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ABSTRACT

The importance of the analysis of tax exemption and profit tax system of the Re-
public of Croatia legislation derives from the fact that these have not been regulated
by a single legislation i.e. Profit Tax Act and Profit Tax Ordinance but also other
legal provisions presented in this paper. Extraordinary tax advantages in free trade
areas, highland areas and areas of special state care and tax advantages for invest-
ment incentives have been analyzed.

In spite of the current need for retaining particular tax advantages for areas with
low economic potential and other tax incentives for economic potentials stimula-
tion as well as for reducing economic problems that our state has encountered,
these incentives have been gradually reduced so that the legislation in these areas
needs to be well laid out in order to avoid legal insecurity.
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1. INTRODUCTION

Based on fiscal sovereignty a state affects economic power of its citizens. Natural
persons are obliged to pay personal income tax whereas legal persons pay corporate
profit tax. As well as taxation of income and corporate profit tax is familiar with
more than a few exemptions.! Therefore, free trade areas, hill and mountain areas
and areas of special state concern remain a sort of entrepreneurial oases until 2016.
Entrepreneurs performing business activities in these areas enjoy the right of tax
relief with an aim of achieving certain economic development stage and increasing
employment rates. However, this system has changed in the course of the years and
soon a cut in the system is expected since acquis and the practice of the EU do not
recognise such relief system. Thus in the process of harmonization of our legislation
with the acquis all forms of tax relief will change and all relief shall be categorized as
state incentives the regulation of which shall be subject to strict EU norms.

2. Corporate Profit Tax Benefit in Free Areas

The project of founding free trade areas as economic subjects started in Croatia
in 1996. A free trade area is part of the territory of the Republic of Croatia that is
specially marked and enclosed and in which economic activities take place under
special conditions.” A free trade area can be founded on the grounds of the award-
ed concession by the government of the Republic of Croatia. The government of
the Republic of Croatia determines the free trade area founding concession rate. 50
% of the rate amounts to the budget and 50% to the district i.e. municipality.

There are numerous reasons for founding a free trade area and the most frequent
are:

-investment incentive

-new technologies and equipment introduction

-business modernisation and improvement

-establishing contact among industries

-production launching

! Javne financije u Hrvatskoj (2000.), Institut za javne financije, Zagreb
2 Free Trade Areas Act, Official Gazette No 44/1996, 78/1999, 92/2005, 85/2008
3 A free trade area can be founded in the area of harbour, airport, river port, along international roads

and other areas meeting the requirements for its activity. It can consist of a number of separate parts
if the conditions stipulated by the law are met. ( Art. 3)
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-to stimulate employment

-export of goods

-attracting foreign investments

The businesses that can be performed in free trade areas include goods produc-
tion, finishing, storage of the whole sale goods, strategic activities of business sup-
port, founding technological development-inovation centers for rendering services,

with exception of banking and other pecuniary businesses and services involving
insurance and reinsurance of property and persons.

It should be emphasized that retail trade is not permitted in the area.

There are currently fifteen free trade areas in the Republic of Croatia two of
which are not operating.

Table 1. Free Trade Areas in Croatia

Free Trade Area ary | | A ERs | NMGEL
KRAPINSKO - ZAGORSKA FREE TRADE AREA Krapina | 70000 | 30000 | 14 123
FREE TRADE AREA OSIJEK Osijek | 270000 | 80000 | 4 630
FREE TRADE AREA KUKULJANOVO Kukuljanovo | 28000 | 1000.000| 5 73
FREE TRADE AREA OF THE RIEKA HARBOUR Rijeka | 1635.000 | 570870 | 9 1332
FREE TRADE AREA ZAGREB Zageb | 79860 | 0 125 25
FREE TRADE AREA OBROVAC* Obrovac

FREE TRADE AREA OF THE SPLIT HARBOUR Split | 259900 | 100000 | 23 45
FREE TRADE AREA OF THE PULA HARBOUR Pla | 73000 | 0 19 588
FREE RADE AREA SPLITSKO - DALMATINSKA Spli

FREE TRADE AREA OF THE PLOCE HARBOUR Plote | 2145892 | 1548700 | 3 1.064
FREE TRADE AREA BUJE* Buje

FREE TRADE AREA DURO DAKOVIC-SL. Slavonski | 262493 | 63100 | 27 1114
SLAVONSKI BROD Brod

FREE TRADE AREAVARAZDIN Varaidin | 600.000 | 0 1 200
THE DANUBE FREE TRADE AREAOFVUKOVAR | Vukovar | 21080 | 13432 | 20 3
FREE TRADE AREA RIBNIK Ribnik | 32000 | 10000 | 7 17

* the area is not operating

Source: http://zone.mingorp.hr/slobodne/podaciozonamai.htm
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However, due to changes of the law, free areas are no longer so attractive for
investors which resulted in decrease in the proceeds of concessionaires and brought
into question the area furnishing and equipment debt servicing. Numerous pro-
spective investors have desisted among which there are American investors ready
to invest $ 100 Million in the bio-ethanol production. The realisation of conces-
sion of the free trade area has become too complicated and bureaucratized and has
resulted in increasing costs for some investors; since announced investments failed
the concessionary income decreased.

One of the main conditions for Croatian accession to the European Union is to
abolish customs free businesses in accordance with the standards of the EU. Start-
ing on 1 January 2009 the clients of free trade areas should pay the full amount of
benefit tax instead of a half and additionally VAT after Croatian accession to the
EU. Free trade area as such shall cease to exist and becomes an economic area.

This is exactly what happened in the Free trade area Osijek. This area lost almost
15 of its clients* until 2010 and they moved to the area of special state concern
where benefits are still valid. Besides, in June 2010 the ten-year contract expires
with the biggest client of the area Benetton-Croatia’.

Amendments of the Law on Free Trade Areas, 2008 regulate relief for the area
users until 2008 and in particular for the users that have performed or shall per-
form activities in the area after the Law of 2008 enters into force.

The area users ( at the same time corporate profit taxpayers) have had twofold
relief. The first is the lower tax rate -10% or corporate profit tax exemption for
the time of 5 years if they invest more than a million HRK® in infrastructure area

4 There are about 30 of them in the area but few of them are involved in production.

> Benetton will remain in the area but has already announced its exit from the free customs operating
system

¢ The Corporate Profit Tax Ordinance (NN 95/05, 133/07) considers that the area user constructs
or takes part in the construction of infrastructure area objects in terms of the provision of Art.
24 section 2 of the Law if he invests in spacial, infrastructure, utility, energetic, security and other
objects necessary for area users activities. These could be buildings that serve for business, admini-
stration, supervision and security and also power facilities, halls, hangars, storehouses, objects with
the purpose of environmental protection. Objects can be defined as both equipment and facilities
necessary for object functioning as is the case with signalling security, communication, power and
other facilities and equipment. These objects include also infrastructure objects such as roads, access
roads, entrances, railroads with facilities and equipment, then coast, breakwater, facilities and plants
and other objects with the purpose of putting in, anchoring and protection of ships, loading and
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objects construction. In the transitional period stipulated rights for the users of
free trade areas paying profit 10% depending on the regional map of the Republic
of Croatia and in particular for those users who invested in the area and by the
amended law gained the status of the bearer of investment incentives.

The area users performing business activities in the area until the day when this
Law entered into force shall pay tax on profit depending on erritorial unit for sta-
tistics of the level I in which the area is situated and in accordance with the NKP]J-
Nacionalna klasifikacija prostornih jedinica za statistiku (National classification of
territorial units for statistics)” in the following way:

a) The area users in the territorial unit for statistics of level II-North-Eastern
Croatia (HR 01) shall pay profit tax
- 50% of the stipulated tax rate for the period from 2008 until 2010
- 75% of the stipulated tax rate for the period from 2011 until 2013

- stipulated tax rate starting from 2014

b) The area users in the territorial units for statistics of level II-Central and
Eastern (Pannonian) Croatia (HR 02) shall pay profit tax

- 50% of the stipulated tax rate for the period from 2008 until 2013
- 75% of the stipulated tax rate for the period from 2014 until 2016

- stipulated tax rate starting from 2017

The area users of the City of Vukovar performing business activities in free area
as this Law entered into force shall pay profit tax:

- 0% of the stipulated tax rate for the period from 2008 until 2010
- 25% of the stipulated tax rate for the period from 2011 until 2013
- 75% of the stipulated tax rate for the period from 2014 until 2016

- valid tax rate starting from 2017

reloading of goods, operational areas, objects, facilities, plants, fittings and equipment used for star-
ting, taking off and stay of aircrafts, aircraft and goods reception and equipment, as well as utilities
including water supply system, sewage, sanitation and gas pipeline etc. Exemption and relief for
opearting in the area is established for the profit share realized in the area if the tax payer does not
operate exclusively in the area.

7 Amidzi¢ Perocevi¢, K. (2010.) Porezne olaksice u porezu na dobit za poduzetnike koji posluju
u slobodnim zonama, Racunovodstvo i financije 2/2010
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It should be also noted that both goods deliveries in the area and deliveries
within the area have been exempted from VAT payment, which ceases the moment
Croatia becomes a full member of the EU.

3. CORPORATE PROFIT TAX BENEFIT IN HILL AND MOUNTAIN AREAS

Special benefits in hill and mountain areas® have been included in the Law on
Hill and Mountain Areas’. In line with this Law the corporate profit taxpayers
involved in agriculture and fishery in hill and mountain areas pay corporate profit
tax of 75% of the stipulated tax rate if they employ more than five employees per-
manently'® where more than 50% of the employees have residence or are domiciled
in the hill and mountain area or the area of special state concern. This benefit ceases
the moment Croatia becomes a full member of the European Union.

The Law provides for special relief in the period from 2008 to 2010 for the cor-
porate profit taxpayers involved in performing business activities other than agri-
culture and fishing in hill and mountain area and employ more than five employees
permanently where more than 50% of the employees have residence or are domi-
ciled in the hill and mountain area or the area of special state concern pay corporate
profit tax of 75% of the stipulated tax rate. Since the year 2010 has already begun,
it leaves us nothing else but to see whether the legislator shall remain consistent.

4. CORPORATE PROFIT TAX BENEFIT IN AREAS OF SPECIAL STATE CONCERN
The Republic of Croatia has established the Areas of Special State Concern ' in

order to eliminate the war consequences, enable faster return of the population liv-

8 The status of hill and mountainareas have the following local self-government units:

- cities/towns: Buzet, Cabar, Delnice, Imotski, Lepoglava, Ogulin, Orahovica, Senj, Sinj, Trilj, Vr-
bovsko i Vrgorac,

- municipalities: Bistra, Budin$¢ina, Cerovlje, Cavle, Dicmo, Durmanec, Fuzine, Gradisce, Jelenje,
Jesenje, Kalnik, Kaptol, Karlobag, Klana, Klis, Lobor, Lokve, Lovre¢, Lupoglav, Ljubes¢ica, Matulji,
Motovun, Mrkopalj, Mu¢, Novi Golubovec, Podbablje, Primorski Dolac, Radoboj, Ravna Gora,
Skrad, Stubic¢ke Toplice, Sestanovac and Vinodol municipality

9 Law on Hill and Mountain Areas, Official Gazette No. 12/02, 32/02, 117/03, 42/05, 90/05
!9 The taxpayer in section 2 of this Article is considered to have employed an employee permanently

if the employee has spent at least nine months of the fiscal period at the work of the taxpayer and
has had residence and domicile in the hill and mountain area or the area of special state concern

(Art. 7¢).
1" Special State Concern Areas Law, Art. 2, Official Gazette No. 86/08
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ing in this area before the Homeland war and encourage demographic renewal and
economic development so that all areas develop equally. The area of special state
concern can be divided into three groups: the first and the second group comprise
the areas according to conditions emerging on the basis of occupation state and
consequences of Great—Serbian aggression on Croatia whereas the criteria of the
third group are economic development, structural issues, demographic and special
criteria.

As for tax relief twofold criteria are applied on corporate profit tax in special
state concern areas.

According to the first, taxpayers performing business activities in agriculture
and fishery in the area of special state concern and employing herein more than five
employees permanently, where more than 50% of the employees have residence
or are domiciled in the area of special state concern for at least nine months pay
corporate profit tax in the following way by the time of Croatia’s entry into the
European Union:

1. exempted from paying corporate profit tax in the area of the first group,

2. pay 25% of the stipulated tax rate (i.e. 5% ) in the area of the second group,

3. pay 75% of the stipulated tax rate (i.e. 15%) in the area of the third group.'

According to the second criterion, taxpayers performing business activities in
the area of special state concern other than agriculture and fishery, employing more
than five employees permanently, where more than 50% of the employees have

residence or are domiciled in the area of special state concern pay corporate profit
tax as follows:

1. profit taxpayer performing business activities in the areas of the first group of
areas of special state concern'

12 Special State Concern Areas Law, Art. 23, Official Gazette No. 86/08

13 The first group of areas of special state concern comprises areas of cities and municipalities along
the state border occupied in the Homeland war and city/municipal center is not more than 15 km
in the straight line distant from the state border and has not more than 5000 inhabitants according
to the census of 1991 as well as other then occupied areas of cities, municipalities and settlements
of Croatian Danube region. This would include the following cities and municipalities: Antunovac,
Beli Manastir, Bilje, Bogdanovci, Borovo, Cetingrad, Civljane, Ceminac, Darda, Donji Kukuzari,
Donji Lapac, Draz, Dubrovacko primorje, Dragali¢, Dvor, Erdut, Ernestinovo, Gvozd, Hrvatska
Dubica, Hrvatska Kostajnica, Ilok, Jagodnjak, Jasenovac, Kijevo, Knezevi Vinogradi, Lovas, Majur,
Markusica, Negoslavci, Nijemci, Nustar, Petlovac, Plitvicka Jezera, Popovac, Rakovica, Slunj, Stara
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2.

3.

- exempted from paying corporate profit taxfor the period from 2008 to 2010

- pays 25% of the stipulated tax for the period from 2011 to 2013

- pays 75% of the stipulated tax for the period from 2014 to 2016

- pays the amount of the stipulated tax rate starting from 2017

Profit taxpayer performing business activities in the area of the second group of
special state concern areas':

- pays 25% of the stipulated tax for the period from 2008 to 2010

- pays 75% of the stipulated tax for the period from 2011 to 2013

- pays the amount of the stipulated tax rate starting from 2014

Corporate profit taxpayer performing business activities in the area of the third

group of special state concern areas':

14

15

Gradiska, Stari Jankovci, Sodolovci, Tompojevci, Topusko, Tordinci, Tovarnik, Trpinja, Vojni¢, V-
lika, Vukovar i Zupa dubrovacka as well as the settlements in the cities: Osijek-settlement: Klisa,
Nemetin, Sarvas, Tenja; Vinkovci — settlement: Mirkovci.

The second group of state concern area comprises cities, municipalites and settlements that had
been under occupation during the Homeland war are not included in the first group. Accordingly,
these are municipalities and cities of Barilovi¢, Benkovac, Biskupija, Brestovac, Cadinci, Drnis,
Dulovac, Ervenik, Glina, Gornji Bogi¢evci, Gospi¢, Gracac, Grubisno Polje, Hrvace, Jasenice,
Josipdol, Kistanje, Knin, Konavle, Krnjak, Lasinja, Lipik, Lisane Ostrovicke, Lovinac, Mikleus,
Novigrad, Novska, Obrovac, Okucani, Otocac, Pakrac, Petrinja, Plaski, Pola¢a, Poli¢nik, Posedarje,
Promina, Ruzi¢, Saborsko, Sira¢, Skradin, Stankovci, Ston, Sunja, Skabrnja, Tounj, Udbina, Velika,
Velika Pisanica, Veliki Grdevac, Vo¢in, Vrhovine i Zemunik Donji. This group also includes settle-
ments in the cities : Daruvar — settlement : Markovac, Vrbovac; Dubrovnik — settlements : Bosanka,
Brsecine, Dubravica, Donje Obuljeno, Cajkovica, Cajkoviéi, Gornje Obuljeno, Gromaca, Klisevo,
Knezica, Komolac, Ljuba¢, Mokosica, Mravinjac, Mréevo, Nova Mokosica, Orasac, Osojnik, Pe-
trovo selo, Prijevoj, Pobrezje, Rozat, Sumet, Trsteno, Zaton; Karlovac — settlements : Banska Sel-
nica, Banski Moravci, Blatnica Pokupska, Brezova Glava, Brezani, Brodani, Cerovac Vukmanicki,
Donja Trebinja, Donji Sjeni¢ak, Gornja Trebinja, Gornji Sjenicak, Ivankovi¢ Sela, Ivosevi¢ Selo,
Kablar, Kamensko, Karlovac — parts of Gornje Mekusje, Sajevac i Turanj, Klipino Brdo, Kljai¢
Brdo, Knez Gorica, Lipje, Manjerovi¢i, Oki¢, Popovi¢ Brdo, Ribari, Skakavac, Slunjska Selnica,
Slunjski Moravci, Tusilovi¢, Udbina, Utinja, Vukmani¢; Sisak — settlements: Blinjski Kut, Klobu-
¢ak, Letovanci, Madzari, Staro Selo; Slatina — settlements : Goleni¢, Ivanbrijeg, Lukavac; Virovitica
settlements : Jasenas; Vodice - settlements : Cista Mala, Cista Velika, Grabovci; Zadar — settlements
: Babindub, Crno.

By the Government Decision on confirming the status of the appurtenance of municipalities of the
third group to the area of special state concern(Official Gazette No 138/02) the status of appurte-
nance to the third group of areas of special state concern is given to the following municipalities:
a) on the grounds of economic underdevelopment: Babina Greda, Bebrina, Cestica, Cista Provo,
Dekanovec, Donja Voca, Drenovcei, Gornja Rijeka, Gradina, Gundinci, Gunja, Klakar, Levanjska
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- pays 75% of the stipulated tax for the period from 2008 to 2010
- pays 85% of the stipulated tax for the period from 2011 to 2013

- pays the amount of the stipulated tax rate starting from 2014

5.TAX BENEFIT BY WAY OF INVESTMENT INCENTIVE

As a special benefit we point out the one by way of investment incentive in eco-
nomic activities in the area of the Republic of Croatia and creating additional jobs
related to these investments. Tax benefit is a reduced tax obligation and sometimes
even exemption of corporate profit tax payment depending on investment amount
and number of employees, which we shall deal with furtheron.

If the corporate profit taxpayer invests up to 1.5 million Euro in HRK equiva-
lent value the corporate profit tax rate is reduced by 50% for the period of 10 years
starting from the investment year on condition that within 3 years after gaining
the status of incentive bearer i.e. investment commencement at least 10 new jobs
related to the investment are created.

If a taxpayer invests 1.5 to 4 million Euros in HRK equivalent value the corpo-
rate profit tax rate is reduced by 65% of the stipulated tax rate for the period of 10
years starting with the investment commencement on condition that 30 new jobs
related to the investment are created within three years after gaining the status of
incentive bearer i.e. investment commencement.

If a taxpayer invests 4 to 8 million Euros in HRK equivalent value the corporate
profit tax rate is reduced by 85% of the stipulated tax rate for the period of 10
years starting with the investment commencement, on condition that 50 new jobs
related to the investment are created within three years after gaining the status of
incentive bearer i.e. investment commencement.

Varos, Oprisavci, Podgora¢, Podravska Moslavina, Podturen, Pojezerje, Prolozac, Punitovci, Satnica
Dakovacka, Semeljci, Sikirevci, Slavonski Samac, Sopje, Trnava, Velika Kopanica, Vodinci, Vrbanja,
Vrbje, Zrinski Topolovac; 2) by the criterion of structural difficulties: Cernik, Galovac, Kula Norin-
ska, Lecevica, Lokvici¢i, Oriovac, Otok (Splitsko-dalmatinska county), Otok (Vukovarsko-srijem-
ska county), Pakostane, Runoviéi, Starigrad, Suhopolje, Vladislavci, Zagvozd, Zazablje; 3) on the
basis of demographic criterion: Bednja, Berek, Bosiljevo, Brinje, Brod Moravice, Crnac, Cadavica,
Caglin, Generalski Stol, Groznjan, Ivanska, Kraljevec na Sutli, Lanis¢e, Netreti¢, Oprtalj, Perusié,
Pisarovina, Pokupsko, Prgomet, Ribnik, Unesi¢, Zagorska Sela, Zumberak.

16 Special State Concern Areas Law, Art. 24, Official Gazette No. 86/08



696 Renata Peri¢  Emina Koniji¢ » Nikola Mijatovic

If a taxpayer invests more than 8 million Euros in HRK equivalent value the
corporate profit taxrate is reduced by 100% of the stipulated tax rate ( he is com-
pletely exempted from tax obligation) for the period of 10 years starting with the
investment commencement on condition that 75 new jobs related to the invest-
ment are created within three years after gaining the status of incentive bearer i.e.
investment commencement.

Tax benefit total that the bearer of incentives can use in the course of the period
of tax benefit utilisation is determined in an absolute total as a balance a) of the
corporate profit tax total received by application of the Corporate Profit Tax Act
and b) amount calculated by application of the Investment Promotion Law taking

into consideration the maximum allowed amount of total incentives referred to in
Art. 2 subsection 8 of the Law!” ( Art. 4, section 5).

If the incentive bearer violates the condition determining creation of new jobs
regulated by preceding provisions, i.e. reduces the number of new jobs determined
by preceding provisions his right to tax benefit ceases for the complete period the
benefit is allowed with obligation of refunding the means realized by utilising al-
lowed benefit increased for the amount of legal default interest ( Art. 4 section 0).

Minimum period of validity of the status of incentive bearer i.e. preservation of
the subject investment and creating new jobs related to this investment is 5 years
but not shorter than the incentive measures utilisation period ( Art. 4 section 7).

6. CONCLUSION

The major issue is the fact that legal matter is diffused and hard to be collected
in one place. It has been included in numerous laws amending the Corporate Profit
Tax Act'® overlapping in many areas. However, many issues have remained incom-
plete. When it comes to the Free Trade Areas Law neither the procedure can be

7 Investment Promotion Law Art. 2 subsection 8 stipulates maximum support as gross equivalent of
up to 50% of justified investment costs, increased by 10 gross percentage points in cases of invest-
ment incentive of middle entrepreneurs, i.e. increased by gross 20 percentage points in cases of
incentive of small entrepreneurs and in accordance with the map of regional state support and this
is the upper limit of total cummulative support i.e. the sum of justified incentive measures referred
to in Art. 4, 6, 7, 8, 11 and 12 of the Law including the support from other sources. Maximum
support intensity must not excede the upper limit of the allowed intensity established by the map
of regional state supports.

'8 Corporate Profit Tax Act, Ofhicial Gazette No. 177/04, 90/05, 57/06
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found in any of the instruments nor has it been defined who controls the applica-
tion of the Law unlike for the support used by entrepreneurs performing business
activities in areas of special state concern as well as in hill and mountain areas. We
can suppose that this control shall be exercised by the Ministry of Economy, La-
bour and Entrepreneurship since area users receive their zone entrepreneurial status
confirmation by the very Ministry.

Nevertheless, it should be noted that by the time of Croatian entry into the Eu-
ropean Union there will be little space for further changes thus the current way of
doing business and benefits will completely change. There will be a period of tran-
sition that in certain places has already come into force and in which tax benefits
will have gradually be reduced and finally abolished by 2016. Performing business
activities in free zones, hill and mountain areas, in areas of special state concern will
equal to performing business activities in any other area of the Republic of Croatia;
according to current regulations by the time Croatia enters the European Union
the zones will be special customs areas only in reference to the third non-member

states of the EU.
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