gazette of Socialist Republic BiH,
11/86.

'S Law on Corporate Income in RS (Official
Gazette of RS, 14/92, 11/93, 19/93, 8/94,
24/98, 51/01) and Rulebook on Implemen-
tation of Corporate Income Tax Law (Official
Gazette of RS, 70/01).

% law on Corporate Income in RS (Official
Gazette of RS, 91/06) and Rulebook on Im-
plementation of Corporate Income Tax Law
(Official Gazette of RS, 129/06).

2 Law on Corporate Income in FBIH (Of-
ficial Gazette of FBiH, 32a/97, 29/00) and
Rulebook on Implementation of Corporate
Income Tax Law (Official Gazette of FBiH
31/98, 36/98, 4/01, 4/03).

2 aw on Corporate Income in FBiH (Official
Gazette of FBiH, 97/07)

% Historical overview of CIT in BiH extracted
from Carsimamovic (2006).

% European Commission (2006a).



% Extracted from Carsimamovic (2006)

% Source: European Commission (2006a).

7 Source: Central Bank of BiH, Government
Finance Statistics for 20086.

FIGURE 2:
CIT REVENUES IN BiH ENTI-
TIES%

% Source: Ministry of Finance of FBiH ,
RS Tax Administration and RS Ministry of
Finance.
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Therefore, this policy study will examine the issue of corporate income taxation in the evalu-
ation stage of policy making process. More specifically, this study will examine the extent to
which those two entity systems adhere to the EU Code of Conduct on Business Taxation, and
offer recommendations for ways in which BiH should adjust CIT taxation systems to converge
to the EU standards and avoid potentially provisions which could be considered as harmful tax
competition by the Code of Conduct standards, while at the same time being conducive to
improving BiH private sector competitiveness.

CIT in BiH: Characteristics and Indicators

The general government in BiH has an extremely large number of autonomous parts (Institu-
tions of BiH, Government of Federation of BiH, 10 cantons in FBiH, 79 municipalities in FBiH,
2 official cities in FBiH, 3 extra-budgetary funds in FBiH, Government of Republika Srpska, 63
municipalities in RS, 2 official cities,. 4 extra-budgetary funds in RS, and Government of Brcko
District), which complicates fiscal management significantly. The entities operate different
direct taxes. Less attention has been devoted to the necessity of direct taxation reform so far
(in comparison to the indirect taxes, which were harmonized at the state level in the past few
years), given the lower contribution direct taxes make to the budgets. The underlying char-
acteristic of the current direct taxation system is its high complexity, with legislation that is
non-synchronized and impossible to enforce completely, since income sources are treated an
in inconsistent way. Consequently, the complex direct taxation system provides incentives for
existence of informal economy. Non-existence of a single systematic law on all tax obligations
prevents capital and labor mobility. The situation is especially complicated in the entity of FBiH,
where cantonal levels have a mandate to make tax legislation, which has to be administered
by the entity-level tax administration, while municipalities use the collected revenues?.

Currently, revenues from direct taxation in BiH (including CIT, personal income tax and prop-
erty tax) are very low by international standards. In the EU-15, direct taxes comprise around
33% of all tax revenues, while in the NMS area, 25% of all tax revenues collected are direct?.
This compares to only 12% in BiH?’. Figure 2 shows the collection of the CIT revenues in FBiH
and RS over the last five years. It is evident that, while the revenues from CIT are constantly
increasing over time, the total amount of revenues in 2007 is still low, which is also shown in
Figures 5 and 6.

in mil KM FBiH RS
2003 53 16
2004 63 20
2005 79 21
2006 100 31
2007 105 68

Comparatively low tax revenues from corporate tax in BiH reflect, in part, the complexity of
the system (which discourages the formal sector) and the many loopholes/tax-holidays (which
lead to perverse behavior). The three-tiered system (two entities and Brcko District each with
its own CIT systems) has equity considerations (different treatment of incomes across the
entities) and efficiency considerations (distortion of the location decision).

Current entity systems consider a company from other entity as a non-resident company, just
as if it were from entirely different country. This is a serious obstacle for existence of single
economic space. Domestic and foreign companies face difficulties in achieving economies of
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scale, horizontal and vertical integration and creation of clusters for which BiH has potential
(e.g. automotive and aluminum clusters are already established, incorporating several com-
panies and their success has opened up doors for looking into possibility of enlargement of
these and creation of new clusters, whose efficiency could be improved if corporate taxation
systems were harmonized). The recent elimination of numerous complicated exemptions and
tax holidays is likely to result in higher overall effective rates of corporate taxes. Indeed, the
budget execution data for 2007 show that in RS, CIT revenues grew by 120% in 2007 (total
CIT revenues grew from 31 to 68 million KM) — the first year of the new CIT Law which elimi-
nated some exceptions and deductions - in comparison to previous year. It is expected that
the revenues from CIT will grow even stronger in FBiH in 2008, which will be the first year or
implementation of new FBiH CIT Law, despite the fact that the statutory rate will decreased
from 30% to 10%, due to drastic decrease in exceptions and deductions, which were much
more expensive in FBiH in comparison to old RS CIT system.

The current complexities of the BIH CIT system are reflected in indicators from the Doing Busi-
ness in 2008 study, which shows BiH lagging behind in ease of CIT-related taxpaying behind
its neighbors and direct competitors (see Figure 3 below).
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O Number of forms needed to be filled for CIT O Time for paying CIT (in hours)
O Total CIT paid in % of profit

In comparison of the Doing Business indicators for SEE region in the area of paying taxes, BiH
shares the last place with 12 tax filings a company needs to file for CIT annually (which takes
into account the method of payment or withholding, the frequency of payment or withholding
and the number of agencies involved for the standard case). Furthermore, in estimate of total
CIT burden expressed as a share of profits, BiH ranks next to last (only Albania scores higher)
with 22% of profits having to be paid out for CIT*C.

Statutory tax rates and aggregate ratios of CIT receipts to total tax revenues and GDP are the
two most widely used measures in cross country empirical research, with the aim of approxi-
mating the overall corporate tax burden in the economy. A global comparison of statutory tax
rates is given in Figure 4 below. Statutory rates in BiH (both FBiH rate and RS) are favorable
even on the competitive SEE market. The average statutory corporate income tax rate in the
EU of 25% is much higher than the 10% in FBiH and RS, which rank lowest next to Montene-
gro in the global comparison. While law statutory rates increase the competitiveness of BiH

FIGURE 3:
DOING BUSINESS IN 2008
INDICATORS FOR CIT*

2 Source: World Bank 2007 (Doing Busi-
ness in 2008).

% Since these indicators did not capture
the recent changes in CIT legislation in FBiH
which came to force at the beginning of
2008, it is expected that the indicators will
improve in next year.



FIGURE 4:
STATUTORY TAX RATES (%)*'

3 Source: Institute for Fiscal Studies (2005)
and OECD Investment Reform Index (2006b)
for SEE countries.

% See Rozner, Sahinagic and Marjanovic
(2005).
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companies, such low rates are at the same time may be considered an additional warning sign
for the European Commission to more closely examine whether the BiH CIT systems are “too
competitive” in the sense that they may also incorporate measures deemed as harmful under
the Code of Conduct on Business Taxation. In other words, it needs to be examined whether
the BiH CIT systems include the measures which may be considered as affecting the decision
of business location by providing non-residents with a more favorable tax treatment than that
which is generally available for the residents of that same country.
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As previously mentioned, among the most frequently used measures of the corporate income
tax burden are ratios of CIT receipts in relation to some macroeconomic base, approximated
by some macroeconomic aggregates, such as total tax revenues and GDP.

From Figure 5 it is clear that BiH as a whole and the entities as well rank last internationally in
terms of the ratio of corporate tax receipts in total tax receipts. While corporate income tax
is significantly contributing to government revenues around the world, its contribution to BiH
government revenues is miniscule. The main reasons are the extensive exemption scheme
which was in force in previous years and captured in the data presented in Figure 5 (especially
in FBiH), weak auditing systems, and the voluminous grey economy. However, the trend is
increasing mostly due to strengthening of auditing system and base broadening®.
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FIGURE 5:
CORPORATE TAX RECEIPTS IN

Corporate Tax Receipts in % Total Tax Receipts
% OF TOTAL TAX REVENUES®

% Source: OECD in Figures (2006a), IMF's
Articles IV for SEE countries, and Central

“ B Bank BiH, IMF, Medium Term Expenditure-
“ 1 Frameworks of finance ministries, and sta-
tistics agencies for BiH GDP data.
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Figure 6 illustrates that corporate income tax receipts as a share of GDP, both in BiH state and
in the entities, is at the bottom of the range internationally. Furthermore, within the direct tax
revenues, CIT revenues expressed in % of GDP of 0.8% in 2007 (173 million KM of CIT revenues
in 2007 as a share of 20,687 million KM of BiH GDP in 2007, according to Directorate for Eco-
nomic Planning estimates) are much comparatively lower than EU-15 average of 3.5 % of CIT

% Source: OECD, Ministry of Finance of
FBiH, Tax Administration of RS and Ministry

revenues in GDP and OECD-average of 3.4% of CIT revenues in GDP*. of Finance of RS.
FIGURE 6:
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% Source: European Commission (2006a).

%7 European Commission, (1997).

% Source: European Commissin (2000).

% As defined in European Commission
(2000), indirect taxes are those levied on
production and consumption and are not
borne by the "taxable persons’ (traders or
industry) who pay them, collecting the tax
on behalf of the government and passing
it on in the price to the final consumer on
whom the burden falls (examples include
VAT and excise duties).

% As defined in European Commission
(2000), Direct taxes are those paid and
borne by the taxpayer and include income
tax, corporation tax, wealth tax and most
local taxes.

41 See European Commission (2000).
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BiH authorities have adopted new Laws on Corporate Income Taxation adopted in RS and FBiH
in 2006 and 2007 respectively. Underlying economic rationale for this recent reform was is
to reduce administrative costs (of companies and of the administrative system itself) through
simplification and partial harmonization of the CIT system, hence improving competitiveness/
performance. Both economic theory and EU experience in the last decade confirm that rate-de-
creasing and base-broadening corporate income tax reform increases country’s competitiveness
and through reduction of tax-related distortions leads to increased efficiency and productivity®.

While adoption of the new legislation on CIT in both entities (as explained in the previous sec-
tion of this chapter) is welcome, the new laws need to be analyzed from the perspective of
adherence to the EU Code of Conduct on Business Taxation. Furthermore, the new legislation
needs to be considered from the perspective of whether it is possible to provide additional
incentives for private sector growth, while at the same being in line with the EU Code of Con-
duct of Business Taxation®. Finally, while new entity laws are much more similar in comparison
to previous legislation on corporate income, complete harmonization i.e. adoption of a single
country-wide law should be considered. Non-existence of a single systematic law on all CIT
obligations prevents capital and labor mobility.

The cross-country comparisons of the various measures of the corporate income tax burden
leads to the following conclusions:
1. In terms of statutory rates, FBiH and RS rate of 10% is globally and regionally competi-
tive.

2. The importance of corporate taxes in financing government is much lower in BiH than
in other countries, both in the region and globally. However this share has been increas-
ing in both entities in the last five years.

3. The CIT burden, as measured by the share of corporate tax revenues in GDP, is very
low in BiH, bath from a global and a regional perspective.

4. Complete CIT harmonization is advisable at the BIH level.

CIT in EU: Historical Overview

The main goal of the EU when it comes to the taxation is “to ensure some Member States’
tax policies do not have an undesirable impact on others and to provide real sovereignty for EU
citizens and their representatives through common action”®. Thus, the goal of the EU is not to
standardize/unify the national taxation systems of its member states, but rather to just simply
ensure that the tax systems of the EU countries (and candidates) are compatible with each
other but also with the main aims of the Treaty establishing the European Community, mainly
the right of establishment (further discussed in the next paragraph).

The European Commission requires since 1977 a uniform basis for indirect taxation® (VAT and
excise) for all consumption products regardless of origin, for the sake of creation of internal mar-
ket. While indirect taxation harmonization is a precondition for fulfilling freedom of movement of
goods, one of the basic cornerstones of the EU, EU member and candidate countries do not have
responsibility to align direct taxation® policies, unless a direct taxation system directly affects the
four freedoms of the EC Treaty or the right of establishment*', which means that any discrimina-
tion with respect to the establishment and pursuit of economic activities is prohibited.

12



Open /
Society Fund /
Bosnia & Herzegovina

As the possibilities of EU enlargement were at its height in the 1990s, debates were heated on
the ways in which taxation distorted corporate investment decisions. As a result, the EC com-
missioned an expert committee to examine the extent to which the direct taxation systems
affected the single market. The committee recommended partial harmonization of corporate
taxation systems, especially as they pertain to transfer pricing and the treatment of losses.
Corporate income taxes are of special interest since company taxation is an easily available
instrument employed by national governments competing for increasingly mobile firms, invest-
ment, and profits. Several recent studies estimating tax reaction functions between countries
(e.g. Brueckner and Saavedra, 2001; Devereux, Lockwood and Redoano, 2002; Devereux and
Griffith, 2003) support the hypothesis of strategic interaction of tax policies on mobile fac-
tors. It was expected that the accession of ten new member states (NMS) in May 2004
would increase the downward pressure on company tax rates in the EU. The NMS on average
already have considerably lower company statutory tax rates than the old member states,
and it is probable that they will reduce company taxation further. Consequently, in 1997 a
Commission communication was adopted, the “Code of Conduct for Business Taxation” — a
non-binding agreement among the Member States to abstain from harmful tax competition
regarding investment activities, including FDI.*? Code of Conduct covers legislative, regulatory,
administrative and de facto tax measures, which have, or may have, a significant impact on
the location of business activities in EU. In other words, purpose of the Code was to identify
only such measures which affect the decision of business location by providing non-residents
with a more favorable tax treatment than that which is generally available for the residents of
that same country. The Code defined these measures as harmful, and identifies criteria against
which all potentially harmful measures are to be checked. Even though this Code is not legally
binding, but it has political force. Under this Code, the EU states obliged to eliminate/adjust
tax measures that constitute harmful tax competition and not to introduce any such measures
in the future. This Code of Conduct does not address the form of competition through lower-
ing the CIT rates. In 2001, EC produced the study “Company Taxation in the Internal Market”,
which stressed the importance of definition of uniform tax base, rather than tax rate.*

While the corporate community supports creation of a common tax base, which would sim-
plify the EU-wide business activities, there is a lack of agreement on CIT coordination among
member states, due to fears of loss of national sovereignty and fears that harmonization of
the corporate tax-rates would follow. Consequently, new flexible approaches are envisaged,
such as the peer pressure procedure. Agreement on some minimum CIT rate may be feasible
on economic ground. Such a minimum may be stipulated by a combination of the protection
of the integrity of the PIT, the presence of flat tax rate systems with uniform rates and to a
lesser extent dual income tax systems as found in the Nordic countries, the ineffectiveness of
very low rate in the presence of residence based systems in countries with large FDI, and the
prevalence of source based CITs*

CIT in EU: Code of Conduct on Business Taxation

European Union adopted on 1 December 1997 a Resolution on a Code of Conduct for business
taxation. The Resolution provides for the establishment of a Group, within the framewaork of the
Council, to assess the tax measures that may fall within the Code. The Council subsequently
confirmed the establishment of the Code of Conduct Group on March 9" 1998. The Group
reported regularly on the measures assessed®. In regards to the criteria for harmful taxation
practices, Code of Conduct on Business Taxation specifies:

4 See European Commission (1997).

% See European Commission (2001).

“This section extracted from Carsimamovic
(2006).

% European Commission (1999).
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“Without prejudice to the respective spheres of competence of the Member States and
the Community, this code of conduct, which covers business taxation, concerns those
measures which affect, or may affect, in a significant way the location of business activ-
ity in the Community.

Business activity in this respect also includes all activities carried out within a group of
companies.

The tax measures covered by the code include both laws or regulations and administra-
tive practices.

B. Within the scope specified in paragraph A, tax measures which provide for a significantly
lower effective level of taxation, including zero taxation, than those levels which gener-
ally apply in the Member State in question are to be regarded as potentially harmful and
therefore covered by this code.

Such a level of taxation may operate by virtue of the nominal tax rate, the tax base or
any other relevant factor.

When assessing whether such measures are harmful, account should be taken of, inter
alia:

1. whether advantages are accorded only to non-residents or in respect of transactions
carried out with non-residents, or

2. whether advantages are ring-fenced from the domestic market, so they do not affect the
national tax base, or

3. whether advantages are granted even without any real economic activity and substantial
economic presence within the Member State offering such tax advantages, or

4. whether the rules for profit determination in respect of activities within a multinational
group of companies departs from internationally accepted principles, notably the rules
agreed upon within the OECD, or

5. whether the tax measures lack transparency, including where legal provisions are relaxed
at administrative level in a non-transparent way.*"

The Code adds the provision that Member States commit themselves not to introduce new
tax measures which are harmful within the meaning of this code. Member States also have to
respect the principles underlying the code when determining future policy and that Member
States commit themselves to re-examining their existing laws and established practices, hav-
ing regard to the principles underlying the code, followed by amendment of such laws and
practices as necessary with a view to eliminating any harmful measures as soon as possible
taking into account the Council’s discussions following the review process.

Furthermore, the Code adds in paragraph M that it is advisable that principles aimed at abolish-
4 European Commission (1997). ing harmful tax measures should be adopted on as broad a geographical basis as possible. To
this end, Member States commit themselves to promoting their adoption in third countries®’.

% European Commission (1997).
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As previously mentioned, the Code envisaged establishment of a group to assess the tax mea-
sures that may fall within the scope of the Code and to oversee the provision of information on
those measures. The group was to select and review the tax measures for assessment in ac-
cordance with the provisions laid in the Code. Consequently, in 1999, Group on Assessment of
Code of Conduct for Business Taxation evaluated CIT systems of original 15 member states*. The
Group identified 271 potentially harmful measures (all listed in Appendix 1). On further evaluation
of each of the 271 measures against the five criteria defined in the Code (and listed above), the
Group concluded that the 66 of them are indeed harmful (presented in Appendix 2)*:

Member States and their dependent and associated territories have now introduced or are in the
process of introducing revised or replacement measures in substitution for the 66 measures.

Potentially Harmful Measures of Entity CIT Systems in BiH

On the basis of these firstly identified 271 potentially harmful measures, this study defines the
measures which may be found potentially harmful in the CIT systems in BiH (the subject of this
study are Law on Corporate Income Taxation of RS in force since January 1%t 2007 and Law
on Corporate Income Taxation of FBiH in force since January 1%t 2008), and compares them
against the five criteria defined in Code of Conduct on Business Taxation:

1. tax benefits reserved for non-residents;

2. tax incentives for activities which are isolated from the domestic economy and therefore
have no impact on the national tax base;

3. granting of tax advantages even in the absence of any real economic activity;

4. the basis of profit determination for companies in a multinational group departs from
internationally accepted rules, in particular those approved by the OECD;

5. lack of transparency.

Federation of Bosnia and Herzegovina
1. Exemption for exporters

The CIT Law in FBiH cites:

“A taxpayer who shall realize the exports exceeding 30% of total income (turnover), with-
in the tax year profit is determined for shall be exempt from profit tax for that year.”

This measure is newly introduced in new FBiH CIT Law, and has replaced measure in the previous
Law which stipulated the exemption of paying CIT to the companies operating in the free zones.

According to the OECD Report on Harmful Tax Competition (1999),

“There are good reasons for the international community to be concerned where regimes

o

are partially or fully isolated from the domestic economy. Since the regime’s “ring fenc-
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% European Commission (1999).

# This Group also subsequently identified 65
potentially harmful measures in the twelve
countries that recently joined the EU, found
65 potentially harmful measures.
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ing” effectively protects the sponsoring country from the harmful effects of its own in-
centive regime, that regime will have an adverse impact only on foreign tax bases. Thus,
the country offering the regime may bear little or none of the financial burden of its own
preferential tax legislation. Similarly, taxpayers within the regime may benefit from the
infrastructure of the country providing the preferential regime without bearing the cost
incurred to provide that infrastructure.”

This measure, therefore, needs to be examined with special caution having in mind that its
integral condition is exports, thus comprising transactions with non-residents. However, this
study’s preliminary conclusion is that since this measure sets the condition of exports at only
30% of company’s turnover, it may not be harmful in this sense, since most of the income did
not necessarily have to be export-related income from non-resident transactions. In examining
whether this measure is harmful, EC’s Group for Code of Conduct on Business Taxation may
look at de facto actual number of companies which will be using this exemption once the Law
is enforced. Furthermore since the Rulebook for the new CIT Law in FBiH is not established yet
(the Law states that Federal Minister of Finance shall prescribe Rulebook for the implemen-
tation of this Law for the following: methodology of determination of a profit tax base in tax
balance; depreciation rates; manner of accelerated depreciation and manner and due-dates for
filing tax returns and tax balance; forms for filing and calculation of withholding tax, procedures
for acquiring the rights on tax holidays etc.), the fifth criteria (whether the tax measures lack
transparency, including where legal provisions are relaxed at administrative level in a non-
transparent way) can only be determined once the Rulebook is published.

Study concludes that this measure is probably not harmful, but further investigation is needed
after the Rulebook is prescribed and actual implementation started.

Criteria 3: whether

Criteria 1: whether |Criteria 2: whether Criteria 4: whether the rules for | Criteria 5: whether the tax
advantages are granted ) L
advantages are advantages are even without any real profit determination in respect of measures lack
MEASURE: 1. accorded only to non-| ring-fenced from ) any activities within a multinational transparency, including
. ) . . economic activity and . L
Exemption for exporters | residents or in the domestic - . group of companies departs where legal provisions are
. ’ - substantial economic . ) L .
in Federation of BiH respect of market, so they do e from internationally accepted relaxed at administrative
: . presence within the - .
transactions carried not affect the Member State offerin principles, notably the rules level in a non-transparent
out with non-residents| national tax base 9 agreed upon within the OECD way

such tax advantages

Needs further Needs further investigation
Probably NO, but Probably NO, but | investigation when the when the Rulebool?on
needs further needs further Rulebook on Needs further investigation . : :
. A . R ’ . ; implementing this new Law
investigation investigation implementing this new

Law is defined. is defined.

Is it harmful?

2. Exemption for investment

The CIT Law in FBiH ¥ cites:
o o Coarae oo T i P “A taxpayer invest.ing in produc’Fion not less than 20 million .KI\/I over. the perioq of 5
“Official Gazette of FBiH" 97/07 ' consecutive years in the Federation shall be exempt from profit tax during the period of
5 years, starting with the first year when taxpayer has to invest at least four million KM.
Shall this taxpayer over the period of 5 years fail to reach prescribed investment amount,
s/he shall lose the right to tax exemption, and unpaid profit tax shall be determined ac-
cording to the provisions of this Law, and increased for the penal interest that shall be
paid onto the untimely paid public revenues.”
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This measure is available to both residents and non-residents. As for the condition of real
economic activity taking place, since investment would automatically imply economic activity,
this measure is also not harmful in that sense either. Therefore, in this measure is also probably
not harmful under Code of Conduct of Business Taxation, but further investigation is needed
after the Rulebook is prescribed and actual implementation started, especially having in mind
the high threshold of 20 million KM (or 4 million average per year) may be not attainable for
domestic companies, so this measure may de facto be used mostly or exclusively by the non-

residents.

MEASURE: 2.
Exemption for
) 0 F i
of BiH

Criteria 1: whether
advantages are
accorded only to non-
residents or in
respect of
transactions carried
out with non-residents

Criteria 2: whether
advantages are
ring-fenced from

the domestic
market, so they do

not affect the
national tax base

Criteria 3: whether
advantages are granted
even without any real
economic activity and
substantial economic
presence within the
Member State offering
such tax advantages

Criteria 4: whether the rules for
profit determination in respect of
activities within a multinational
group of companies departs
from internationally accepted
principles, notably the rules
agreed upon within the OECD

Criteria 5: whether the tax
measures lack
transparency, including
where legal provisions are
relaxed at administrative
level in a non-transparent
way

Is it harmful?

Probably NO, but
needs further
investigation.

Probably NO, but
needs further
investigation.

NO

NO

Needs further investigation
when the Rulebook on
implementing this new Law
is defined.

3. Incentives for research and development

The CIT Law in FBiH cites:
“All costs pertaining to research and development shall be recognized as expenditures
in tax balance.”

This measure is also available to both residents and non-residents. Therefore, this measure
is probably not harmful under Code of Conduct of Business Taxation, but further investigation
is also needed for this measure after the Rulebook is prescribed and actual implementation

starts.

MEASURE: 3. Incentives|
for research and
development in

E ’ f Bi

Criteria 1: whether
advantages are
accorded only to non-
residents or in
respect of
transactions carried
out with non-residents|

Criteria 2: whether
advantages are
ring-fenced from

the domestic
market, so they do

not affect the
national tax base

Criteria 3: whether
advantages are granted
even without any real
economic activity and
substantial economic
presence within the
Member State offering
such tax advantages

Criteria 4: whether the rules for
profit determination in respect of
activities within a multinational
group of companies departs
from internationally accepted
principles, notably the rules
agreed upon within the OECD

Criteria 5: whether the tax
measures lack
transparency, including
where legal provisions are
relaxed at administrative
level in a non-transparent
way

Is it harmful?

NO

NO

NO

No OECD rules in this area

Needs further investigation
when the Rulebook on
implementing this new Law
is defined.

Republika Srpska

Reduced rate for micro-enterprises

The CIT Law in RS cites:
“Legal entity with the status of small tax payer (with less than 9 employees and total
annual revenues in preceding year not exceeding 100,000 KM, provided that not more
than 50% of its total revenue comes from a single client) pays the corporate income tax

at the rate of 2

percent).”
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One of potentially harmful measures among 271 measures originally defined for EU- 15 was
reduced rate for small and medium size enterprises (e.g. examined in Spain). Since this mea-
sure is available to both residents and non-residents and it is clearly defined that the economic
activity has to be taken, this measure is probably not harmful under Code of Conduct of Busi-

ness Taxation.
I I riteria 3: I I
Criteria 1: whether |Criteria 2: whether Criteria 3: whether Criteria 4: whether the rules for | Criteria 5: whether the tax
advantages are advantages are advantages are granted rofit determination in respect of measures lack
MEASURE: 4. Reduced | 9 ) 9 even without any real profit c o esp . .
. accorded only to non-| ring-fenced from . - activities within a multinational transparency, including
rate for micro- . . . economic activity and ) L
. - . residents or in the domestic ) . group of companies departs where legal provisions are
enterprises in Republika | substantial economic - ; L .
respect of market, so they do L from internationally accepted relaxed at administrative
Srpska : . presence within the - )
transactions carried not affect the ) principles, notably the rules level in a non-transparent
) . . Member State offering o
out with non-residents| national tax base agreed upon within the OECD way
such tax advantages
Is it harmful? NO NO NO No OECD rules in this area Needs further investigation

2. Incentives for scientific and development research
The CIT Law in RS cites:
"Expenditures that are recognized and deductible from revenue also include (...) re-
search and development expense as prescribed in the Rule Book”
This measures is also available to both residents and non-residents. The Rulebook gives clear
definition of research and development activities ensuring that the real economic activity is
taking place. Therefore, this measure is probably not harmful under Code of Conduct of Busi-

ness Taxation.
sl P Criteria 3: whether P I
Criteria 1: whether |Criteria 2: whether Criteria 4: whether the rules for | Criteria 5: whether the tax
advantages are advantages are advantages are granted rofit determination in respect of measures lack
MEASURE: 5. Incentives| 9 : 9 even without any real profit e esp ) .
o accorded only to non-| ring-fenced from ) o activities within a multinational transparency, including
for scientific and ) : . economic activity and . .
) residents or in the domestic ) A group of companies departs where legal provisions are
development research in] substantial economic . ) L .
- respect of market, so they do s from internationally accepted relaxed at administrative
Repubika Srpska : . presence within the - )
transactions carried not affect the - principles, notably the rules level in a non-transparent
. . . Member State offering L
out with non-residents| national tax base agreed upon within the OECD way
such tax advantages
Is it harmful? NO NO NO No OECD rules in this area NO

3. Investment into machinery and equipment
The CIT Law in RS cites:
"For a taxpayer making an investment into machinery and equipment, at the territory of
Republic of Srpska, and which is attributable to performance of own registered produc-
tion activity, the tax base shall be reduced for the amount of the respective investment.
Tax base reduction for the amount of investment as specified in Paragraph 1 of this
Article shall be valid until December 31, 2008.”
This measure, like the apper two is available to both residents and non-residents. As for the
condition of real economic activity taking place, since investment into machinery would auto-
matically imply economic activity, this measure is also not harmful in that sense either. This
measure is thus probably not harmful under Code of Conduct of Business Taxation.

Criteria 1: whether |Criteria 2: whether a dg;:g'z:;\:’ehe:gize d Criteria 4: whether the rules for | Criteria 5: whether the tax
MEASURE: 6. advantages are advantages are even w?thout ar? real profit determination in respect of measures lack
Investment into accorded only to non-| ring-fenced from economic activity and activities within a multinational transparency, including
machinery and residents or in the domestic substantial econyomic group of companies departs where legal provisions are
equipment in Republika respect of market, so they do resence within the from internationally accepted relaxed at administrative
transactions carried not affect the P . principles, notably the rules level in a non-transparent
Member State offerin
out with non-residents| national tax base 9 agreed upon within the OECD way
such tax advantages
Is it harmful? NO NO NO NO NO




Concluding Remarks on Potentially Harmful Measures in BiH
Out of the six identified potentially harmful measures (identified on the basis of 271 potentially
harmful measures identified by the EC's Group on Code of Conduct on Business Taxation for
EU-15in 1999), it can be concluded with a lot of certainty that four of them will not be found
harmful by the EC’s Group on Code of Conduct on Business Taxation.

The remaining two are two measures in the new CIT Law in FBiH:

1. Exemption for exporters

2. Exemption for investment
These two measures are probably not harmful either, but this termination is non-conclusive
since further investigation needs to be performed after Rulebook is prescribed and after these
measure are enforced, to investigate whether de facto measures are used mostly or exclu-
sively by the non-residents, which would make it harmful.

On the basis of analysis outlined above, it can be concluded:

1. Exemption for exporters and exemption for investment need to be examined after the first
year of implementation in FBiH, and if de facto harmfulness is determined, the CIT Law
needs to be changed in order to be in line with the Code of Conduct on Business Taxa-
tion. If this measure is found not harmful, RS should consider introducing it as well.

2. Measure for investment in machinery are not harmful, therefore RS should consider ex-
tending it after 2008. Should the measure for investment be found harmful in FBiH (previ-
ous measure discussed above), FBiH should consider introducing this measure instead.
However, should the investment measure in FBiH turn out de facto not harmful, RS
should consider introducing the same measure instead of current more narrowly defined
exemption for investment in machinery, in order to provide more extensive investment
incentive.

3. Finally, with the latest reform, two CIT systems are brought much closer than they were
in the past. However, complete harmonization of the tax base and exemptions needs to
be preformed in order to unify economic space in BiH, simplify taxation procedure for BiH
private sector which should be encouraged to grow across entity lines before it is pos-
sible to prepare it for future needed unification with the EU.

Potential Limitations of the Study

Examining adherence of a country to Code of Conduct on Business Taxation has one inherent
potential limitation. Detailed analysis and final evaluation of a country’s adherence is done by
the expert Working Group on Code of Conduct on Business Taxation, which after long and care-
ful analysis of all taxation specificities determines potentially harmful tax provisions. Since this
study is limited in time and resources and done by a single author, it used potentially harmful
provisions for other EU countries previously identified by the Group on Code of Conduct and
compared them with the provisions in FBiH and RS CIT Laws in order to find the measures
which the Working Group on Code of Conduct on Business Taxation may identify as potentially
harmful. However, while the Group had previously defined as many as 336 potentially harmful
provisions (271 were identified for EU-15 and 65 for the twelve newest EU member states),
the list of potentially harmful provision determined in this study is not necessarily exclusive.
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Furthermore, while this study will lay out recommendations for setting the corporate income
taxation systems in BiH at the optimal place for increasing BiH competitiveness, it needs to be
recognized that a country’s competitiveness is optimized only when, in addition to its corporate
income taxation system, its taxation on labor is optimized as well. Therefore, for overall BiH
competitiveness to be maximized, further policy recommendations are needed to improve BiH
systems of personal taxes and social contributions.

The greatest limitation of the study is that the final evaluation of whether measures are harm-
ful needs to be done by the EC’s Group on Conduct of Business Taxation. Therefore, this study
should be viewed as giving pointers to which measures are likely to be examined by the EC and
on which criteria they will be graded. Conclusions on final level of harmfulness of a measure
given in this study should therefore be viewed only as illustrative.

The final limitation of this study is the fact that it does not take into consideration Brcko District
in BiH, but rather only the two entities of Federation of BiH and Republika Srpska.
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POLICY OPTIONS

Possible Approaches for Making BiH's CIT Systems Both Adherent to the EU Stan-
dards and Conducive to Improvement of BiH's Competitiveness

In defining policy recommendation to solve the three issues in BiH entity CIT systems outlined
above (1. examining exemptions for exporters and exemption for investment in FBiH and if
necessary changing it in order to be in line with the Code of Conduct on Business Taxation, 2.
reconsidering to keep exemption for investment in machinery in RS after 2008, and 3. consid-
ering complete harmonization of the tax base and exemptions at the BiH level), it is important
to consider the final outcomes desired.
There are three possible policy options defined by this study:
1. Do nothing - wait until BiH is candidate for EU to change potentially harmful measures,
2. Examining in more detail potentially harmful measures (especially in FBiH) and changing
those measure EU Group for Code of Conduct on Business Taxation may find harmful,
and
3. Completely harmonizing CIT legislation at the state level, while ensuring the adherence
to the EU Code of Conduct.

Criteria Used to Evaluate Policy Options

In the Outcome Matrix below three possible policy options (1. do nothing, 2. examine more care-
fully whether the two potentially harmful measures in new FBiH need to be adjusted to adhere
to the Code of Conduct, and 3. completely harmonize entity systems, while ensuring adherence
to the Code of Conduct) are evaluated according to three criteria, i.e. desired outcomes:

1. Countries which join EU after creation of EC's Group for Code of Conduct for Business
Taxation in 1999 are obliged to adopt and implement Code of Conduct on Business Taxa-
tion as one of the Acquis during the process of final negotiation for EU accession. This is
the minimum requirement which BiH will have to fuffill in this field. For example, Croatia,
whose European Accession document was issued by the EC in November of 2007 will
have to commit to the principles of the Code of Conduct for business taxation and ensure
that new tax measures are in conformity with these principles as a part of negotiation on
Chapter 16: Taxation. Therefore, the first criteria is the following question:

If option taken, would BiH fulfill the Acquis in CIT field at the final allowable
stage - as it approaches final EU accession?

2. In addition to the fact that all countries accessing the EU will have to adopted and imple-
ment the Code at the time of final accession, BiH also committed itself to the principles
of the Code of Conduct for business taxation as one of the short-term commitments from
EU partnership to be accomplished by 2009, according to the 2007 European Partner-
ship document. BiH needs to show its seriousness and ability to fulfill its commitments
- committing to the principles of the Code of Conduct for business taxation and ensure
that new tax measures are in compliance with these principles. While it is possible that
EC will issue accession negotiation with BiH even if this goal is not met by 2009 (e.qg.
adhering to the Code of Conduct was a short-term priority Croatia was supposed to
fulfill before Accession Partnership was to take place, and vyet it did not happen in that
timeframe), it would be preferable that BiH fulfills this priority as soon as possible, thus
exhibiting its seriousness and level of accountability. Therefore, the second criteria is the
following question:
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If option taken, would BiH fulfill its short-term commitments from 2007 EU
partnership to be accomplished by 2009 - committing to the principles of the
Code of Conduct for business taxation and ensure that new tax measures are
in compliance with these principles?

3. Besides the lack of analysis of the extent to which two entity systems adhere to the EU
Code of Conduct on Business Taxation, BiH is facing much more pressing problem of
non-existence of a single market within its own territory. How is Bosnia and Herzegovina
expecting to enter the EU in which a-500-million-people market function as a single one,
when with only 4 million people, it has three separate systems of corporate income taxa-
tion? Therefore, the third criteria is the following question:

If option taken, would BiH CIT system provide maximum support to competi-
tiveness of BiH private sector?

Evaluation of the Options and Chosen Policy Option

As exhibited in the table below, the third option of completely harmonizing the entity systems
is the only one that fulfills all three of the criteria, and therefore is the chosen alternative in
this policy study. In the next section of the paper, action plan will be laid out on how the BiH
authorities should go about implementing this policy option.

Policy Options
2. Examining in
more detail
potentially harmful 3. Completely
1. Do nothing - wait measures harmonizing CIT

until BiH is (especially in FBiH) | legislation at the

candidate for EU to
change potentially
harmful measures

and changing those
measure EU Group
for Code of Conduct

state level, while
ensuring the
adherence to the EU

on Business Code of Conduct
Taxation may find
Goals/Criteria harmful
BiH fulfills the Acquis in CIT field at the final allowable
stage - as it approaches final EU accession. YES YES YES
Fulfilling BiH's short-term commitments from EU
partnership to be accomplished by 2008 - committing
to the principles of the Code of Conduct for business
taxation and ensure that new tax measures are in
compliance with these principles NO YES YES
Giving maximum support to competiveness of BiH
private sector NO NO YES
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CONCLUSIONS AND RECOMMENDATIONS

All of the international organizations are expressing worries about BH direct taxation systems®'.
In its latest staff report on BiH, International Monetary Fund®? recommends that BiH simplifies
and harmonizes its entity systems of direct taxes to create a single economic space.

Even after recent welcomed reforms which harmonized the statutory tax rates and brought
closer the corporate income tax bases in the two entities, BiH businesses still have to fill out
different tax forms in the two entities. Such a policy poses an obstacle to the following key
elements for further development of BiH economy: the functioning of a single economic space
in BiH (which is one of the goals from state-wide Medium Term Development Strategy of BiH
and also a requirement for further EU integration) and above all to much needed entrance and
creation of large companies that are able to take advantage of economies of scale through
vertical and horizontal integrations, which are hard to create in such a small country, let alone
each entity separately.

In order to tackle two of the most pressing issues of the current Bosnia and Herzegovina, which
are the need to smoothly progress on the long road ahead towards the EU accession and the
need to foster the much needed development of the BiH economy’s private sector, this study
recommends that the BiH government completely harmonize CIT legislation at the state level,
while ensuring the adherence to the EU Code of Conduct.

Proposed Set of Policy Recommendations

Following are the activities BiH authorities should undertake to implement the policy option of
completely harmonizing CIT legislation at the state level, while ensuring the adherence to the
EU Code of Conduct.

* PURPOSE OF ACTIVITY: Confirming that the current provision of the FBiH CIT
Law are not harmful
IMPLEMENTATION OF THE ACTIVITY:
Ministry of Finance of FBiH should contact the European Commission to get the evalua-
tion on potential harmfulness of the exemption envisaged in the new Law on Corporate
Income Taxation which was adopted in December of 2007 and enforced staring January
15t 2008.

* PURPOSE OF ACTIVITY: Making decision to harmonize the entity system:
IMPLEMENTATION OF THE ACTIVITY:
a) Council of Ministers of BiH needs to adopt the strategy of adopting the CIT Law at the
state level (while this is preferable choice of fulfilling the purpose of this activity, since
the political will may be the issue here, the second alternative is presented) OR
b) Entity Ministries of Finance and entity Tax Administration should adopt Action Plan on
completely harmonizing all of the specifications of the CIT bases.

* PURPOSE OF ACTIVITY: Including further measures which would be in line with
the EU Code of Conduct, while at the same time providing as much support to
the development of BiH private sector as allowed by the Code.
IMPLEMENTATION OF THE ACTIVITY:
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Entity Ministries of Finance (or same state-level institution which would be in charge
of CIT system in the case that state-level administration of this tax were to take place)
should on the basis of final conclusion of the EC, consider having the private sector en-
hancing exemptions in the new harmonized legislation, such as reduced rate for micro
enterprises, reduced rate for large investors (both domestic and foreign), and reduced
rate for exporters.

It is not debatable that people and politicians of BiH have a common goal of joining EU, and
therefore it is clear that the BiH will adopt EU standards in all necessary areas. However, it is
advisable that BiH authorities take early initiative in asking the EC to give the final evaluation of
the potential harmfulness of the new CIT legislation specifications.

There are some important constraints associated with the potential implementation of this pol-
icy choice, particularly in regards to the recommendation that the Council of Ministers of BiH
should adopt the strategy of adopting the CIT Law at the state level, having in mind that this
recommendation implies that the entities would need to agree to transfer their powers in direct
taxation to the state level, which is unlikely to happen given the current political atmosphere.
Consequently, while this is preferable choice of fulfilling the purpose of the recommendation,
the alternative is presented in which entity Ministries of Finance and entity Tax Administration
should adopt Action Plan on completely harmonizing all of the specifications of the CIT bases,
which would avoid the necessity of the power transfer from entities to the state.

When it comes to the financial cost of the policy recommendations, given that the changes
would be minor in the administration sense, tax administration would have to incur the minimal
costs in the case the second alternative is adopted (i.e. not the transfer of powers to state, but
a complete harmonization of the entity systems). Similarly, even if the preferred alternative of
state-level CIT system were to be implemented, the financial costs would not be excessive,
having in mind that the administrative capacities of the entities would simply be transferred to
the state (as was shown in the recent transfer of the powers of indirect taxation from entities
to the state level and creation of the indirect Taxation of BiH, which was not accompanied by
large financial costs and resulted in significant improvement in tax administration efficiency,
tax discipline and tax collection).

In addition to this, Bosnia and Herzegovina has a more pressing issue of harmonization of
corporate income taxation across entities. Business people leading most of the few successful
private companies in BiH would agree that their companies are not successful because of the
fact that the BiH governments are giving them incentives to succeed, but rather in spite of the
fact that the BiH governments are not working enough on advancing BiH private sector.
Perfect illustration is given by director of one of the most successful BiH companies Ms. Eliza-
beta Josipovi¢ at the Conference “Platform for Action: Towards Sustainable Economic Devel-
opment through Reforms and Partnership in Bosnia and Herzegovina”, organized by Office for
High Representative on October 16™, 2007:

“I would like to use this opportunity to say that it is not five minutes to twelve, but rather
five minutes after twelve o'clock when it comes to urgency for BiH governments to make
necessary provisions to completely unify economic space and improve business environ-
ment. If this does not happen, in a few years most of the businesses will find better
environment to work in outside of this country. As we speak, most of the youth of this
country are trying to find ways to leave this country. If businesses do the same, you will
have no population to be high representatives, prime ministers and ministers for.”
Elizabeta Josipovic, director of Scontoprom d.o.o. Prijedor
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APPENDIX 1: List of 271 potentially harmful measures identified for EU-15 in 1999 Report of the Group
for Assessing Code of Conduct for Business Taxation

Measures i. Member States On Features
List?

Co-ordination Cenires B WV |Substantially reduced base/cost plus 8%, Withholdmg tax exemption for dividends, mterest, royalties.
Fequirement to be part of intermational group

Dismbution Centres B WV |Reduced base/cost plus 3%.

Service Centres B WV |Reduced base. Cost plus 5-15% depending on type of activity/resale minus 3%.

Basque Country Co-ordination E WV |Reduced base/cost plus 23% (excludes financial expenses). Eequrement te be part of mtemnational group.

Centres

Navarra Co-ordination Centres E WV |Reduced base/cost plus 23% (exchudes financial expenses). Reguirement to be part of international group.

Headguarters and Logistic F WV |Cest plus 6-10%. Eeguirement to be part of intemational group.

Centres

Co-ordination Centres L WV |Cost plus 5%. Fequirement to be part of mtemational group. For a few remaining compantes qualified up to
February 1996, benefits continue to 2001,

Cost Plus Enling NL YV |Cost plus 5-15%.

Eesale Minus Ruling NL WV |Resale minus 1-3%.

Intra-Group Finance Activities NL V| Fixed margin is nof adjusted as interest rates move.

Holding Companies (ETVE) E X |Exemption for eualifying foreign source profits. Comparable taxation required. Exemption from
withholding tax and capital gams in respect of qualifying non-resident subsidiaries. Requirement to be part
of mtemational group.

Foyalty Income - Patents F WV |Reduced tax rate on meome 19%:. Does not apply to French source mcome.

1929 Holding Companies L V| Exemption from most taxes. But no commersial activities permitted. And ne treaty access.

Holding Companies NL % |Participation exemption for dividends mcludes low tax foreigm source. Capital gamns exemption and relief
for capital losses n certain crrcumstances

Eovalties NL WV |Fixed rate margims: 7% or less depending on the net rovalty ncome, for rovalties and management fees.

International Headguarters UK X | Abohshed with effect from 4/99.

Companies

Holdings A WV |Exemption for foreign source dividends of 23+%: subsidianes mcludes low tax foreign source. Felef for

(Schachtelbegunstigung - capital losses and exemption for capital gains

Intra-Group Relief)

Private Foundations A X |Apphes to non-business activity. Exemption for dividend income.

(Stiftungen)

Holdings B X |95% exemption for dividend meome. Exemption from capital gams. Comparable taxation regquired.

Centrol- and Co-ordination D V| Cost plus 5-10%. Reguirement to be part of international group.

Centres of Foreign Companies

in Germany

Holding Companies D X |Dividend and capital gains exemption for treaty country participations.

Holding Compames DE WV |Exemptions for dividends meludes low tax forsign source, except for financial activities.

Holding compantes with F X |Exemption from precompte for foreizn source dividends. But ne pass-through of eredit.

shareholdings in foreign
companies.




Application of the parent L X |Exemption from tax on dividends and capital gains where similar tax regime applies to source.

company/subsidiary system to

resident companies with share

capital (commonly known as

SOPARFI).

Holding Companies (SGPS) P X 3% income exemption for dividends. Comparable taxation required.

The International Financial IFL W | 10% CT rate, double deduction for rent expense, 100/34% First Year Allowances for new buildings. 10%:

Services Centre (Dublin) rate until 2002 for companies qualified up to 1999 (guota for 1998/99). 10% rate until 2005 for companies
qualified up to May 1998

Trieste Financial Services and I WV |Exemption from corporation tax. Redoction in local income tax. Applies to Eastern European Investment.

Insurance Cenfre

Luxemburg Finance L W |Tax applied to fixed margin of 0.25% or 0.125%. Requirement to be part of international group. For a few

Companies remaming companies gualified up fo February 1996, benefits continue to 2001

Intemational Financing NL W |Facility to create tax-effective reserve equivalent to 80%: of profit. Requirement to be part of infemational

Activities SToup.

Finance Branch NL W |Facility to allocate 90% of profits to foreign branch. Not available for passive income from 1999 onwards.

Madeira and Sta Maria P WV |Exemption from: CT, municipal & local taxes, withholding tax on mterest and tax on royalties. Available to

(Azores) Free Zones tranzactions with non residents & financial activities. Companies may qualify up to 2000. Benefits continue
until 2011.

Prowisions for fluctuations L W |Facihity to create tax-effective reserve equivalent 20 tnnes prenuum meome.

Teinsurance

Aland Islands Captive FIN WV |Reduction of local tax from 11.2% to 1.2%, giving 18% tax rate.

Insurance

Foreign Insurance Companies 5 ¥ |Taxzable ncome of non-resident msurers 15 calculated as 2% of gross premmum meome. Applies only to
demestic market.

Offices of Foreizn Companies GR WV |Exemption from mcome tax and other direct taxes. Applies only to offices of foreign compames.

under the Law 8%/67

Certain Exemptions from A X i) Exemption for non-profit seeking credit instimtions.

Corporation Tax (b) Exemption from corporation tax for first five vears for associations providing financing for SME's.

Provisions for fluctuation in D X |System of reserves to cover liabilities.

Insurance and re-Insurance

Banks and Finanee Entities E X |More flemable provisions for treatment of bad debtsete

Business share capital GR X |Exemption for undistribmted profits on SME financmg. Festnction of tax te 15% of dismbuted profits.

companies (Law 2367/1993,

Article 5)

Long Term Loans in Foreign GR X |Exewption from tax of mterest paid on foreizn source loans to finance productive investment in Gresce.

Currency

Finance Centres F X |More favourakle treatment (deductibility and withholding rules) than the nermal regime for interest paid out
of France.

Provisions for risks relating to F X | Sets limats for deduction for credit risk provision.

medium and leng term credit
operafions carmied out by banks
and credit institutions.




Techmeal provisions for F X |Prowvides specific lmuits on deductibility of reserves for different kinds of nsks.

insurance and remnsurance

undertakings.

Incentives for the restructuring I X |Beduction in corporate tax rate where Italian banks have merged, from 37%: to 12.3%

of the Banking Sector

Tax Deduction for Interest on I X |Prowvides for deductibility of interest on head office loans.

Additional Capital

Contributions from Foreign

Head Offices to Italian PE

Exemption of Income on IRL X |Exemption from tax for the local subsidiary or branch of a non-resident, on mcome from Insh Government

Government Securities Securities.

Non-resident Companies IRL X |Sets conditions for determining residence where there is overseas ownership.etc.

Femsurance companies P X |Part of general tax system.

Independent mvestment UK X |Apples the OECD Model Tax Treaty provision for independent agents of non-residents - Article 5 ().

HANAgers

Scheme for early depreciation DK X |Advance depreciation measure giving relief of up to 30% of total cost spread across the two years prior to

of vessels delivery.

Shipping Regime - Tonnage D X |See paragraphs 62-63 of the Final Beport. Eeplaces normal profit calculations with formmulaie measurs

Tax linked to tonnage.

Ship Management Offices GR X |See paragraphs 62-63 of the Final Feport. Exemption for management of deep sea shipping activities.

(Law 89/67 and 378/68)

Shipping Fegime (Law 27/73) GR X |5ee paragraphs 62-63 of the Final Report.. Exemption from corporation tax for vessels flying Greek flag.
Peplacement with formmula-based tax linked to age. tonnage and type of vessel

Shipping Regime F X |Accelerated deduction for investment in jomtly owned vessels. Eequired approval prior to 15 September
1897,

Shipping Fegime (Tax regime I X |5ee paragraphs 62-63 of the Final Eeport. Only 20% of profits taxable.

for shipping companies)

Shipping Regime NL X |5ee paragraphs 62-63 of the Final Beport. Eeplaces normal profit calculations with formulaie measure
linked to tonnage.

Shipping Regime P X |See paragraphs 62-63 of the Final Report.
() Exemption from CT for Madeira registered vessels. Exemption from tax on dividends for shareholders m
such companies. Benefits continue unti] 2011,
(k) 70% exemption from CT for Portugese resident companies.

Ice-Class Investment FIN X JAllowance for 3% of cost of investment in vessel m each of first two years after commissioning.

Allowance

Eollover Felief on Disposal of UK X |Clawback of tax depreciation deferred where there 15 reinvestment in ships.

Ships

Supplementary staff assigned to B X |Flat rate reduction of taxable profits per supplementary wut of staff.

scientific research and export

management

Tax Credit for Eesearch F X |Tax credit given for additional expenditure on research, ete. equal to 30% of addinonal amount. Eeduces

Corporation tax or InCome fax.




Eesearch and Techmieal IFL ¥ |Exemption from tax on royalty income from patents developed in Ireland. No restriction on deductibality

Development where rovalties exempt.

Credits for Investments in NL ¥ |Deduction for expenditure on qualifying energy saving business assets.

Enersy Saving Equipment

Eesearch and Development P X |Additional deduction for meremental research and development expenditure.

Expenses

Caleulation of MNet Revenue GR X |Deductiens on formulaic basis for otherwise non-deductible expenses related primanly to export and tourist
businesses and the media.

Andiovisual Investment. X |Relief for certified audic-visual investment.

Certificates

Film Industry UK ¥ |Accelerated wrnte-off of produchon costs of qualifying films.

Investment Deductions E ¥ |Deductiens for various types of mvestment, with rate dependent on type. Ammed at natural persons, SME's
and particularly mmovative SME's.

Spectal Depreciation and D X vestment allowsanees and other reliefs targeted on small agricultural and forestry businesses.

Allowances - Agrienlfure and

Forestry

Incentives for Mimng E ¥ |Free depreciation for mining assets, subject to cap of 30% of tax base.

Enterprises

Mining taxation IRL ¥ |Accelerated depreciation and mvestment allowances for capital expenditure, exploration costs, etc.

10% Manufacturing Fate IRL W |10% rate for widely defined class of activities. Benefits expire 2010. New projects eligible for this rate until
2002.

Petroleum Taxation IRL W |25% rate for meome from production of petroleum.

E&D Allowance A X |Deduction for expenditure {pther than on fixed assets) for own-use (18%) or third party (12%) research.

Investor modelFilm funds D X | Accelerated allocation of production phase loszes to mvestors.

Eules for Self-generated D ¥ |Accelerated deduction of costs incurred on self-generated intangibles.

Intangibles

Eelief for nvestments in Films E ¥ |Eelief for production costs, subject to a cap.

and Andiovisual Produoetions

Investization and Exploitation E Vo |Up to 100%: reduction in tax base - nutigated by more limited depreciztion, less flexible relief for losses, and

of Hydrocarbons a tax rate of 40% (normally 35%)

Shipping E ¥ |See paragraphs 62-63 of the Final Feport. 90% reduction in corporation tax hability. Restricted to shipping
companies located in Canaries and companies operating regular services between Canaries and Spain.

Accelerated Depreciation for F ¥ |Accelerated depreciation.

Purchases of Software

Accelerated Depreciation for F ¥ |Accelerated depreciation.

Energy-Saving Equipment

Accelerated Depreciation for F ¥ |Accelerated depreciation.

wironmental Protection
Deduction of Cooperative F X |Deduction of dividends paid to members in proportion to busmess with the cooperative.

Dividends




Tax Exemption of Capital F X |Targeted capital gams relief, subject to reinvestment requirement.

(rains on the Sale of Securities

of Companies Established by

Spectal Agreement to Promote

Industry, Business and

Agriculture

Exemption from Corporation F X |Deferral of taxation of profits of government contrelled Oil Storage Agency.
Tax for the Oil Storage Agency

Corporation Tax Exemption for F X |Exemption from corporation tax of mutal activities.

Agnicultural Cooperatives

Provisions for Renewal of F WV |Facility to create tax effective reserve up to 30% of taxable profits or 13% of sales proceeds (with
Mineral Eeserves reinvestment requirement within 5yrs)

Provisions for Fenewal of Oil F WV |Facility to create tax effective reserve up to 50% of taxable profits or 23.5% of sales proceeds (with
and Gas Feserves reinvestment requirement within 2 years)

Press F X |Facility to create tax-effective reserve up to 60/80%: of profits.

Special Depreciation Fules for F X |Wrte off of imvestment m SOFICAs.

the Audiovisual Sector

Business and Industrial Beal F X |Measure no longer apphicable.

Estate Companies

Companies Authonised to F X |Exemption for leasing income and capital gams.

Provide Energy-Saving and

Heat Recovery Financing

(SOFERGIE)

Exceptional Depreciation for F X |Wnte off of mvestment m SOFIPECHE.

Participating Interests in

Companies Financing Non-

Industmial Fishing

(SOFIPECHE)

Securities in Innovation F X |Wrte off of mvestment m SFLs.

Financing Compamies (SFI)

Incentives for Scientific I X |Tax credit for additional employment on research and development in SMEs, ete.
Fesearch

Film IRL X |Deduction for invesment in film preduction company. (See also C024)
Investments in renewable IFL X |Deduction for imwvestment in company undertaking a renewable energy project.
energy projects

Tax Exemption for Profit/Gain IRL X |Exemption from tax of profits of commercially managed woodlands.

from the occupation of

woodlands

Depreciation of equipment and L X |Accelerated depreciation.

tools used solely for sciennific
or techmical research
operations.




Shipping Regime L X |See paragraphs 62-63 of the Fmal Report. Accelerated depreciation. 14% tax credit. Exemption from
numicipal tax. Capital gains rollover relisf on reinvestment.

Film Industry NL X |Accelerated depreciation

Employment (T) £ones B X Mo new qualifymg compames since 1990. Benefits expire 2000.

Incentives for Investment in B X JAccelerated depreciation and exemption from {local) immevable property withholding tax.

Certain Fegions

Fe-conversion Zones X |Lmuted exemption for dismbuted profits. Deduction for certain share repurchases. Mo new qualifying
companies since 1990, Benefits expire 2000-2003.

Enterprize Zones DK X JAccelerated depreciation. Benefits expire 2000,

Spectal Depreciation - Business D X |Accelerated depreciation . No new gqualifying expenditure after 1998,

Investment m Former GDE. and

West Berlin

Investments Grants - D X vestment grants.

Equipment in Former GDE and

West Berlin

Tax Advantages - Commercial D X |Special depreciation.

Investment in FRG/GDE.

Border Area

Canary Islands REF E X JAllowsnee of 50% of corporate/income tax hability, for sale of locally produced goods. Applies ull 2001
Allowanee 40% m 2002; 30% m 2003, Facility to allocate 90% of undismbuted profits to reserve for
mvesinent in Canary islands.

Basque Country - Start Up E X |Ezemption from corporation tax. No new qualifyimng companies since 1994, Benefits expire 2004,

Belief

Wavarra - Start Up Belief E X |Exemption from corporation tax. No new qualifying companies since 1994, Benefits expire 2004

Regional Development E X |Capital gains exemption (except for mmvestments lasting 10 years or longer).

Companies

Corsica Incentive Regimes L IT, F X |Begime 1: CT and capital gain exemption. Qualifying period ends 2001. Benefits expire 2006. Regimes 2

I and 3: CT exemption. No new qualifying companies after 1998, Benefits expire 2006, (Financial services
excluded from all 3 regimes).

Tax Free Zones - ZFU F X |Capped (Ffr 400,000) exempiion for taxable profits. Qualifymg peniod ends 2001. Benefits expire 2006,

Enterprize Zones F X |MNo new gqualifying companies since Jan 1992, Benefits expire Jan 2001 10 vear exemption from
corporation tax. (Fmancial services excluded.)

Owerseas Départements (0D F X |Range of measures: vanously provide for 10 vear or 25 year exemptions from CT, mvestment incentives,
etc. (Excludes financial services activity)

Nord-Pas de Calais - Privileged F X |Fmancial services activities excluded. Provided tax credits for fixed mvesment. 10 vear hife: expired May

Investment Zone 1598,

Shannon Airport Zone (SAZ) IFL W |10% corperation tax rate. Includes financial services activity. Companies qualify up to 1999; eligible for
benefits to 2002, Companies qualified up to June 1998 eligible for benefits untl 2005, No guetas.

New Investments - Bmldmgs m IFL X JAccelerated write off of construction and refurbishment costs.

Fun-down Urban Areas

Accelerated Depreciation of ML X |Accelerated write off of construction costs.

new bwldings in certam regions




Accelerated Depreciation: FIN X |Accelerated depreciation for gualifying investments before 2001. Benefits resmricted to SMEs in

[nvestments in Developing manufzciurng and tourism.

Eegions

Enterprise Zones UK X |Accelerated depreiation for indusirial and commerecial property. Benefits given for a 10 vear period.

SMEs m Northemn Ireland UK X | Accelerated depreciation on machinery and plant acquired before 12 May 2002.

50%: Profit Exemption in Ceuta E X |30% profit exemption on locally generated income.

& Melilla

Exceptional Depreciation for F X |Excepticnal depreciation on new censtruction. Linnted to SMEs. Applies to buildings finished before 2000,

Buildings Constructed under

Urban and Fura] Plannming

Arrangements

Eegional Incentives South of I X |Tax credit against personal business income for the former imemployed. Expired before 1999,

[taly Mezzogiomo

Industnial Free Zones P X |Exemption from tax, mcluding tax on dividends, wp to 2011, Applies to mndustrial activities and
complementary activifies.

UUS Foreign Sales Companies B V| Available only for US export sales. Limited nsage. Cost plus 8% on reduced base.

Fuling

Informal Capital Ruling B V| Up to 90% of profit exempted by reference to noticnal value of informal capital.

UUS Foreign Sales Companies NL Vo |Available only for US export sales. Limited nsage. Cost plus 3-13%.

Euling

Informal Capital Bulmg KL V| Profit reduced by reference to notional returm on informal capital.

Foreign Business Orperations DK N |Measure bemg phased out. In 2000, benefit will be 1/7 of former level of relief. Previously allowed 30%:

Eelief reduction in tax attributable to foreign business eperations.

Benefice Mondial and Benefice F X |Consehdation of profits and losses of all branches etc (Mondial) or subsidiaries (Consolide).

Consolide

Foreign Income IFL WV |Exemptions for foreign source dividends where the Insh parent/Head Office has a cerfified mvestment plan
mvolving additional employment in Ireland.

Newly Created Companiss F X |Two vear tax exemption for start-ups. with relief tapered away over next 3 years.

Tax Holidays for New L X |Relief for 8 years at maximmum of 23% of taxable profits. Linmited to inwestment in fixed assets.

Businesses

Spectal Depreciation for SMEs D X |Additional depreciation of 20% (benefit expires 1999). Advance write-off of anticipated fixed assets
ACquisitions.

Incentives for SMEs E X |Range of SME measures, including:accelerated depreciation; tax deductible provision for bad debts (1%);
reduced CT rate of 30%.

Micro and Small Enterprises P X |Bange of small and microbusiness measures, limited to mvestment and profit retention. Measures to help the
young start businesses, with reduced rate.

Special Scheme for Accelerated UK X |Temporary increase mn rate of tax depreciation from 23 to 40% (for one vear) for SMEs only.

Depreciation

Scheme for Early Depraciation DE X |Pre delivery depreciation for fixed assets, limited to 30% of excess over DEK 1,047,200

of Certain Assets

Incentives for Investment. (Law GE X |Facility to make tax exempt reserves from undistnbuted profits, with the size hmuted to the scale of the

2601/98 ex 1802/90) mvestment and the region

Invesments Tax Credits E X |System of tax credits ranging from 3-23%: for investment in fixed assets, in export related activities,

research and development, amning, ete. All capped at 35%: of the CT habality.




Spectal Depreciation L X | Special accelerated depreciation for assets that are environmentally beneficial, et

Arrangements for Assets

Intended for Envirenmental

Protection and Energy Saving.

and for Assets Admusting Work

Flaces for Disabled Workers

Investment Allowance ML N |Deductible allowance for fized asset investment; sliding scale, tapering to zere at 356,000 NLG.

Tax Incentives for Contractual P N |Investment tax credit of 5-20% for domestic projects; 10-20% for direct mmvestment overseas. Fequires

Investment contract with State and. for domestic projects. nunimum 1 billion PTE.

Tax Credit for Investment P X |Capped mvestment fax credit. Measure expired 1995,

Eollover of Capital Gains D X |Belief from capital gams on reinvestment m real estate.

Eeinvested Capital Gains P X |Relief from capital gams on reinvestment m tangible fixed assets.

Small Islands Income Tax GER N |Reduction of 40% of nommal tax rates for operations on 1zlands with fewer than 3100 inhakbitants.

Feduction

5t Martin and 5t Barthelemy F X |Senes of measures to promote local activites (tourism, agriculture, fishing, muneral explodtation, etc)
through temporary exemptions, reduced tax base, etc.

Mutual Funds / Portfolio GR o assessment requirad.

Investment Companies

WVennire Capital Funds and E X |Exemptions from corperation tax on dividend mcome, exemption from withholding tax on dividends. up to

Compamies 99%; relief for capital gams.

WVennre Capital Companies F X |Exemptions from corperate tax on dividend income and capifal gams.

Participation Fund Companies A X |Exemption from corporate tax on mcome. Exemption from withholdmg tax on mbound and outbound
dividends.

Invesment Companies 5 Mo assessment required.

Limits on Taxes on D X |Linuts maximmm margingl tax rate on individuals commercial income to 47% rather than 33%.

Commercial Income

Eepresentative Office E X |Costplus 15% on infra-entity activity invelving Spanish branch or representmg office.

Tax Credits for Job-creating F X |Tax credit for additional employment. may be off-set only against the supplementary 10% CT. Expires

Investment 2000.

Tax Credits for Staff Traming F X |Tax credit for additional expendimre on traimng.

Costs

Listed Companies - Eeduced I X |Beduction of rate during first three years after listing commences.

Bates

SGI Conmpanies P X |Reduction in rate for 7 vears following meorporation, for qualifymg real estate investnent and management
Ccompanies.

SCE., SDE. and 5FE Companies P X |Exemption from corporate tax for venfwe capital, regional development and business production
companies. Benefits expired in 1997.

Investment Allowanee A N |Investment allowance for fixed asset acquisitions.

Tax Exempiions A Y |Exemption for dividends possible even where from low tax forsign source.

Invesmaent Funds B Assessment not reguired.




Large Scale Productline GER ¥ |Provision not m force.

Investments Financed with

Foreign Capital

National Infrastructure GE ¥ |Taxation of foreign companies on basis of withholding applied to gross remumeration because net difficult
fo ascertain.

Tax Credit for Membership of a F ¥ |Tax credit for expenditure on specified financial analysis and support activity durng first two years of

‘groupement de prevention membership of groupement.

agree’

Exemption from Corporation F ¥ |Two year exemption from corporation tax whers falling company taken over.

Tax on takeover of atling

companies

Leszal Persons Liable for F X |MNo application to income generating activities with third parties.

Corporation Tax whose Objects

are to Transfer Use and Benefit

of Movable or Immovable

Property to its Members Free

of Charge

Dismibution by Certain F ¥ |Provides lower rate of tax to capital gains and liquidation distributions.

Compames of Capital Gams

Arising on Liguidation

Provisions te Cover Price F ¥ |Permits tax-deductible reserve for price nses in excess of 10%6

Increases

Provision for Setting up F ¥ |Permits tax-deductible provision for losses of foreign branches/subsidianies, capped at level of mvestment.

Foreizn Bramches

Prowvision for Emplovee Start- F X |Permuits tax-deductible provision for loans, etc. to firms set up by emplovees.

Up Loans

Provisions for Risks Relating to F ¥ |Permits tax deductible provision (up to 10%) for medium term loans to support business abroad.

Medium-Term Credit

Transachons by Finns Camying

Cut Werks or Selling Abroad

Fegime for Long-Tenm Capital F X | Apphes reduced long term capital gains rate to disposals of shares m unit tsts etc.

Gains on FCPR and SCR

Securities

Carryover of Losses on Merger F X |By derogation (with consent) from the normal rules, pemmuts carmy over of losses on a merger.

{Consent)

Deferred Taxation i the Event F X |Sets conditions for tax deferral on a merger.

of Merger and Partial Asset

Transfer

Aupthonsed Telecom Financing F X |Exemption from CT on profits from transactions with the Post and Telecoms admomstration. No heences

Companies issued sinee 1989 and applies enly to leasing agreements entered into before 1993,

Investment Companies F N assessment reguired.

Feduced rate of 19% on F ¥ |Reduced rate for small compantes. Applies to maximmm of Fir 200,000 or one quarter of profit.

Feinvested SME Profits




Dual Income Tax I X |Part of general system that recogmses part of profits as the ordinary retum on new squity and taxes it at a
reduced rate.

[EAP Exemptions I X |Exemption relates to productive mvestment No new qualifying companies since period 1990-53. Benefits
expire before 2003,

Eegime for small and medmm- I X |Tax credit for additional employment m SMEs m certain regions.

sized enterprises

Special Depreciation Regime I X |Accelerated depreciation fo reflect abnormal actual nsage.

Special Regime for Investment I Mo assessment reguirad.

Funds

Substitute Tax Eegime for I X |General remime, at taxpayer option, for taxation on basis of substitute tax at 27%.

Corporate Beorgamisations

Tax Advantages for Certain I N |Tax credit for SMEs in retail, food and tourism sectors, limuted to scquisition of assets.

Trade and Commercial

Activities

Specified Collective Investment IRL Mo assessment requirsd.

Undertakings

Invesmment Funds L Mo azzessment required.

Wenture Capital Investment L X |Relef for holder of venture capital certificates up to maximum of 30% of taxable income of recipient.

Certificates

Accelerated Depraciation P N [Accelerated depreciation to reflect abnommal actual usage.

[nvesment Funds P Assessment not reguired.

Tax Allocation Reserve of 20% B X | General facility to allocate 20% of taxable income to a tax-effective reserve.

Scientific research allowances UK N |Accelerated relief for expenditure on sciznific research.

Measure simed at determumng B X | Sets standard metheds of caleulating roninmum taxable profit

the level of taxation of foreign

companies operating in

Belzim, without legal

personality or probative

accounts.

Finance Branches L W |Facihity te allocate profits between head office and branch

Non-standard mlings (inclading NL W |Variation on standard rulings to deal with specific sitnations

Greenfield-rulings)

Cost Plus Rulings UK X |Case by case assessment of arm's length mark np. OECD gzuidelines incorporated mto
lemslation

ii. European territories
under Art. 299.4 of the
EC Treaty

Gibraltar 1992 Companies UK: Gibraltar W |Exemption for all income from 23% mbsidiaries includes low tax foreign source. No Gibraltar shareholder
pemuitted except where public company. 1% withholding tax applies to dividend to non-EU parent

Captive Insurance Compames UK: Gibraltar Mo separate measure. B12 or B13 applies

Exempt (offshore) Compames UR: Gibraltar W |Exemption from tax on profits. No Gibraltanan shareholders allowed. Ne rade pemutted with Gibraltar

and Captive Insurance residents. No tax on dividends paid to nen-residents.

Qualifying (offshore) UK: Gibraltar W |Flexible tax rate between 2% and 18%:. WNo Gibraltarian sharehelders allowed. No trade permitted with

Companies and Captive Gibraltar residents. No withholding tax on interest paid to non-residents.

Insurance
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Shipping and Aviation UE: Gibraltar X |See paragraphs 62-63 of the Final Feport. Non-resident companies’ exemption for Gibraltar source income
from shipping.
Development Incentives UE: Gibraltar X |Ezemption from tax on first tranche of development profits and exemption at shareholder level on these
profits when dismbuted.
ifi. Dependent or
Associated Territories
Deduction for nvestment in Greenland X |Additional depreciation for cost (10%) of mvestiment in raw matenal processing.
Mineral Processing
Surcharge Exemption for Faw Gresnland X |Special relief for raw matenial processors: flexibility in loss relief: exemption from 6% surcharge.
materials Concession Holders
- Faroe Islands No Measure
Temporary exemption for Wew Caledonia X |Temporary exempiion from CT for fishery, agriculiure and other local activites.
agriculture, fisheries and craft
indusiries
Legal certainty New Caledoma X |Tax freeze for metallurgical companies.
Lmmted taxation on certain New Caledonia X |Exemption'reduced base for rental mcome from dwellngs.
rental Income.
Temporary exemption for the New Caledonia X |Exemption: local hotel and tourist busimess
hotel and tourist industry.
Deduction for productive New Caledonia N |Immediate deduction for productive investment in local business.
Invesiment.
Share in the subscribed captal New Caledonia X |Deduction for subscription to the capital of certain local companies.
of cerfain companies.
Exemption for investment. French Polynesia X |Ezemption from corporation tax for local businesses up to maximmm of 30%5 of approved investments.
Exemption from trading tax and | Wallis and Futuma Islands | X [Agnculture, fishenies, craft exempt from corperation tax. Allowanee for job creation.
allowances
- French Southemn & No measure
Antarctic Temitories
Temporary exemption from Mayotte X |10 year exemption from CT for compamies with approved plans. No new qualifymg companies since 1996,
corporation tax Benefits expire 20086.
Deductions for productive MMayotte X |Deduction for productive investment, applies to hotel, tourism, transport and andio visual ssctors.
Investments
Share in the subscribed capital MMayotte X |Deduction for subscription to share capital of companies in F104 or housing companies.
of certain companies
Temporary Exemption for Sam:-Pierre and Migquelon| X |Exemption (for 3-10 accounting periods) from corporation tax for companies investing in local business
Certain Sectors activities. Fequires approval.
Partial Exemption from Sami-Pierre and Miguelon| X |Exemption from distnbution tax for up to 10 accounting periods and 9 months.
Dismbution Tax
Deduction for Productive Samt-Piemre and Migquelon] N [Immediate deduction for productive mvestment m local activities.

Investment
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Share m the Subscribed Capital | Samt-Pierre and Miquelon| X |Deduction for subscription into companies with productive investment in local activities.

of Certain Companies

Offshore Companies Netherlands Antilles WV | Companies with non resident shareholders and activities outside Antilles taxed at 2.4/3%,

New Businesses Netherlands Antilles X |MNew industries not qualifying as export industries, eligible for 2% CT rate on profits.

Mumal Funds Netherlands Antilles Mo assessment reguired.

Captive Insurance Metherlands Antilles W |Either taxed on basis of (a) niling fixing meome of ANG 100,000 - taxed at 2.4%; or
(b) exemption for 80%¢ with remamder taxable at 24-30%:

Free Zones Netherlands Antilles W |Profits from Free Zone taxed at 2%.

Bulings Netherlands Auntilles Awaiting conclusion of work on study of adnuinisirative practices.

Shipping and Awr Transpert Metherlands Antilles X |Tomnage tax optional Altematively 80%: of profits can be deemed to arise outside Antilles and taxed at 10%
of nommal CT rates. Remaming 20% 1s taxed at normal rate. Consistent with issue of intemational
competition

Offshore Companies Amba WV | Compames with non resident shareholders and activities outside Aruba taxed at 2.4/3%.

Exempt Companies (AVVs) Amba W |Full tax exemption. Must have enly offshore activities. Insurance and banking exchaded.

Tax Exemptions and Holidays Amaba X |Exemption for new busimess in certamm imdustries, especially mamufacturmgz. New non-traditional

for New Businesses manufacturing entitled to 2% rate (in practice, ml).

Free Zomes Amba % | Profits from Free Zone taxed at 2%.

Bulings Amba Awaiting conclusion of work on study of administrative practices.

Captive Insurance Aruba WV |Buling fixes meome of ANG 100,000 taxed at 2.4%.

Shipping and Air Transport Aruba X |80% of profits can be deemed to arise outside Aruba and taxed at 10% of normal CT rate. Remaming 20%%
15 taxed at normal rate. Consistent with 1ssue of intemational competition.

- East Timor No measure
Offshore Bankig Macac N |Exemption for offshore banking umits. {Soversignty reverts to China on 20 December 1909.)
- Anguilla No measure.
Exempt Companiss Bailiwick of Guemsey WV |Exemption for non Guemsey source mmcome and local bank interest. No Guemsey shareholders permitted.
{ncluding Aldemey)
International Loan Business Bailiwick of Guemsey WV | Applies to intenational loan business. Banks taxed at effective rate of 2%
(including Aldemey)
Uit Trusts and Collectrve Bailiwick of Guemsey Mo assessment required.
Investment Funds (ncluding Aldemey)
Intemnational Bodies Bailiwick of Guemsey W |Flexible tax rate 0-30%. Mo Guemsey shareholders. Excludes banks and most msurers.
(including Aldemev)

Captive Insurance Bailiwick of Guemsey Ne assessment necessary. No companies now eligible. Measure now obsolete (though harmful when it was
{(mncluding Aldemey) active)

Offshore Insurance Companies | Bailiwick of Guemsey Vo |Altematives to FO37 or FO32 for offshore insurance companies. No tax on underwnfing activities or local
{mncluding Aldemey) bank interest. Shiding scale for other meome 20% to 0.1%

Insurance Companies Bailiwick of Guemsey %W |Profits computed on ordinary principles. Payment deferred until claims finalised.
{mncluding Aldemey)

- Sark No measure.
Tax Exempt Companies Bailiwick of Jersey WV |Exemption for non-Jersey source mcome and local bank mterest (zlso applies to collective mvestment

vehicles). Ne Jersey shareholders permitted
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International Treasury Bailiwick of Jersey WV |Applies to international loan business. Activities taxed at effective rate of 2%
Operations
Intermational Business Bailiwick of Jersey Vo |5Shding scale for profit of intemational eperations 2% to 0.5%. No Jersey resident may own shares.
Companies
Captive Insurance Companies Bailiwick of Jersey V' |Insurance businesses not taxed. Investment imcome taxed at 20%: subject to management charge, ete. Can
Operate a3 an eXempt COMmpPAny.
Tax Exemption Guarantes Bermuda X |Protects against possible fomure legislative change.
- British Antarctic Termtory No measure
- British Indian Ocean No measure
Termitory

Ansing and Femittance Basis British Virgin Islands X |Taxes local source income and remitted foreign source mcome

% Rate Bntish Virgin Islands X |Reduced rate applied to foreign source imvestment income of resident compantes where income exempt

OVerseas.

"Pioneer” Industry Exemption Brtizh Virgin Islands X |5 vear exemption for new industies.
Exemption for new hotels Bnitish Virgin Islands X |10 year exemphion for new hotels.
Intermational Business Entish Virgin Islands V' |Exemption from mcome tax. No local businesses, no insurance te-insurance business.
Companies
Tax Exemption Guarantes Cayman Islands X |Protects against possible future legislative charge.
Tax Holidays Falkland Islands X |15 year (maxinoum) exsmpnon for activities with local benefits.
Free Depreciation and Isle of Man X |Accelerated depreciation. Deferral of depreciation recapture on scale where there 1s reinvestment.
Balancing Charges on Ships
Spectal Depreciation for Isle of Man X |Additienal depreciation (150% of cost m total).
Tounst Premuses
Intermational Business Isle of Man Vo |Flexible tax rate 1-33%. Mo Manx resident shareholders permutted No local business, except bank interest.
Companies
Exemption for Nen-resident Isle of Man V' |Exemption for non Isle of Man source income and bank interest. No Manx resident sharehelders permitted.
Companies
Exempt Insurance Companies Isle of Man WV |Exemption from tax on part of all of profits eamed outside Isle of Man.
Tax Helidays for Industmal Isle of Man X |Fwve year exemption for mdustrial undertakings.
Undertakings
International Loan Business Isle of Man Vo |Applies to intemational loan business. Banks taxed at effective rate of 2%
Offshore Banking Business Isle of Man WV |Exemption from tax.
Fund Management Isle of Man WV |Apphes to fee income. Provides 75% exemption from tax
Exempt Public Companies Isle of Man No separate measure. FOS1 applies
Film Industry Tax Credits Isle of Man X |Discontinued June 1998
Feduced Tax Rate for Montserrat X |Industrial and offshore companies pay tax at reduced rate of 20% (cf 40%2).
Industmial and Offshore
Companies
International Business Montserrat X |Exemption from tax. No local frading or holdng of real estate permutted. Busimess activity effectively
Companies ceased after voleanic explosion.
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Tax Holidays for Approved Montserrat X |10-13 year tax holiday for local manufacturing. Additional relief on export profits after holiday.
Enterprises
Exemption for new hotels Montserrat X |5 vear exemption from tax.
- Pitcaim Island Mo measure.
Tax Holidays 5t Helena and ¥ |Tax holiday for new local projects.
dependencies
150% Deductions St Helena and X |130% deductions for expenditure on approved projects.
dependencies
- South Georgia & South Mo measure.
Sandwich Islands
Tax Exemption Guarantes Turks and Cateos Islands | X | Protects against possible future legislative change.

UK Sovereign Base Areas
of Akrotint and Dhekelia

m Cyprus

Mo meazure.
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APPENDIX 2: List of 66 measures identified as actually harmful out
of 271 potentially harmful measures presented in Appendix 1

MEASURES WITH HARMFUL FEATURES
(1) Member States
Austria AAMO02b:  Holdings (Schachtelbegiinstingung-Intra Group Relief)
Austria EAMOD09: Tax Exemptions
Belgium A001- Co-ordination Centres
Belgium AQ02: Distribution Centres
Belgum A003: Service Centres
Belgium E001: US Foreign Sales Companies Ruling
Belgium E002: Informal Capital Ruling
Denmark AAMO21: Holding Companies
Finland BOO0S: Aland Islands Captive Insurance
France AQ06: Headquarters and Logistic Centres
France A012: Rovalty Income - Patents
France CAMO38 Provisions for Renewal of Mineral Reserves
France CAMOD59: Provision for Renewal of O1l and Gas Reserves
Germany AAMO19: Control and Coordination Centres of Foreign
Companies in Germany
Greece BO11: Offices of Foreign Companies under the Law 89/67
Ireland * BOO1: The International Financial Services Centre (Dublin)
Ireland * C024: 10% Manufactunng Rate
Ireland A C025: Petroleum Taxation
Ireland * D017 Shannon Airport Zone (SAZ)
Ireland E007: Foreign Income
Italy i B0O02: Trieste Financial Services and Insurance Centre
Luxembourg ** AQ07: Co-ordination Centres
Luxembourg A0013: 1929 Holdmg Companies
Luxembourg ** B0O03: Luxembourg Finance Companies
Luxembourg BOOT: Provisions for fluctuations in reinsurance
Luxembourg Z002: Finance Branches
Netherlands AQODE: Cost Plus Rulimmg
Netherlands A009: Resale Minus Ruling
Netherlands A010: Intra Group Fimance Activities
Netherlands A014: Holding Companies
Netherlands A015: Rovalties
Netherlands BO04: International Fiancing Activities
Netherlands B0O0S5: Finance Branch
Netherlands E003: US Foreign Sales Companies Ruling
Netherlands E004: Informal Capital Ruling
Netherlands Z003: Non Standard Rulings (including Greenfield-rulings)




Portugal * BO06: Madeira and Sta Maria (Azores) Free Zones
Spain A004: Basque Country Co-ordination Centres

Spain AQO05: Navarra Co-ordination Cenires

Spain CAMO25: Investigation and Exploitation of Hydrocarbons
(11) European territories for whose external relations a Member State 1s responsible under

Article 299 4 of the EC Treaty.

UK: Gibraltar
UK: Gabraltar
UK: Gibraltar

(111) Dependent or associated territories

A0LT:
BO12:
B013:

Amiba

Aruba

Amiba

Amiba

British Virgin Islands
Guernsey (incl Aldermey)
Guemsey (incl Aldemev)
Guemsey (incl Aldemevy)
Guernsey (incl Aldemey)
Guemsey (1ncl Aldemey)
Isle of Man

Isle of Man

Isle of Man

Isle of Man

Isle of Man

Isle of Man

Jersey

Jersey

Jersey

Jersey

Netherlands Antilles
Netherlands Antilles
Netherlands Antilles

F027:
FO28:
F030:
F032:
Fo56:
FO37:
FO33:
FO40:
FO42:
FO43:
F061:
FO62:
FOe3:
F063:
FO66:
FO67T:
FO45:
FO46:
FO47:
FO48:
F020:
F023:
F024:

Gibraltar 1992 Companies

Exempt (offshore) Companmies and Captive Insurance
Qualifying (offshore) Companies and Captive

Insurance

Offshore Companies

Exempt Companies (AVVs)

Free Zones

Captive Insurance

International Business Companies
Exempt Companies

International Loan Business
International Bodies

Offshore Insurance Companies
Insurance Companies
International Business Companies
Exemption for Non Resident Companies
Exempt Insurance Companies
International Loan Business
Offshore Banking Business

Fund Management

Tax Exempt Companies
International Treasury Operations
International Business Companies
Captive Insurance Companies
Offshore Companies

Captive Insurance

Free Zones
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