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BiH Corporate Income Taxation:
Making It Both Adherent to the EU Standards
and Conducive to BiH Competitiveness
Naida Čaršimamović

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 population 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 adhere 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 Taxation1, 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 1st 2007 in RS) and FBiH (current Law on CIT of FBiH was adopted in December of 2007 and is in force since January 1st 2008 in FBiH)2. These measures are examined
against the five characteristics of harmful corporate tax competition laid out in the EU Code of
Conduct of Business Taxation.
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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 instead 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 harmfulness 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 privatesector-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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Introduction

CIT in Brcko District is not a subject of this
study.
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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 complex and three-tiered corporate income taxation system3 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 reasons4:

Extracted from Carsimamovic (2006).

1. Sound corporate income taxation policy represents an essential tool in fostering the much needed private-sector investment. Total government expenditure
takes up around a half of country’s gross domestic product5, 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),6 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)7 and an extensive grey economy (around 40% of official GDP, according to
IMF and World Bank estimates8), 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 study9 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 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 CIT10. Simplification, harmonization and alignment with
the EU standards of the BH direct taxation policies would aid in reaching broad societylevel 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.

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

5

Source: Agency for Statistics of BiH, 2007
data.

6

Source: Agency for Statistics of BiH, 2007
data.

7

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

8

9

Source: World Bank (2007).

2. Taxation reform momentum should be 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 taxation 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 Partnership11.

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.

11

European Commission (2007a).
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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 adjusting 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 Development 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-mentioned 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
Taxation12 .
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.

5
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European Commission (1997).
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PROBLEM DESCRIPTION
Why Is Corporate Income Taxation Important?

13
Extracted from Carsimamovic (2006).
See e.g. Brueckner and Saavedra (2001);
Devereux, Lockwood and Redoano (2002);
and Devereux and Griffith (2003).
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Extracted from Carsimamovic (2006).

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 strategic interaction of tax policies on mobile factors.13
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 inconclusive14.

FIGURE 1:
DEVELOPMENT OF STATUTORY TAX RATES (%)15
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Source: European Commission (2006a).
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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,16 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 Policy 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.17 A second piece of legislation with some theoretical connection to CIT
system was the Law on Taxing Non-Residents,18 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 2001.19 In 2001, RS adopted
modernized CIT legislation with a 10% rate.20 The new legislation adopted in 2006 retained the
10% rate, whereas corporate income reporting, withholding taxes, tax exemptions (reinvestment 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 2007.21 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 1st 200822), 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:

16
Official Gazette of Socialist Republic BiH,
39/85 and 42/87.

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 Republic BiH, 39/85).

17

18
Official Gazette of Socialist Republic BiH,
11/86.

19
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 Implementation of Corporate Income Tax Law (Official
Gazette of RS, 70/01).
20
Law on Corporate Income in RS (Official
Gazette of RS, 91/06) and Rulebook on Implementation of Corporate Income Tax Law
(Official Gazette of RS, 129/06).

Law on Corporate Income in FBiH (Official 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).

21

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

22

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 consecutive 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 KM.
3. A taxpayer – business unit of a non-resident, established within or with the HQ or management and supervision of business activities outside of the Federation, but within Bosnia and Herzegovina, shall be exempt from profit tax payment for profits realized in the
Federation23.
This historical decrease of reducing statutory rates in BiH illustrated in paragraphs above corresponds to the global trend of deceasing statutory rates (shown above in Figure 1)24.
The subject of this study are Law on Corporate Income Taxation of RS adopted in
September of 2006 and in force since January 1st 2008 and Law on Corporate Income Taxation of FBiH adopted in December of 2007 and in force since January 1st
2008.
7

23
Historical overview of CIT in BiH extracted
from Carsimamovic (2006).

24

European Commission (2006a).
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Therefore, this policy study will examine the issue of corporate income taxation in the evaluation 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.
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Extracted from Carsimamovic (2006)

Source: European Commission (2006a).

27
Source: Central Bank of BiH, Government
Finance Statistics for 2006.

CIT in BiH: Characteristics and Indicators
The general government in BiH has an extremely large number of autonomous parts (Institutions 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 characteristic 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 revenues25.
Currently, revenues from direct taxation in BiH (including CIT, personal income tax and property 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 direct26.
This compares to only 12% in BiH27. 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.

FIGURE 2:
CIT REVENUES IN BiH ENTITIES28
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Source: Ministry of Finance of FBiH ,
RS Tax Administration and RS Ministry of
Finance.
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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
8

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 companies 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 eliminated 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 Business in 2008 study, which shows BiH lagging behind in ease of CIT-related taxpaying behind
its neighbors and direct competitors (see Figure 3 below).
FIGURE 3:
DOING BUSINESS IN 2008
INDICATORS FOR CIT29
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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 CIT30.
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 approximating 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 Montenegro in the global comparison. While law statutory rates increase the competitiveness of BiH
9

30
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.
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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.
FIGURE 4:
STATUTORY TAX RATES (%)31
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Source: Institute for Fiscal Studies (2005)
and OECD Investment Reform Index (2006b)
for SEE countries.
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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.

32
See Rozner, Sahinagic and Marjanovic
(2005).

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 broadening32.
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FIGURE 5:
CORPORATE TAX RECEIPTS IN
% OF TOTAL TAX REVENUES33
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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 Economic Planning estimates) are much comparatively lower than EU-15 average of 3.5 % of CIT
revenues in GDP and OECD-average of 3.4% of CIT revenues in GDP34.

34
Source: OECD, Ministry of Finance of
FBiH, Tax Administration of RS and Ministry
of Finance of RS.

FIGURE 6:
CORPORATE TAX RECEIPTS
IN % OF GDP35
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Articles IV for SEE countries, and Central
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Source: European Commission (2006a).

European Commission, (1997).

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-decreasing and base-broadening corporate income tax reform increases country’s competitiveness
and through reduction of tax-related distortions leads to increased efficiency and productivity36.
While adoption of the new legislation on CIT in both entities (as explained in the previous section 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 Conduct of Business Taxation37. 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 competitive.
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 increasing 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, both from a global and a regional perspective.
4. Complete CIT harmonization is advisable at the BIH level.

38

Source: European Commissin (2000).

39
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).
40
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.
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See European Commission (2000).

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”38. 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 taxation39 (VAT and
excise) for all consumption products regardless of origin, for the sake of creation of internal market. 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 taxation40 policies, unless a direct taxation system directly affects the
four freedoms of the EC Treaty or the right of establishment41, which means that any discrimination with respect to the establishment and pursuit of economic activities is prohibited.
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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 commissioned 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, investment, 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 factors. 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.42 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 lowering 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.43
While the corporate community supports creation of a common tax base, which would simplify 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 CITs44

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 framework 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 9th 1998. The Group
reported regularly on the measures assessed45. In regards to the criteria for harmful taxation
practices, Code of Conduct on Business Taxation specifies:
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See European Commission (1997).
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See European Commission (2001).

This section extracted from Carsimamovic
(2006).

44

45

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 activity 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 administrative 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 generally 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.46”
46
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European Commission (1997).

European Commission (1997).

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, having 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 abolishing 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 countries47.
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As previously mentioned, the Code envisaged establishment of a group to assess the tax measures 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 accordance 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 states48. 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)49:
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 1st 2007 and Law
on Corporate Income Taxation of FBiH in force since January 1st 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), within 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
are partially or fully isolated from the domestic economy. Since the regime’s “ring fenc15

48

European Commission (1999).

49
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 incentive 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 implementation 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 nontransparent 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 1: whether
advantages are
MEASURE: 1.
accorded only to nonExemption for exporters
residents or in
in Federation of BiH
respect of
transactions carried
out with non-residents

Probably NO, but
needs further
investigation
Is it harmful?

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

Probably NO, but
needs further
investigation

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

Criteria 4: whether the rules for Criteria 5: whether the tax
profit determination in respect of
measures lack
activities within a multinational
transparency, including
group of companies departs
where legal provisions are
from internationally accepted
relaxed at administrative
principles, notably the rules
level in a non-transparent
agreed upon within the OECD
way

Needs further investigation

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

2. Exemption for investment

50
Law on Corporate Income Tax in FBiH,
“Official Gazette of FBiH” 97/07

The CIT Law in FBiH 50 cites:
“A taxpayer investing in production not less than 20 million KM over the period of 5
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 according 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 nonresidents.

Criteria 1: whether
advantages are
MEASURE: 2.
accorded only to nonExemption for
residents or in
investment in Federation
respect of
of BiH
transactions carried
out with non-residents

Is it harmful?

Probably NO, but
needs further
investigation.

Criteria 2: whether
advantages are
ring-fenced from
the domestic
market, so they do
not affect the
national tax base
Probably NO, but
needs further
investigation.

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

NO

Criteria 4: whether the rules for Criteria 5: whether the tax
profit determination in respect of
measures lack
activities within a multinational
transparency, including
group of companies departs
where legal provisions are
from internationally accepted
relaxed at administrative
principles, notably the rules
level in a non-transparent
agreed upon within the OECD
way

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.
Criteria 1: whether
advantages are
MEASURE: 3. Incentives
accorded only to nonfor research and
residents or in
development in
respect of
Federation of BiH
transactions carried
out with non-residents

Is it harmful?

NO

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

NO

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

NO

Criteria 4: whether the rules for Criteria 5: whether the tax
profit determination in respect of
measures lack
activities within a multinational
transparency, including
group of companies departs
where legal provisions are
from internationally accepted
relaxed at administrative
principles, notably the rules
level in a non-transparent
agreed upon within the OECD
way

No OECD rules in this area

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).”
17

Needs further investigation
when the Rulebook on
implementing this new Law
is defined.
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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 measure 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 Business Taxation.
Criteria 1: whether
advantages are
MEASURE: 4. Reduced
accorded only to nonrate for microresidents or in
enterprises in Republika
respect of
Srpska
transactions carried
out with non-residents
Is it harmful?

NO

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

NO

NO

Criteria 4: whether the rules for Criteria 5: whether the tax
profit determination in respect of
measures lack
activities within a multinational
transparency, including
group of companies departs
where legal provisions are
from internationally accepted
relaxed at administrative
principles, notably the rules
level in a non-transparent
agreed upon within the OECD
way
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 (…) research 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 Business Taxation.

Criteria 1: whether
advantages are
MEASURE: 5. Incentives
accorded only to nonfor scientific and
residents or in
development research in
respect of
Repubika Srpska
transactions carried
out with non-residents
Is it harmful?

NO

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

NO

NO

Criteria 4: whether the rules for Criteria 5: whether the tax
profit determination in respect of
measures lack
activities within a multinational
transparency, including
group of companies departs
where legal provisions are
from internationally accepted
relaxed at administrative
principles, notably the rules
level in a non-transparent
agreed upon within the OECD
way
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 production 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 upper two is available to both residents and non-residents. As for the
condition of real economic activity taking place, since investment into machinery would automatically 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
MEASURE: 6.
advantages are
Investment into
accorded only to nonmachinery and
residents or in
equipment in Republika
respect of
Srpska
transactions carried
out with non-residents
Is it harmful?

NO
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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

NO

NO

Criteria 4: whether the rules for Criteria 5: whether the tax
profit determination in respect of
measures lack
activities within a multinational
transparency, including
group of companies departs
where legal provisions are
from internationally accepted
relaxed at administrative
principles, notably the rules
level in a non-transparent
agreed upon within the OECD
way
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-15 in 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 exclusively 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 Taxation. 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 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 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 possible 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 careful 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.
19
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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 harmful 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 Standards 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. considering 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 carefully 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 Taxation as one of the Acquis during the process of final negotiation for EU accession. This is
the minimum requirement which BiH will have to fulfill 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 implement 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 Partnership 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.g.
adhering to the Code of Conduct was a short-term priority Croatia was supposed to
fulfill before Accession Partnership was to take place, and yet 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 taxation? Therefore, the third criteria is the following question:
If option taken, would BiH CIT system provide maximum support to competitiveness 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.

1. Do nothing - wait
until BiH is
candidate for EU to
change potentially
harmful measures
Goals/Criteria

Policy Options
2. Examining in
more detail
potentially harmful
3. Completely
measures
harmonizing CIT
(especially in FBiH)
legislation at the
and changing those
state level, while
measure EU Group
ensuring the
for Code of Conduct adherence to the EU
on Business
Code of Conduct
Taxation may find
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 systems51.
In its latest staff report on BiH, International Monetary Fund52 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 evaluation 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
1st 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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For example see World Bank, 2006.
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IMF (2007).
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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 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.
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 policy 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. Elizabeta Josipović at the Conference “Platform for Action: Towards Sustainable Economic Development through Reforms and Partnership in Bosnia and Herzegovina”, organized by Office for
High Representative on October 16th, 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 environment. 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
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APPENDIX 2: List of 66 measures identified as actually harmful out
of 271 potentially harmful measures presented in Appendix 1
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