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Executive Summary

This note explores tax benefits for families with children in the personal income tax system in Croatia
and discusses possible improvements of their distributional effects and incentives for demographic
trends. The note is designed to support the process of preparing the National Development Strategy of
the Republic of Croatia by 2030 (NDS) in the segment on family and demographic policy. It contains a
more detailed analysis of the child tax allowance system in Croatia. An analysis has been prepared on
the distributional effects of the system of tax allowances on the basis of hypothetical examples and
actual data from the Tax Administration on calculated and paid income taxes. This was the basis for
identifying reform scenarios and analysing their possible effects. The appendix to the document contains
an overview of tax benefits in selected EU Member States.

Child tax allowance is a benefit included in the personal income tax system, which reduces the tax
base of taxpayers with dependent children. This benefit has been present in the Croatian system since
the introduction of personal income tax in the mid-1990s. In the last two decades of its existence, the
allowance has not been significantly changed, but its nominal amounts were increased.

The analysis shows that the actual child tax allowance system in Croatia provides the highest com-
pensation to households with above-average incomes. For example, a couple with four children and an
income of 30,000 HRK is entitled to a compensation of 3,000 HRK or 750 HRK per child, while a
couple with an income of less than 7,600 will receive no compensation. Taxpayers with one child and a
monthly income between HRK 18 and 30 thousand will receive an average compensation of HRK 575,
which is almost twice the amount of child benefit (social transfer) obtained by a poor family without
income and with one child.

Tax administration data on individual taxpayers — employees and pensioners — in 2017 confirmed
that higher incomes relate to higher compensation. The total compensation from the child tax allowance
in 2017 was estimated to be around HRK 2 billion, which was more than the total amount paid by the
state budget in the form of child benefits. Average compensation per child is much higher in the City of
Zagreb than in any other Croatian county. If the compensation (in the form of the child tax allowance)
is added to social transfers for children (child benefit, guaranteed minimum benefit, housing benefit),
then the distribution of the total compensation for children becomes V-shaped. It is the lowest in the
middle of the distribution and the highest for the poorest and the richest. A comparative analysis con-
ducted comparing Croatia with other countries, such as Slovenia and Austria, shows that these countries
provide more uniform compensation for children in all income groups. It was therefore concluded that
the reform of the child tax allowance in Croatia should aim to correct its distributional shortcomings.

The analysis considers the effects of three reform scenarios aimed at increasing compensation for
the poorest households and reducing the compensation for the richest. In the first scenario, the existing
system of child tax allowance is modified by introducing an equal amount of allowance for each child.
In the second scenario, the existing system of child tax allowance is replaced by a refundable child tax
credit system. In the third scenario, similarly to the second, the refundable child tax credit is introduced
but combined with the child benefit system. In that scenario, the child benefit is reduced by the amount
of the child tax credit received. Due to fiscal constraints, all three scenarios involve fiscal neutrality (in
the sense that total tax revenues remain the same).

Simulations show that the first reform scenario has relatively small effects and does not significantly
alter the distributional effects of the system. The other two scenarios managed to significantly improve
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the distributional properties of the tax-benefit system in Croatia and reduce child poverty, which makes
them potentially appealing/prospective reform options.
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Personal Income Tax Benefits for Families
with Children in Croatia

1 The analysis of the system of child tax allowance in
Croatia

1.1 Personal child tax allowance

Personal child tax allowance is a benefit in the Croatian income tax system whereby the tax base of a
taxpayer with dependent children is lowered. This benefit has been present in the system since the in-
troduction of the very first income tax in the mid —1990s. In the more than twenty years since it first
came into existence, this benefit has not changed significantly. However, the nominal amounts of this
benefit have changed.

Pursuant to the new Income Tax Act, which entered into force on January 1%, 2017, the amount of
the allowance for a dependent child is obtained by multiplying the coefficient for dependent children
with the amount of the "personal allowance base", which amounts to 2.500 HRK a month. The amounts
of coefficients and child tax allowance are shown in Table 1.

Tablel: Monthly amounts of child tax allowance in 2017

Child (in order of birth) Coefficient Allowance Cumulative
First 0.7 1,750 1,750
Second 1.0 2,500 4,250
Third 1.4 3,500 7,750
Fourth 1.9 4,750 12,500
Fifth 25 6,250 18,750
Sixth 3.2 8,000 26,750
Seventh 4.0 10,000 36,750
Eighth 4.9 12,250 49,000
Ninth 5.9 14,750 63,750

The amounts of child tax allowance increase progressively with each subsequent child. For exam-
ple, the difference between the allowance for the second and first child is 750 HRK, and the difference
between the allowance for the third and second child is 1,000 HRK, etc. The amount of the allowance
for the x-th child may be analytically expressed by the following formula:

APPCd = 2500 Q5 4 05i (i T 3
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The child's parents may divide among themselves the total amount of the child tax allowance and
in that way they may both lower their tax base. The amount of savings in the case of division will depend
on the income level of both parents.

The child tax allowance may be used by taxpayers with dependent children who have income from
employment (salaries and pensions), income from self-employment (artisans, free occupations) and cer-
tain forms of "other income". These types of income are included in the "annual tax calculation”.

A dependent child is a pre-school child or a person in regular education. Child's revenues may not
exceed 15,000 HRK a year.*

1.2 The base, rates and income tax on salaries and pensions

In order to understand the calculation of the actual compensation from the child tax allowance, it is
necessary to be familiar with the characteristics of the "tax schedule"; that is, the manner in which the
income tax debt is calculated. Since the focus of this analysis is on the taxpayers who receive their
income from salaries, the next calculation relates to these taxpayers, subject to the requirement that they
did not receive income from other sources. The system of taxation of pensioners is very similar.

The taxpayer's income in the month m (1,,,), equals their gross salary decreased by contributions
from the salary; that is, by pension insurance contributions.

The total taxpayer's personal tax allowance in the month m (AL) consists of basic personal tax
allowance ( A*°), tax allowance for adult dependants ( A2, tax allowance for dependent children
and AP®P"Y} any increase of the allowance for the disability of the taxpayer and dependents ( AY*),
that is:

A‘L - Aliasic + AEepAduIt + AT?epChld L AnDisa

The tax base equals the difference between the income and total personal tax allowance, but it may
not be below 0 HRK:

511 = max(lm_ A"I:n’o)
The tax base is divided into two parts:

B2 = min(B,; P")
B> = max(B,- P";0)

Where P is the threshold for transition from the first to the second class of monthly base. The
income tax equals the product of parts of the base and the respective border tax rates:

! For additional information on the definition of a dependent child see Art. 14. of the Income Tax Act and Art. 14. of the Or-
dinance on Income Tax.
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=t By % B
The surtax equals the surtax rate multiplied by the amount of income tax:
Tsurtax =3 ‘I'Ttax
m m
The total tax equals the sum of the income tax and surtax, that is:
Tm - Tr;ax + Tniuﬂax

The basic personal tax allowance AP was 3,800 HRK in all months of 2017. The threshold PV
equalled 17,500 HRK and tax rates are t; = 0,24 and t, = 0, 36. The surtax rate S is different for
every town and municipality, ranging from 0% to 18% (in the City of Zagreb).

Let us take as an example a tax payer who received a gross salary of 10,000 HRK in January, has
one dependent child, no dependent adult members and no disability exists on the part of the tax payer
or dependent members. After the deduction of contributions from the salary, the income that is left
amounts to |, = 8.00C HRK. We obtain the following amounts of tax allowances: AF*°= 3.800C,
APePAdult = - pDepChld = 9 750 APS® = 0 and A/ = 5.550HRK. The base is B, = 2.450 HRK,
and the resultis B* = 2.450 and B? = 0 HRK. Income tax is T,** = 588 HRK.

The above calculation is applied to each month of the year. At the end of the year the annual tax
calculationis made. When calculating annual income tax and surtax, formulas analogue to the formulas
above are applied , but annual amounts are inserted instead of monthly amounts. The tax payer's annual
income is the sum of their monthly incomes, and the annual tax allowances are the sums of their monthly
personal tax allowances. In the annual calculation the tax payer is entitled to all monthly personal tax
allowances - regardless of whether he received income in an individual month or not. The threshold for
the transition from the first to second class of the annual base is 210,000 HRK (12 times 17,500 HRK).

Let us imagine that the tax payer from the previous example worked all 12 months, and each month
had the same salary. He had one dependent child throughout the whole year. The income will be 96,000
HRK in the annual calculation. The basic personal tax allowance is 45,600 HRK, and the child tax
allowance is an additional 21,000 HRK, which totals 66,600 HRK. The base is 29,400 HRK and is
multiplied in total by the rate of 24%, which results in an income tax of 7,056 HRK. This tax amount
equals the sum of the individual monthly tax amounts and at the end of the year the tax payer does not
need to make any additional payments and is not entitled to a tax return.

However, let us imagine that the same tax payer only worked from January to June, and he did not
work the rest of the year. The annual income is 48,000 HRK. In the first half of the year - while he was
working - he paid 3,258 HRK. The total annual personal tax allowance is 66,600 HRK, regardless of the
number of months in which income was received. Since the total income is lower than total tax allow-
ance, the annual income tax debt is zero. Therefore, the tax payer receives a tax return in the amount of
3,258 HRK.

Personal income tax benefits for families with children in Croatia 8



1.3 Compensation from the child tax allowance - hypothetical calcula-
tions

In the case of direct compensation for children, for example in the case of a child benefit, the amount of
the compensation is equal to the nominal amount of the benefit. However, in the case of the child tax
allowance, the amount of the compensation is not equal to the nominal amount of the tax allowance. For
example, the actual compensation for one child is not equal to 1,750 HRK a month, but depends on the
tax payer's income, and, consequently, on the threshold tax rate that is applied to the tax base.

We will use examples with hypothetical families to explain how the compensation is calculated.
We will consider couples whose monthly income equals 7,000, 10,000, 14,000 and 50.000 HRK. Two
couples - one without children and the other with two dependent children - are analysed for each income
level. In the case of the couples with children, the spouses share the child tax allowance equally. The
assumed surtax rate is 12%.

Let us first look at the couples with an income of 10,000 HRK. In the case of the couple without
children, each spouse pays 323 HRK tax and surtax, totalling 645 HRK. In the case of the couple with
children, the spouses do not pay any income tax, thanks to the child tax allowance. That is, the total tax
allowance pertaining to each spouse is equal to the sum of 3,800 HRK (basic personal tax allowance)
and 2,125 HRK (half of the total child tax allowance), totalling 5,925 HRK, which is more than their
income, and accordingly the tax base is 0 HRK. The compensation for the couple with children, in this
case, equals 645 HRK.

For the couple with an income of 7,000 HRK the compensation is 0 HRK. That is, given their
income of 3,500 HRK, the spouses cannot even fully use the basic personal tax allowance. In this case,
the system of income tax cannot create a difference in terms of the disposable income between a couple
without children and a couple with children. On the other hand, the compensation for a couple with an
income of 14,000 HRK is 1,142 HRK, and for a couple with an income of 50,000 HRK is 1,714 HRK.

Table 2: Hypothetical example for calculation of compensation from child tax allowance

(a) Couples with total monthly income of 7,000 HRK

Couples without children Couple with two children
Compensa-
Spouse A | Spouse B Total Spouse Spouse B Total tion
couple A couple
1 2 3 4 5 6 7=3-6
Income 3,500 3,500 7,000 3,500 3,500 7,000
Tax 0 0 0 0 0 0 0
Surtax 0 0 0 0 0 0 0
Tax and surtax 0 0 0 0 0 0 0
(b) Couples with total monthly income of 10,000 HRK
Couples without children Couple with two children
Total Total Com_pen-
Spouse A | Spouse B Spouse A | Spouse B sation
couple couple
1 2 3 4 5 6 7=3-6
Income 5,000 5,000 10,000 5,000 5,000 10,000
Tax 288 288 576 0 0 0 576
Surtax 35 35 69 0 0 0 69

Personal income tax benefits for families with children in Croatia 9




| Taxandsutax | 323 [ 323 [ 645 0 0 0 645

(c) Couples with total monthly income of 14,000 HRK

Couples without children Couple with two children
Compensa-
Spouse A | Spouse B C-L?Jt;llle Spouse A | Spouse B cT)?Jts‘lle tion
1 2 3 4 5 6 7=3-6
Income 7,000 7,000 14,000 7,000 7,000 14,000
Tax 768 768 1,536 258 258 516 1,020
Surtax 92 92 184 31 31 62 122
Tax and surtax 860 860 1,720 289 289 578 1,142
(d) Couples with total monthly income of 50,000 HRK
Couples without children Couple with two children
Compensa-
Spouse A | Spouse B c-g?f;lle Spouse A | Spouse B cT)?Jtpz)alle tion
1 2 3 4 5 6 7=3-6
Income 25,000 25,000 50,000 25,000 25,000 50,000
Tax 5,632 5,632 11,064 4,767 4,767 9,534 1,530
Surtax 664 664 1,328 572 572 1,144 184
Tax and surtax 6,196 6,196 12,392 5,339 5,339 10,678 1,714

Figure 1 summarizes the results for the entire series of couples, as discussed in the previous analysis.

The tax rate is set at 0% to show more clearly the impact of the tax itself on the income. As previ-
ously determined, the amount of the compensation received varies based on income, and we differentiate
between five income intervals:?

(D1) 0 to 7,600 HRK — the compensation is zero HRK;

(D2) 7,600 to 11,850 HRK — compensation increases from zero to 1,020 HRK;
(D3) 11,850 to 42,600 HRK — compensation is 1,020 HRK;

(D4) 42,600 to 46,850 HRK - compensation increases from 1,020 to 1,530 HRK;
(D5) above 46,850 HRK — compensation is 1,530 HRK.

2 The stated interval thresholds are specific and relate to the described couple (spouses have equal incomes; the tax rate is
0%). For a different couple with two children, the interval thresholds would be different.

Personal income tax benefits for families with children in Croatia 10



Figure 1. The compensation from child tax allowance for the hypothetical couples
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The amount of 1,020 HRK equals the product of the threshold tax rate of 24% and the amount of
tax allowance for two children (4,250 HRK), and the amount of 1,530 HRK is the product of the tax rate
of 36% and the amount of the tax allowance. Accordingly, the value of the compensation depends on
the threshold tax rate, which in turn depends on the taxpayer's income. Only one part of the tax allowance

is used in interval D2; in interval D4 one part of the tax allowance is multiplied by 24% rate, and the
other by 36%.

Lastly, within the framework of this analysis of hypothetical families, we will compare the amounts
of the compensation for couples with one, two, three or four children. In addition to the compensation
from child tax allowance, Figure 2 also shows the compensation from child benefit.® The curves of the

compensation from child tax allowance have a similar shape for all types of families, although, of course,
the levels of the compensation differ.

3Child benefit is a special form of social benefit granted to households with low income and it is based on an income test. We
did not examine in particular child benefit in this document, but sometimes it was however necessary to be able to understand
the effects of tax benefit for children. You can read more on child benefit at: http://www.mirovinsko.hr/default.aspx?id=98.
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Figure 2: The compensation from the child tax allowance and child benefit for hypothetical

couples
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Given the "progressive" increase in the amount of the child tax allowance (Tablel), it is expected
that, for example, a couple with four children will be entitled to a compensation that is twice that of a
couple with two children. This is also shown on the graphs, where a couple with four children and an
income of 30,000 HRK is entitled to a compensation of 3,000 HRK or 750 HRK per child, while a
couple with two children with the same income is entitled to 1,020 HRK or 510 HRK per child; a couple

with one child is entitled to 420 HRK.

In the case of higher income couples - whose income is in the D3 interval and higher (as defined
above) we note that compensation from the child tax allowance significantly exceeds the compensation
from child benefit. This is the case even for families with three or four children, who are entitled to what
is called a "pro-natal benefit" within the child benefit.

Personal income tax benefits for families with children in Croatia
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1.4 Compensation from child tax allowance - analysis on the basis of the
Tax Administration data

A data base of taxpayers was created in 2017, for research purposes, by merging two sources of data -
"tax files" and the JOPPD (Single Form for Revenue, Income Tax and Surtax) form on income from
salaries and pensions.* The JOPPD forms contain information on individual payments of salaries and
pensions, such as the taxpayers’ amounts of gross revenue, contributions for mandatory insurance, total
personal tax allowance, tax and surtax and additional data, such as the number of working hours. Tax
files contain data on the taxpayer such as permanent residence, dependent members, disability of the
taxpayer and dependent members.

The Tax Administration submitted individual JOPPD forms processed in 2017 (approximately 35.2
million). As the first step, these forms were aggregated at the level of each taxpayer, which created
approximately 2.65 million slogs.> After that, the slogs were connected with their respective slogs from
the tax files. Additional editing of variables created the database mentioned above.

The database is the basis for the creation of a simple microsimulation model through which the
income tax and surtax debt is calculated for individual taxpayers. The model contains the "basic" sce-
nario which simulates the real income tax system in 2017. It is relatively easy to develop alternative
scenarios on the basis of this basic scenario, which can then serve to assess the effects of different re-
forms.

Table3. Comparison of cumulative annual amounts according to monthly calculation, 2017

Income tax and surtax

Income (mil. HRK) (mil. HRK)

Type of Income

Database and model

Tax Administration

Database and model

Tax Administration

Report Report
Salary 97,292 97,063 9,147 9,214
Pension 33,887 33,873 302 289

Source: The author's calculations are based on data from the Tax Administration

Table 3 compares aggregate data (on the basis of the database and the micro-simulation model) with
data from the administrative report from the Tax Administration, separately for salaries and pensions.
The indicator/term “income” has been harmonised with the definition from the Income Tax Ac; it rep-
resents revenues decreased by contributions for mandatory insurance and does not contain non-taxable
revenues. The income tax and surtax are calculated by monthly calculation. Only minor deviations are
noted, which supports the conclusion that the created database and models are correct.

Taking into account only the income from salaries and pensions, the analysis omits two types of
income, which are also included in the annual tax calculation; namely, the income of artisans and free-
lance professionals, and certain forms of "other income". Accordingly, those taxpayers, who do not
receive salaries and pensions, are not covered by the analysis, and the total number of the beneficiaries
of child tax allowance is underestimated. According to data from the Tax Administration for 2016,
eighty-two thousand taxpayers received income as artisans and freelance professionals, in the amount

“Income from salaries and pensions is also jointly called "income from employment".
5 Twelve forms are submitted during one year for a typical taxpayer, that is one form for each monthly payment of salary or
pension.
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of approximately 4.7 million HRK. Approximately 330 thousand taxpayers received other forms of in-
come, totalling approximately 3 billion HRK. It may therefore be said that the total income in the annual
calculation amounts to approximately 139 billion HRK. Salaries and pensions account for approximately
94% of the total income, which means that the main portion of the income is covered by the analysis.

Table 4 shows the basic results regarding the distribution of annual income and income tax with
surtax. Tax and surtax have been calculated in the annual calculation. The taxpayers, which are currently
2.64 million as recorded in the database, are grouped in ten randomly defined income classes according
to their annual income. The total income tax and surtax according to the annual calculation is 9.153
billion HRK, which is less than the total amount of 9.449 billion HRK which is based on the monthly
calculation (Table 3). Namely, some taxpayers do not work throughout the entire year and they do not
manage to use their entire annual personal tax allowance.

The population of tax payers is divided into two groups: (2) pensioners — defined as taxpayers who
receive pensions all 12 months, and (b) employees — other taxpayers from the population. Of the total
627 thousand dependent children, only 40 thousand were supported by pensioners.

Table 4: Annual income and tax, number of taxpayers and dependent children, 2017

All tax payers
Income class | Number of Tax- Dependent Chil-
Income Tax and Surtax Average Tax
{nerizanel FIRS payers (mil. HRK) (mil. HRK) Rate (%) CLG U
(thousands) ' ' E sands)

<24 712 9,713 0 0.0 46
24-36 525 15,799 1 0.0 50
36-48 410 17,072 15 0.1 73
48-60 287 15,289 357 2.3 82
60-72 191 12,538 616 4.9 70
72-96 264 21,957 1,702 7.8 140
96-144 166 18,862 2,232 11.8 100
144-216 55 9,369 1,560 16.7 39
216-360 23 6,152 1,273 20.7 20

>360 7 4,429 1,397 315 7
Total 2,640 131,179 9,153 7.0 627

Employed
Income class | Number of Tax- Dependent Chil-
Income Tax and Surtax Average Tax
GETIERE] IR payers (mil. HRK) (mil. HRK) Rate (%) L (U
(thousands) ’ ' 0 sands)

<24 330 3,668 0 0.0 40
24-36 216 6,678 0 0.0 42
36-48 239 9,986 12 0.1 65
48-60 210 11,217 303 2.7 78
60-72 151 9,929 546 55 65
72-96 237 19,747 1,621 8.2 133
96-144 156 17,814 2,173 12.2 97
144-216 54 9,312 1,556 16.7 39

Personal income tax benefits for families with children in Croatia 14



216-360 23 6,149 1,273 20.7 20
>360 7 4,428 1,397 315 7
Total 1,624 98,928 8,880 9.0 587

Pensioners
(tlhnocfsrgﬁg',i;i) MG A Income Tax and Surtax Average Tax R =l C[wil-
payers (mil. HRK) (mil. HRK) Rate (%) dren (thou
(thousands) sands)
<24 382 6,045 0 0.0 6
24-36 309 9,121 0 0.0 8
36-48 171 7,087 3 0.0 8
48-60 77 4,072 54 1.3 5
60-72 40 2,609 70 2.7 5
72-96 27 2,210 81 3.7 6

96-144 10 1,048 59 5.6 2

144-216 0 56 5 8.5 0

216-360 0 3 0 12.0 0
>360 0 0 0 22.2 0
Total 1,016 32,252 273 0.8 40

Source: Author's calculations are based on the data from the Tax Administration

Table 5 singles out only those taxpayers who have dependent children; it finds that there are 408
thousand of them. Tax and surtax have been calculated for two scenarios: basic and fictive. In the latter
scenario the value of the child tax allowance (Tablel) is set at 0 HRK, which implies the abolishment
of the personal child tax allowance. Here, all other tax allowances have been kept in the existing form.
The difference between the fictive and the basic scenario, in terms of income tax with surtax shown in
the last column of the table, shows how much tax revenues would rise if the personal child tax allowance
was suddenly abolished.® It may also be argued that it represents the total "savings" of, or compensation
for, taxpayers with dependent children in the form of lower taxes paid thanks to the child tax allowance.

Table 5: Total compensation from child tax allowance

Basic scenario Scenario with abolished _
Income child tax allowance Difference
class (thou- Number of Income in tax and
Taxpayers | (mil. HRK) | Taxand Average Tax and Average | syrtax (mil.
sand HRK) Surtax Tax Rate Surtax Tax Rate HRK)
(mil. HRK) (%) (mil. HRK) (%)

<24 31,379 401 0 0.0 0 0.0 0

24-36 35,138 1,087 0 0.0 0 0.0 0

36-48 49,801 2,098 0 0.0 3 0.2 3

6 This is a simple calculation obtained by a static model without assessment of behavioural effects. In reality, if the child tax
allowance were actually abolished, this would prompt taxpayers to introduce certain changes in terms of their decisions about
their work activity, number of hours of work, etc. The total impact on tax would be different if such effects were taken into
account.
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48-60 55,367 2,968 0 0.0 100 3.4 100
60-72 46,170 3,038 7 0.2 210 6.9 203
72-96 89,002 7,444 178 2.4 806 10.8 628
96-144 62,526 7,140 482 6.8 1,083 15.2 601
144-216 23,523 4,049 526 13.0 789 195 263
216-360 11,623 3,097 563 18.2 724 23.4 161
>360 3,917 2,415 727 30.1 803 33.2 76
Total 408,446 33,738 2,483 7.4 4,518 13.4 2,035

Notes: The average tax rate is the percentage ratio between the income tax with surtax and total income.

Source: Author's calculations are based on the data from the Tax Administration

The introductory analysis using a hypothetical example (part 1.3) revealed that compensation from
child tax allowance depends on the number of dependent children and taxpayers’ income.

Taxpayers with an annual income below 48,000 HRK are not eligible for compensation. Within
each group with a certain number of children, the compensation per child increases with income. How-
ever, if we observe the results within certain income groups, it is notable that the compensation per child
both increases and decreases, as the number of children increases. Within lower income groups (from
48 to 96 thousand HRK), the average compensation per child decreases with the number of children -
the base is not high enough to be fully used for child tax allowance. For higher income groups (from 96
to 216 thousand HRK), the average compensation first increases with the increase of the number of
children, and after the second or third child, the average compensation decreases. On the other hand,
taxpayers with the highest income levels (above 360 thousand HRK) manage to "use the full potential”
of the child tax allowance, which amounts to 1,688 monthly per child (which is as much as approxi-
mately 120,000 HRK a year per taxpayer).

Table 6 evolves from Table 5 and shows the average monthly amounts of compensation to taxpayers
from different income groups and with a different number of dependent children. Of the total 408 thou-
sand taxpayers with dependent children 56% have one child, 35% two children, 7% three children and
less than 2% (that is, approximately 5,000) have four or more dependent children.

Table 6: Compensation from child tax allowance by income groups:

(@) Number of Taxpayers

"Ciags | COMPEN-| ey e
(hour | mit | 21 P ) chig 2 3 4 5 6 7 chil-
sand HRK) payers N
HRK)
<24 0 31,379 20,133 8,539 2,209 387 76 21 14
24-36 0 35,138 22,890 9,667 2,184 314 63 7 13
36-48 3 49,801 31,270 14,780 3,182 453 91 22 3
48-60 100 55,367 33,368 17,769 3,632 475 94 23 6
60-72 203 46,170 26,832 15,833 3,029 397 60 13 6
72-96 628 89,002 47,168 34,259 6,487 881 155 37 15
96-144 601 62,526 31,607 25,421 4,750 612 105 21 10
144-216 263 23,523 11,000 10,113 2,085 269 39 10 7
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216-360 161 11,623 5,004 5,255 1,165 157 28 8 6
>360 76 3,917 1,425 1,945 474 55 10 8 0
Total 2,035 | 408,446 | 230,697 | 143,581 | 29,197 4,000 721 170 80

(b) Average monthly compensation per child

Income Average monthly compensation per child for taxpayers,
class Number in relation to the number of dependent children
(thou- | of chil- .
aaRnlg dren cr11ilt3r2n 1 child 2 3 4 S 6 7d$2:-

<24 45,990 0 0 0 0 0 0 0 0
24-36 50,480 0 0 0 0 0 0 0 0
36-48 72,796 4 5 3 2 1 1 1 4
48-60 82,352 101 147 78 50 36 28 21 27
60-72 69,593 243 354 193 126 92 75 73 51
72-96 139,773 374 437 381 248 177 144 124 111

96-144 | 99,868 501 460 544 479 350 282 244 208

144-216 | 38,861 564 474 569 686 671 558 479 417

216-360 | 19,867 674 575 671 773 881 926 976 660
>360 7,055 898 721 868 1,059 1,232 1,431 1,688 X
Total 626,635 271 255 295 250 203 168 219 139

Source: Calculated on the basis of the data from Tax Administration.

Table 7 shows the distribution of monthly compensation per child. A compensation of 0 HRK is
received by 117 thousand taxpayers who provide maintenance to a total of 170 thousand children. The
most numerous, however, is the group receiving compensation between 400 and 600 HRK a month,
which includes 138 thousand taxpayers with 185 thousand dependent children. Very high compensation
per child — above 800 HRK — is received by a relatively small number of taxpayers, approximately

5,000.

Table 7: Distribution of compensation according to the number of children.

Monthly com- Taxpayer
pensation per Total tax-
child 1 child 2 3 4 5 6 7ehil-1 - payers
(HRK) dren
0 74,771 33,141 7,630 1,189 236 52 29 117,048
0.01-100 15,548 14,934 4,566 803 169 41 19 36,080
100-200 13,493 13,196 3,536 596 117 36 12 30,986
200-300 15,718 12,623 3,464 483 76 9 7 32,380
300-400 9,859 12,246 2,771 253 40 9 2 25,180
400-600 94,569 40,689 2,687 278 31 6 7 138,267
600-800 6,061 13,733 3,685 155 21 2 3 23,660
800-1,000 598 2,991 366 166 13 3 1 4,138
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1,000-1,200 44 20 490 32 8 4 0 598

>1,200 36 8 2 45 10 8 0 109
Total taxpayers | 230,697 | 143,581 29,197 4,000 721 170 80 408,446

Source: Author's calculations are based of the data from Tax Administration.

Among the taxpayers with one child there are also 36 taxpayers that are receiving a compensation
of more than 1,200 HRK, which might seem unexpected because we know that the maximum compen-
sation for one child is 630 HRK. However, in such cases it is a result of "sharing" the tax allowance for
dependent children between spouses, where one spouse takes only one child for his or her tax allowance;
namely, the one who is older (the fifth or sixth).

Table 8 shows that the average amount of monthly compensation per child is significantly higher
in the City of Zagreb than in other Croatian counties. The only reason for this is the higher surtax rate
in the City of Zagreb (18%). Therefore, an alternative calculation of the compensation was made, where
the impact of surtax was excluded (the last two columns in the table). Aggregate compensation is lower
by approximately 200 million HRK; that is, by one tenth. However, according to these calculations the
City of Zagreb grants the highest average compensation per child, due to taxpayers’ higher incomes
(compared with the rest of Croatia).

Table 8: Average compensation from child tax allowance per counties

Number | ATual | compensation | e

County g:sta()t(ﬁggz per tax- | of chil- Monthly Monthly

sand) payer dren Total per child Total per child

(HRK) (mil. HRK) (HRK) (mil. HRK) (HRK)

Zagrebacka 33,409 86.029 52,874 179 282 166 262
Krapinsko-zagorska 12,410 73.219 19,244 53 229 52 224
Sisacko-moslavacka 14,506 71.569 22,102 61 230 56 212
Karlovacka 11,777 76.291 17,506 53 253 49 233
Varazdinska 16,792 70.771 25,000 70 232 64 214
Koprivni¢ko-krizevacka 10,266 70.570 15,470 39 209 38 204
Bjelovarsko-bilogorska 9,648 65.102 14,518 34 195 31 178
Primorsko-goranska 27,834 80.001 39,618 131 275 122 256
Licko-senjska 4,429 70.617 6,730 19 237 18 219
VirovitiCko-podravska 6,740 61.707 10,282 21 169 20 160
Pozesko-slavonska 6,895 65.238 11,081 26 194 24 179
Brodsko-posavska 12,903 65.199 20,896 a7 186 43 170
Zadarska 15,398 73.815 24,624 71 240 66 223
Osjecko-baranjska 28,789 70.510 44,047 117 221 106 201
Sibensko-kninska 8,939 71.918 13,614 39 239 36 220
Vukovarsko-srijemska 14,980 64.621 24,272 50 171 46 158
Splitsko-dalmatinska 41,233 76.256 64,786 197 253 180 232
Istarska 19,192 78.141 27,496 90 271 84 254
Dubrovacko-neretvanska | 11,727 77.533 18,460 57 259 53 237
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Medimurska 10,110 68.658 14,672 40 225 38 218

City of Zagreb 90,469 112.813 139,343 643 384 545 326
Total 408,446 82.600 626,635 2,035 271 1,836 244

Source: Author's calculations are based on the data from Tax Administration.

1.5 Comparison of the impact of the compensation system on house-
holds with children in Croatia, Slovenia and Austria

Urban and Pezer (2018) analysed “compensations for households with children” (CHC) in Croatia, Slo-
venia and Austria in 2017. This compensation includes tax benefits as well as social benefits. They
examined compensation for households with children for hypothetical households with two parents and
one, two and three children, for a wide range of income levels. Figure 3 shows the compensation for
households consisting of two parents and two children. Both parents work, and the total gross salary
(the sum of the gross salaries of both parents) ranges up to 850% of the average gross salary.” The
amount of compensation is expressed as a percentage of the median equivalent disposable income
(MEALI) of the households. The authors are focused on three types of instruments: (1) child benefits, (2)
benefits for children in the income tax system and (3) maintenance and housing benefits.?

The amount of compensation in Croatia varies significantly for different gross incomes and there is
an interesting "V" shaped curve showing the total compensation for children. Namely, households with
the lowest incomes are entitled to compensation from child benefit, and additionally from maintenance
and housing benefits. Households with an income between 30% and 110% of the average gross salary
are only entitled to a child benefit. Within a certain interval, approximately between 110% and 130% of
the average salary, households are not entitled to child benefit, and they are also do not receive compen-
sation from tax allowance for dependent children in the income tax system, simply because they do not
have a sufficiently high income. Above 130% of the average salary, the compensation from tax benefits
increases, and at 200% of the average gross salary it reaches the level received by households with the
lowest incomes. For very high incomes, 800% above the average salary, the compensation increases
even more. This increase in compensation from the child tax allowance is the consequence of the impact
of the progressive tax system on income.

Slovenia and Austria also offer higher compensation to households with the lowest incomes. The
interval in which compensation from maintenance and housing benefits is received is much broader than
in Croatia. Slovenia, like Croatia, has child benefit subject to an income test, but the amount of benefit
is much more generous and reaches households with a relatively high gross income. On the other hand,
the compensation from the child tax allowance is significantly more modest than in Croatia. In Austria,
the compensation from the child benefit is uniform, as this benefit is not subject to any income test. The
pattern of the compensation from tax benefits is also uniform, but much less significant in total com-
pensation for households with children.

’In point 0 it is assumed that parents do not work. In the range up to 100% of average gross salary, it is assumed that persons
work less than 40 hours per week, with gross salary equal to 50% of average gross salary. For detailed description of the
methodology see Urban and Pezer (2018).

8According to Urban and Pezer (2018) these three instruments make "basic KDD" package. There are also other benefits for
households with children, but they are not subject to the analysis. Maintenance benefits mean social welfare assistance (for
example, in Croatia, guaranteed minimum benefit).
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In the continuation of the analysis, Urban and Pezer (2018) calculated compensation for households
with children on the basis of the EU-SILC survey for Croatia, Slovenia and Austria. Figure 4 shows the
average AGS per child, expressed as the percentage of the median of the disposable income, for the total
population and for individual decile groups. Great similarities between Figure 3 and Figure 4 may be
found for individual MS in terms of the AGS pattern per income groups. Again, the "V" shape of the
AGS curve is visible for Croatia, where the fifth decile group receives significantly less than the other
groups. The fifth decile group stands out significantly in Austria as well, and the pattern is the same for
all the other groups. In Slovenia AGS per child falls evenly with the increase of income.

Figure 3: Compensation to households with children for hypothetical couples with two chil-
dren, 2017.
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Source: Urban and Pezer (2018).

Figure 4: Average compensation for households with children, per child in 2017.
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Source: Urban and Pezer (2018).

This result indicates the need to redefine the system of compensation for households with children,
in particular regarding child tax benefits, because the relatively significant benefit that wealthier house-
holds derive from it is the result of precisely that part of the total compensation. From the distribution
standpoint, in regards to the total amount of compensation, it would be desirable to bring the Croatian
system closer to the Slovenian and Austrian models, whereby the poorest decile groups receive relatively
more benefit than the other groups.
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2 Reform considerations and recommendations

The basic challenge in the Croatian system of compensation for households with children, in particular
in relation to child tax benefits, is to correct the unfavourable distribution features of the existing model.
It would be desirable to increase the amounts of compensation that poorer households receive, and rel-
atively decrease compensation to wealthier households. Further, given the fiscal restrictions, it is worth-
while to consider an almost fiscally neutral reform in which tax income would remain at the present
level.

2.1 Three reform scenarios

In the context of the challenges mentioned, three reform scenarios were considered whereby the existing
system of compensation for children within income tax is changed.

Scenario 1: The child tax allowance is kept, but every dependent child receives an equal monthly
amount of 2,015 HRK.

This amount was selected to achieve a fiscally neutral reform; that is, with the amount of income
tax and surtax being equal to those in the basic scenario.

Scenario 2: Child tax allowance is abolished, and tax credit for dependent children is intro-
duced. The amount of the credit is 278 HRK for the first child, and that amount is increased by
25 HRK for each subsequent child.

The tax credit for children is defined as follows: the entitlement for the benefit exists for each month
in which income from a salary or pension is received. A "pro-natal" element has been incorporated in
this instrument, but it is much less dominant than in the present system of child tax allowance, and — to
a certain extent — it imitates the Austrian model of Familienbeihilfe The amounts of credit are defined
in order to achieve a fiscally neutral reform. Child benefit remains unchanged. This means that in Sce-
nario 2 a family may receive compensation from tax credit for dependent children as well as from child
benefit.

Scenario 3 combines the transition to the tax credit system with a change in the child benefit sys-
tem. The amount of the credit is 400 HRK for the first child, and additional credit to this
amount of 35 HRK for each subsequent child.

In this scenario the amount of child benefit that the household would otherwise be entitled to is
decreased by the amount of the tax credit received for dependent children. The amounts of the credit are
defined to ensure the fiscal neutrality of the reform.

In the second and third scenarios the tax calculation method is changed. The total personal tax
allowance is now equal to Al = APSC+ ADepAdult L ADISEE (that is. as in the equation), however, the
child tax allowance is not included, AP The tax base B,,, tax T,>*, surtax T""® and total tax T,,
are calculated as before, using the formulas 3 to 7. However, a new concept of net total taxs introduced,
which is calculated as follows:
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nettax — tax surtax DepChl
Tm - Tm + Tm - C:m

Where Cr?epcmd represents the amount of tax credit for dependent children in month ‘m’. Two cases
may occur: T+ Tsutax j CDepchlc gy Tlax 4 T sutax < (G DepChlc 15 the second case the sum of the
income tax and surtax is lower than the amount of the benefit, and T,"® is negative; the taxpayer is no
longer obliged to pay the tax, but the Tax Administration pays the amount of C2ePChd - (T 1x4 T suray
to the taxpayer. Accordingly, this is a refundable tax credit.

The tax credit for dependent children is designed in this scenario so that the taxpayer is only eligible
for it in the months when he/she is working or receiving their pension. It differs from the current child
tax allowance in this sense. In the case of the child tax allowance the entire annual amount of the allow-
ance is taken into account for the annual calculation, regardless of whether the person received income
or not.

Both the second and the third scenarios are motivated by the desire to achieve better a distributional
impact without imposing additional fiscal costs. These two scenarios are not replicas of some other
countries’ systems, but do borrow some features from the Slovakian and Austrian tax-benefit systems.
The difference between the two scenarios can be described as follows: in the second scenario, low-
earning taxpayers can receive both the tax credit and the child benefit; because the tax credit is condi-
tioned upon the taxpayer working, this system should motivate some of the non-employed persons to
get employed. Namely, the tax credit for dependent children partially compensates for the loss of other
benefits, which are reduced or disappear when a person starts working (e.g. the guaranteed minimum
benefit). However, in the second scenario some families receive a “double support”, while others only
receive either child benefit or tax credit. This can be seen as an inequitable state of affairs by some
viewers. Therefore, the third scenario is introduced, which provides a “flat support” for all households
with children. This system does not provide work incentives like the previous one, but is more ‘“hori-
zontally equitable”. Work incentives, in this case, could be improved through the introduction of a sep-
arate in-work benefit.

2.2 The results of the micro-simulations on the basis of administrative
data from the Tax Administration

Table 9 shows the results for reform scenario 1, in which the tax allowance amounts to 2,015 HRK for
each child, and the amounts of the average monthly compensation per child are compared with the basic
scenario.

Table 9: Average monthly compensation per child - reform scenario 1

Income Average monthly compensation per child for taxpayers,
Compen- . - .
class : in relation to the number of dependent children
sation

(thous 1 (il 1to7 7 chil
sand . P -
HRK) HRK) | children 1 child 2 3 4 5 6 dren
<24 0 0 0 0 0 0 0 0 0
24-36 0 0 0 0 0 0 0 0 0
36-48 3 4 5 3 2 1 1 1 4
48-60 100 101 148 78 50 36 28 21 27
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60-72 208 249 369 193 126 92 75 73 51
72-96 655 390 486 380 247 177 144 124 111
96-144 600 501 520 515 449 346 282 244 208
144-216 250 537 538 538 536 525 488 455 417
216-360 151 634 651 636 615 583 555 620 604
>360 70 822 822 822 826 803 818 829 X
Total 2,037 271 280 285 224 175 141 161 135

Difference between this and basic scenario

<24 0 0 0 0 0 0 0 0 0
24-36 0 0 0 0 0 0 0 0 0
36-48 0 0 0 0 0 0 0 0 0
48-60 0 0 0 0 0 0 0 0 0
60-72 5 6 15 0 0 0 0 0 0
72-96 27 16 49 -1 -1 0 0 0 0

96-144 -1 -1 59 -29 -31 -4 0 0 0
144-216 -13 -27 64 -32 -150 -146 -69 -24 0
216-360 -9 -40 77 -34 -159 -298 -371 -356 -56

>360 -6 -75 100 -45 -233 -429 -613 -859
Total 2 0 25 -10 -26 -28 -27 -59 -4

Nothing changes for income groups up to 60 thousand. Taxpayers with one child in income groups
above 60 thousand HRK would be better off, and there are 96 thousand of them. However, the increase
in the compensation is relatively modest: it ranges from the average 15 HRK for the 60 to 70 thousand
income group, to 100 HRK for those receiving the highest incomes. The losers are taxpayers in income
groups above 96 thousand. Among them, the losses for taxpayers with two children on average do not
exceed 50 HRK, but they increase with the number of children. There are 4 thousand taxpayers in the
groups which have an average loss of more than 100 HRK.

Accordingly, in the first reform scenario changes occur for about 100 thousand; that is, for a quarter
of all taxpayers with children. Of those, the majority are winners, but with a relatively small gain, and
there is a small number of losers with a significant loss.

The situation is entirely different in the case of the reform scenario 2, in which a tax credit for
dependent children was introduced. That is to say, "dramatic" changes occur for the majority of taxpay-
ers with children, as shown in Table 10.

Table 10: The average monthly compensation per child - reform scenario 2

Income Average monthly compensation per child for taxpayers,
Compen- . - .
class : in relation to the number of dependent children
sation
(thou- (mil _
sand : lto7 . 7 chil-
HRK) HRK) | children 1 child 2 3 4 5 6 dren
<24 83 150 153 145 148 144 171 155 192

24-36 154 255 250 254 267 281 274 268 297
36-48 239 273 266 275 285 298 309 325 324

Personal income tax benefits for families with children in Croatia 24



48-60 276 279 271 281 292 305 314 329 350

60-72 235 282 273 284 294 303 318 340 364
72-96 477 284 275 286 296 304 319 317 395
96-144 342 285 275 286 296 306 320 316 386
144-216 133 286 274 286 298 307 313 330 373
216-360 68 286 274 287 296 307 319 316 408
>360 24 285 273 283 296 299 328 330 X
Total 2,031 270 260 273 281 287 297 301 333

Difference between this and basic scenario

<24 83 150 153 145 148 144 171 155 192
24-36 154 255 250 254 267 281 274 268 297
36-48 236 270 261 272 284 297 308 324 320
48-60 176 178 124 203 241 269 287 308 323
60-72 32 39 -80 90 168 210 244 267 313
72-96 -151 -90 -162 -96 49 128 174 194 285
96-144 -259 -217 -186 -257 -183 -44 38 72 178

144-216 -130 -278 -200 -283 -388 -364 -245 -149 -45
216-360 -92 -387 -300 -384 -477 -574 -608 -661 -252
>360 -52 -613 -449 -585 -763 -933 -1.103 -1.358
Total -3 0 5 -21 31 84 129 82 194

Source: The authors calculations are based on data from Tax Administration.

The average monthly compensation per child has been harmonised for each group of taxpayers with
a certain number of children. Taxpayers from lower income groups receive a somewhat lower compen-
sation than others. That is to say, the average number of months in which income is received is lower in
those groups. The average compensation slightly increases with the number of children within each
income group, thanks to the design of the benefit. Approximately one half of all taxpayers with children
are in subgroups which are, on average, the winning groups. The winners are primarily the taxpayers
who receive a less-than-average income; that is to say, the groups receiving up to 72 thousand HRK.
However, those in higher income groups with more children are also winners.

Let us recall that reform scenario 2 offers a tax credit of 278 HRK for the first child, and this amount
increases by 25 HRK for each subsequent child. Scenario 3 (Table 11) offers 400 HRK for the first
child, which increases by 35 HRK for each subsequent child. Due to the higher amounts of the benefit
in reform scenario 3, the gains of the winners (and the losses of the losers) in relation to the basic sce-
nario are greater (smaller) than in scenario 2. For example, for taxpayers with an annual income ranging
from 144 to 216 thousand HRK and five children the average monthly compensation per child amounts
to 558 HRK in the basic scenario, 313 HRK in reform scenario 2 and 448 HRK in reform scenario 3.

It is important to note that the total compensation in reform scenario 3 amounts to 2,919 billion
HRK; that is, 885 million more than in the basic scenario. However, the spending in the case of child
benefit is decreased by approximately the same amount, and accordingly the total fiscal result is bal-
anced.
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Table 11. Average monthly compensation per child - reform scenario 3

Income Average monthly compensation per child for taxpayers,
class Com.pen- in relation to the number of dependent children
(thou- s(ar;lﬁ.n 1to7 7 chil-
ZaRn}g HRK) | children 1 child 2 3 4 5 6 dren
<24 119 215 221 209 212 207 244 222 275
24-36 222 366 360 366 383 403 393 383 424
36-48 343 393 382 395 410 427 443 465 463
48-60 397 401 390 403 419 437 451 472 501
60-72 338 405 393 408 422 434 456 487 520
72-96 686 409 396 411 426 437 457 454 565
96-144 491 410 396 412 425 439 459 452 551
144-216 191 411 395 411 428 441 448 473 533
216-360 98 411 395 412 425 441 456 452 583
>360 35 409 392 407 425 429 470 472 X
Total 2,919 388 374 393 403 411 426 431 476
Difference between this and the basic scenario
<24 119 215 221 209 212 207 244 222 275
24-36 222 366 360 366 383 403 393 383 424
36-48 340 389 377 392 408 426 442 465 459
48-60 297 300 243 325 368 401 423 451 473
60-72 135 162 40 214 296 342 381 414 470
72-96 58 34 -41 29 178 260 312 331 454
96-144 -110 -92 -65 -132 -54 89 176 208 343
144-216 -71 -153 -80 -158 -258 -230 -109 -6 116
216-360 -63 -262 -180 -259 -348 -440 -470 -524 -76
>360 -41 -488 -329 -461 -634 -803 -961 -1.216
Total 885 118 119 98 154 209 258 211 338

Source: The author's calculations are based on data from the Tax Administration

The calculations on the basis of administrative data from the Tax Administration offer a very precise
picture of the actual tax burden. However, the Tax Administration's data bases in their current form do
not offer the possibility of conducting an analysis by/for families and households, but only for individual
taxpayers. This data does not tell us anything about other household members and their income. There-
fore, we cannot determine the actual well-being of taxpayers. De facto, only income taxpayers are in
our database; that is, persons who received revenues from salaries or pensions over the year. However,
as the sample does not contain persons who did not work, and those who received ‘other incomes’, we
cannot determine the social well-being of the entire population.
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2.3 The results of the micro-simulations on the basis of the data from the
Household Budget Survey

In order to supplement the above analysis, we have used one more micro-simulation model - miCRO-
modA(Urban et al. 2018), which is based on the data from the Household Budget Survey (HBS).® An
HBS sample should, as a rule, offer a representative picture of the incomes in Croatia. In reality, it may
be noted that high incomes are underrepresented and underestimated, and accordingly, HBS is not in
fact the optimal choice for an analysis of income tax as it is an instrument which is significantly depend-
ent precisely on high income. However, if a certain caution is exercised in the interpretation of the
results, analysis using the HBS may vyield interesting and useful conclusions on the distribution of the
child tax allowance and its impact on social well-being.

In the calculation of the compensation from child tax allowance we have used a methodology sim-
ilar to that used in the previous analysis. However, some differences do exist. Dependent children are
defined in accordance with the income tax rules. Taxes and social benefits are calculated by a micro-
simulation model for Croatia - miCROmodAThe pre-fiscal income equals the sum of the original in-
comes (gross salary, income from freelance activity, "other income", income from rent, interest, etc.)
and pensions. The post-fiscal or disposable income equals the pre-fiscal income decreased by contribu-
tions and income tax, and increased by monetary social benefits.

Further, the child tax credit in reform scenario 2 has been simulated so that only employed persons
and pensioners may receive it. In the real application the benefit should also be available to self-em-
ployed persons, but, for the sake of making a comparison with the previous analysis we have excluded
this group of taxpayers.

In the calculation of decile groups the pre-fiscal household income has been harmonized using the
modified OECD equivalent scale. Persons from all households in the sample are in the decile groups.
The compensation from child tax allowance has been calculated, as well as that received from the child
benefit. In regards to the child benefit, we have not applied the rules in force in 2017, but new rules
which have been in force since July 1%, 2018, and we have applied them to the whole year.*

Table 12 shows the annual amounts of compensation from tax benefits for children in the basic and
other two reform scenarios. The total compensation from child tax allowance amounts to 2.096 billion
HRK, which is somewhat more than the amount obtained in part 1.4 on the basis of data from the Tax
Administration (2.035 billion). That is to say, in the calculations obtained based on survey data, the
children of persons who receive income from self-employment and ‘other i’comes' were taken into ac-
count. In the basic scenario, most of the compensation from child tax allowance is received by the upper
five decile groups. Reform scenario 1 differs just slightly from the basic scenario. However, as we saw
before, reform scenario 2 brings about significant changes, in terms of the increase in the compensation

9The Household Budget Survey is the Croatian variant of EU-SILC survey.

10 Monetary social benefits include, inter alia, maternity and parental benefits, child benefit, layette, unemployment benefit,
guaranteed minimum benefit, housing benefit, skinless benefit, personal disability benefit, etc.

11 By the Amendments to the Child Allowance Act which entered into force on 1 July 2018, the upper class threshold of in-
come test was increased by 40% (from 1,663 HRK a month per one household member to 2,328.20 HRK), which will signifi-
cantly increase the number of beneficiaries.
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amounts for lower decile groups.!? In reform scenario 3, the child tax credit amounts are increased,
whereby the total amount of child benefit is decreased.

Table 12: Child compensation calculated on the basis of survey data

Number of | Total num Monthly dis- Annual compensationdfrom tax benefits for chil-
. i osable in- e
Decile dependent | ber of per- pcome per (in million HRK)
groups children sons (in .
(in mi”ions) thousands) . Caplta . BaSiC sce- Reform Reform Reform
(in HRK) nario scenario 1 | scenario 2 | scenario 3
Total 856 4,142 2,814 2,096 2,100 2,247 3,229
1 97 407 934 0 0 46 66
2 89 406 1,343 3 3 229 329
3 89 402 1,710 24 24 239 344
4 92 414 2,018 72 72 254 365
5 91 415 2,352 122 122 273 393
6 71 413 2,710 157 158 195 280
7 83 426 3,030 291 297 256 368
8 91 429 3,467 479 471 277 398
9 88 422 4,179 529 525 275 396
10 65 408 6,299 418 427 202 290

Note: * The calculation of the disposable income relates to the basic scenario

Source: The author's calculation on the basis of HBS data

12 The total assistance through tax credit for dependent children (2.247 billion HRK) is higher than in the basic scenario on
the basis of data from the Tax Administration (2.031 billion HRK), namely by 216 million HRK. This may be the conse-
quence of the fact that some employees work in grey economy, and we do not have information about that in HBS, but that
model presumes that everybody is employed in official economy and paying taxes and contributions. Also, miCROmod may
be overestimating the number of dependent children or in reality some taxpayers do not report dependent children.
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Figure 5: Average compensation per child:

(a) Basic scenario —the system in the second half of 2018.
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(c) Reform scenario 3 — introduction of child tax credit

Reform scenario 3 Reform scenario 3
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Notes: The left panel shows the amounts of compensation in HRK, and the right panel shows the percentage of the disposable
income. GMB — guaranteed minimum benefit; HB — housing benefits.

Source: The author's calculation on the basis of HBS data

Figure 5 shows the patterns of the average compensation received per child for different decile
groups. In the basic scenario, eligibility for compensation from child tax allowance starts in the third
decile group, and after that its average amount sharply increases (reaching an average amount of 538
HRK for the tenth decile group). Reform scenario 1 is not shown because the changes in relation to the
basic one are minor, and thus not significant enough to be incorporated. However, reform scenario 2
brings about major changes in the distribution of the compensation. Decile groups 2 to 5 have significant
gains from the reform, the situation for decile groups 6 and 7 remains on average similar, while the
upper three decile groups suffer significant losses. The pattern of the overall compensation in reform
scenario 2 is similar to the pattern of the Slovene system (Urban and Pezer, 2018). In contrast, one may
say regarding reform scenario 3 that the pattern of the total compensation resembles the Austrian pattern,
in which all decile groups except the first one have an equal average amount of compensation per child.

Table 12 reveals that in the case of reform scenario 1 no changes to the compensation occur for the
lower five decile groups. It is therefore clear that this scenario may not have any impact on the poverty
rate, and this is also proven by Table 12, which shows poverty rates for the basic and other three reform
scenarios. On the other hand, reform scenario 2, with child tax credit, has a positive effect on the poverty
rate and the poverty gap, which are lowered for the entire population of households with children, and
also for the subgroups with different numbers of children. This result is caused by the significant redis-
tribution of the compensation among households with higher income levels for the households in the
second and third decile groups. This kind of redistribution also occurs in reform scenario 3, but to a
lesser extent, and accordingly its impact on the reduction of poverty is also smaller.

Table 12: Impact on poverty

(a) The share of the poor

. All households . . With two chil- | With three chil- | With four chil-
Scenario . . With one child
with children dren dren dren
Basic 16.9 14.8 13.1 19.8 30.3
Reform 1 16.9 14.8 13.1 19.8 30.3
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Reform 2 14.5 14.1 11.3 17.2 22.8

Reform 3 16.0 13.7 11.8 19.8 30.3

(a) Poverty gap

Scenario AII_housghoIds With one child With two chil- | With three chil- | With four chil-

with children dren dren dren

Basic 4.2 3.9 3.8 4.9 5.9

Reform 1 4.2 3.9 3.8 4.9 5.9

Reform 2 3.7 3.8 34 4.1 3.9

Reform 3 4.0 3.8 3.5 4.8 55

Note: Children were defined in accordance with the income tax rules.

Source: The author's calculation on the basis of ADS data
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3 Conclusion

The analysis of the existing system of personal child tax allowance in Croatia has shown that persons
with above average income profit most from it in both absolute and relative amounts. From the distri-
bution standpoint, this characteristic is not desirable. Social benefits, primarily the child benefit, do not
succeed in fully correcting those effects (although they are relatively well targeted and in the vast ma-
jority received by households with below-average incomes). It is therefore deemed that the reform of
child tax allowance must be aimed at correcting its distributional effects.

Three reform scenarios have been considered. The first, in which the existing system of child tax
allowance is modified through the introduction of the amount of the allowance in an equal nominal
amount for each child, has a relatively small effect on the situation and it does not essentially change
the distributional effects of the system. In the other two scenarios the existing system of child tax allow-
ance is replaced by a system of tax credit for dependent children (namely, by a refundable tax credit).
These two scenarios bring about significant changes to the functioning of the tax system, but at the same
time they essentially improve the distributional characteristics and decrease child poverty. Open ques-
tions remain for further consideration, such as how to prevent the possible abuse of this system or how
to modernise the tax administration so as to enable it to make the respective payments.
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APPENDIX

Overview of Tax Benefits in Selected EU MS

Child tax benefits, but also other different forms of compensation for households with chil-
dren (such as social protection benefits) are offered to mitigate the losses in the standard of living
of such households (in comparison with households without children). They directly decrease the
economic costs of child care. They also decrease child poverty, which is of key importance for the EU
and is underlined in the principles of the EU pillar of social rights.

The basic instruments of the tax benefits system are tax allowance and tax credit. Tax allowance is
the benefit which decreases the tax base, and tax credit is the benefit which decreases the amount of tax.

Taxpayers may make different savings through child tax allowance (pay less tax) depending on the
amount of their income and tax rate, while in the case of tax credit (as a rule) equal savings are obtained
by all taxpayers. The simplified calculation of disposable income and tax debt, depending on the effect
of the benefits mentioned, is usually as follows:

I) Tax allowance for dependent childrethe amount deducted from the taxable income in or-
der to obtain the tax base. The final tax debt is obtained by the application of one or different
tax rates (depending on the country and the amount of income).

I) Tax credit for dependent childrertax allowances are deducted from the taxable income and
the tax base is calculated, which is not final. The child tax credit (and other credits) are de-
ducted from that interim amount, and the final tax debt is obtained.

For those with lower income, it may be negative (tax debt < tax credit) - which means that the
resulting difference, the so called ‘refundable tax credit’, is paid to the taxpayer. If the taxpayer is not
paid the negative tax debt, the benefit becomes refundable tax credit.*®

Tax benefits for children exist in most EU MS: they make up 2% of the per capita income and at
least 15% of the total child compensation in countries such as Spain, Austria, France etc. (Corak, Lietz,
& Sutherland, 2005). Due to the complementary nature of social benefits for children (such as child
benefit) and tax benefits in most countries, they are shown together. In addition to these compensations,
households with children also have additional entitlements ranging from social compensation benefits,
to various benefits in kind and services, etc. Additionally, most social benefits and tax benefits have
higher values for special groups such as single parents, single earner families etc., which are only men-
tioned in this overview.

a) Austria
Tax benefits for dependent children

Child tax credit targets the parents of children who are receiving family benefit. This measure also co-
vers parents who are not taxpayers and persons who pay low taxes. Although the title of this fiscal

13For example and additional information go for example to: Suéur, Babi¢, Urban i Baran (2016; chapter 6.2.2.).
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measure is tax credit, this is not what it is in practical terms. It is paid as an in-cash benefit to a household,
together with the family benefit, in the amount of 58.4 EUR per child every month.

The requirements that need to be met for this measure are:

e  Citizenship: parents and children must be Austrian citizens or have permanent/main residence
in Austria according to Austrian or EU laws

e Child's age: up to 18 years or in certain cases 23 years (for example, regular education, disa-
bility, pregnancy,....); children incapable to work - permanent

e |ncome: the child's annual income must not exceed 10,000 EUR

Child tax allowance is granted to taxpayers with dependent children for whom they were receiving
tax credit for more than 6 months in a calendar year. Tax allowance is realized at the moment of the
annual tax return report.

The annual amounts per child are 440 EUR per taxpayer if requested by one parent, and 300 EUR
per taxpayer if requested by both parents. Due to the characteristics of the child tax allowance, total
compensation to parents depends on income tax rates.

The maintenance tax credit targets taxpayers who maintain children who do not live with them in
the same household (for example children from a previous marriage) for which they do not receive
family allowance. The child must be a citizen of Austria, the EU or EEA, and the tax credit is realized
at the moment of the annual tax return report. The monthly amounts per child are 29.2 EUR for the first
child; 43.8 EUR for the second child; and 58.4 EUR for each subsequent child.

The tax credit for single parents and single earner families is a fiscal instrument whereby the tax
debt of single parents and single earner families is decreased, if they received family benefit for at least
one (1) child for a minimum of 7 months in a calendar year. The requirement for single earner families
is that the other spouse's annual income does not exceed 6,000 EUR. This benefit is a refundable tax
credit.

Its annual amounts per year are: for 1 child 494 EUR, for 2 children 669 EUR, and for each addi-
tional child it is increased by 220 EUR a year.

Austria will introduce the (non-refundable) tax credit Familienbonus Plusn January 1%, 2019, in
order to simplify the tax system and increase its transparency. The new fiscal instrument will replace
the child tax allowance (Kinderfreibetrag and the childcare tax deduction (Absetzbarkeit von Kinder-
betreuungskostett) and parents will receive up to EUR 1,500 per year for children below the age of 18
years and EUR 500 for children older than 18. To be eligible for the new tax credit, parents should be
liable to tax and their children should reside in Austria. Familienbonus Plusan be split into two equal
parts between spouses. Single earner and single parent households, that are not eligible for the new tax
credit (i.e., not liable to tax or earning too low incomes to make sufficient use of the tax credit), will be
eligible for the Kindermehrbetragn the amount of up to EUR 250 per child per year. The tax credit can
be claimed through the 2020 annual or monthly tax declaration (dependent upon income).

1 parents are entitled to EUR 2,300 per year of childcare tax deduction for children up to 10 years of age. A child must at-
tend a public or private childcare and education facility (such as kindergarten, nursery, boarding school etc.) or be cared for
by a pedagogically qualified person.
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Child benefits

The Austrian system of tax benefits is connected to the basic family compensation system, called family
benefit. Other child benefits are available in the social protection system.

Family benefit is a basic monthly non-taxable family benefit, paid to all families irrespective of the
parents' income. Family allowance is not taxable and to be eligible for the benefit parents must be Aus-
trian citizens or have their main/permanent residence in Austria, as defined by EU or Austrian regula-
tions. Benefit can be received for children up to 18 or 23 years of age (if children are in full-time edu-
cation). In case the child is not capable to work due to a disability which occurred before 21 years of
age (or 25 during education), the allowance can be received without the age limit. Benefit eligibility is
lost if children aged 20 years or more earn a yearly income of EUR 10,000 or more, reside abroad or are
in civil or military service. The amounts of the benefit depend on the number and age of the children in
a family and, as a rule, it is paid to the mother.

The monthly amounts per child are: up to 2 years of age, the monthly amount of 114 EUR; from 3
to 9 years of age, the monthly amount of 121.9 EUR; from 10 to 18 years of age, the monthly amount
of 141.5 EUR; for orphans and children over 18 years of age (up to 23 years of age), the monthly amount
of 165.1. The monthly amounts of the benefit per child increase depending on the number of children to
whom family benefit is granted: by 7.1 EUR for two children; by 17.4 EUR for three children; by 26.5
EUR for four children; by 32 EUR for five children; by 35.7 EUR for six children; and by 52 EUR for
each additional child.

An additional 100 EUR is paid at the beginning of the school year for all children from 6 to 15 years
of age. Families with three or more children, whose income in the previous year did not exceed 55,000
EUR, are entitled to a monthly benefit in the amount of 20 EUR per child. An additional 115.9 EUR a
month is paid for a child with a severe disability.

b) Germany
Tax benefits for children

A child tax allowance is granted to taxpayers for dependent children in households which are entitled to
child benefit. Which form of the compensation will be used depends on which instrument is more fa-
vourable for the taxpayer (benefit or savings due to tax allowance). As a rule, taxpayers with a higher
income benefit more from the tax allowance. Its annual amount is 7,428 EUR per child (of which 4,788
EUR is the main allowance, and 2,640 EUR is an allowance for schooling and similar activities, but
they are considered as a single allowance). If two (unmarried) parents request allowance for the same
child, the allowance is divided into two parts. In the opposite situation, one parent is entitled to the entire
allowance.

The requirements that need to be met for this measure are:

e  Citizenship: the parent(s) must be citizens of Germany or taxpayers without limitations. The
child must have permanent residence in Germany or in an EU MS (irrespective of citizenship).

e Child's age: up to 17 years or in certain cases 21 years (unemployment), 24 (education) or
without limitation for disabled persons.

Married couples may choose joint taxation, whereby they may have a lower or equal tax debt as in
the case of individual taxation. Child tax allowance in this case amounts to 3,714 EUR per child per
parent, irrespective of the taxation method chosen (joint or individual). It also takes into account what
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is more cost-effective solution for the taxpayer; whether it is to receive a child benefit or a child tax
allowance.

Due to the characteristics of the fiscal instrument of tax allowance, the final amount of the compen-
sation that the parents are eligible for depends on the tax rates applied to their income, which in turn
depend on the chosen taxation method - individual or joint taxation. The German system is progressive,
in contrast to the usual systems which apply one tax rate in one tax class. It is specific because it applies
geometrically progressive rates within two tax classes.

The tax allowance for single parents is available in the amount of 1,908 EUR yearly for children
eligible for child benefit. The tax allowance increases by 240 EUR for each additional child in the
household. No other adult may live in that household (for example a grandmother or a grandfather), only
the parents.

Child benefits

Child benefit is a monthly non-taxable benefit for families with dependent children. The requirements
to be eligible for this benefit are given under the requirements for the Child Tax Allowance. The benefit
depends on the number of children in the household and is paid primarily to one member of the house-
hold in which the child lives. The monthly amounts per child, for the first and second child are 194
EUR, for the third child 200 EUR, and for the fourth and every subsequent child 225 EUR.

In addition to the above benefit, other benefits also exist for children of single parents, families with
lower income, and for parents that are caring for new-born children (up to 2 years of age).

c) Slovakia
Tax benefits for children

Child credit for dependent children targets taxpayers with dependent children, and, as in Austria, it is
received along with the child benefit. Only one parent per dependent child may be eligible for the tax
credit. This benefit is a refundable tax credit. Its monthly amount is 21.56 EUR per child.

Requirements:

o Citizenship: the taxpayer (parent) must be a Slovak citizen or receive 90% of their income in
Slovakia.

e Child's age: until the completion of mandatory education (16 years) or up to 25 years if the
child is enrolled in education or in the case of disability.

e Income: the taxpayer must be employed or earn at least 6 minimum salaries a year or make a
gross income or rent from self-employment in the amount of 6 minimum salaries. The child
must not be a beneficiary of a disability pension.

Child benefits

Child benefit is a benefit for families with dependent children subject to similar requirements as the tax
credit for dependent children. Both parents and children must be Slovak citizens. Along with the basic
benefit, an additional benefit for beneficiaries of pension (old age, early or disability) is available, who
are not employed and who are not eligible for tax credit for dependent children. Its monthly amount per
child is, in the case of child benefit, 23.68 EUR, and with an additional benefit of 11.1 EUR.
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d) Slovenia
Tax benefits for children

Family tax allowancetargets one parent of dependent children in a household. Parents may share the
allowance for dependent children among themselves. Its annual amount per child is, for the first child
2,436.92 EUR; for the second child 2,649.24 EUR; for the third child 4,418.54 EUR; for the fourth child
6,187.85 EUR; for the fifth child 7,957.14 EUR; for each additional child - in addition to the amount for
the previous child 1.769,3 EUR; and for a special needs child or special care child 8,830 EUR.

Requirements:
e Citizenship: taxpayers must be Slovenian citizens or make 90% of their income in Slovenia

e Child's age: from 17 to 25 years if enrolled in education (or an unemployed child recieving an
income lower than the tax allowance).

Due to the characteristics of the fiscal instrument of tax allowance, the final amount of the compen-
sation that the parents are eligible for depends on the tax rates applied to their income.

Child benefits

Child benefit is a benefit granted to one parent (or another person) for a child under 18 year of age who
is a Slovenian citizen (or according to bilateral agreements). The amounts depend on the family's income
and the child's age and it is paid to one parent. The total amount equals the sum of individual values per
child. From January 1%, 2018 income classes are no longer determined by the average monthly salary of
all employed persons, but in nominal amounts (Table D1).

TablicaD1: Amounts of the child benefit in Slovenia (monthly, EUR)

The amount o_f child benefit until The amount of child benefit in
the completion of elementary .
Income Average monthly in- school or 18 years of age (in secondary school or until 18
come per person (in EUR) years of age (in EUR)
class
EUR)
. . 3rd and . 2nd 3rd and
1st child | 2nd child next child 1st child child next child
1 up to 185.43 114.31 125.73 137.18 114.31 125.73 137.18
2 185,44 — 309,05 97.73 108.04 118.28 97.73 108.04 118.28
3 309.06 — 370.86 74.48 83.25 91.98 74.48 83.25 91.98
4 370.87 — 432.67 58.75 67.03 75.47 58.75 67.03 75.47
5 432.68 — 545.98 48.04 56.06 64.03 48.04 56.06 64.03
6a 545.99 — 576.90 30.44 38.10 45.71 30.44 38.10 45.71
6b 576.91 — 659.30 30.44 38.10 45.71 43.44 51.10 71.317
7 659.31 — 844.73 22.83 30.44 38.10 28.83 36.44 49.65
8 844.74 — 1,019.86 19.88 27.50 35.11 22.88 30.50 39.89

The benefit is increased for single parents by 30%, and for pre-school children who do not go to
kindergartens by 20%. Additionally, large families (with 3 or more children) are entitled to a large
family benefit in the annual amount of 395 EUR (for families with three children) or 480 EUR (for
families with more than three children).
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e) Common elements and effects of the system of compensation for children in selected EU
MS

In all four of the EU MS considered, child tax benefits exist. In some MS they are the main instrument
used to offer support to families. In all MS a benefit from the social protection system is also present
(Table D2).

Austria and Slovakia have universal tax credits and social benefits, while Slovenia has the system
that is most similar to Croatian. Although Germany has a system of compensation for children which
uses similar instruments to the Croatian system (tax benefit and tax allowance), the tax

system nevertheless differs significantly. Of all the countries, Austria stands out as the only country
which has a full universal tax credit paid to all, and, despite its name, it has all the characteristics of a
social benefit.

As arule, tax credits are not progressive as the number of children increases (Austria and Slovakia),
while tax allowances grow progressively with the number of children (Slovenia and Croatia). However,
Austria and Germany take the progressiveness of the amount into account in their child benefit instru-
ments, with the increase of the number of children. Slovakia is the only country which grants an equal
amount for each child.

The complex impact of tax benefits on disposable income, depending on their type, also de-
pends on the tax system of the country (for example, on tax rates and classes, the definition of tax
payer, etc.). Tax benefits have an impact on income inequality: tax allowances are — as a rule — regres-
sive, and tax credits are slightly progressive or proportional in terms of income (Avram, 2018). It has
been found that there is greater use of tax benefits in higher income groups, but they still cover a wide
range of population groups. Although benefits have similar targets to child benefits, they nevertheless
do not produce the same distributional impact and, due to their more complex structure, it is more diffi-
cult to target them. (Avram, 2018)

The characteristic of progressiveness, following the increase in the number of children, may be
connected with the pro-natal functions of compensation for households with children, although it runs
contrary to the economy of volume. Each additional child should be less costly for parents (Letablier,
Luci, Math, & Thévenon, 2009). (Letablier, Luci, Math, & Thévenon, 2009). The economy of volume
is more present in wealthier households (Paulus, Sutherland, &Tsakloglou, 2010) which benefit most
from tax benefits. Although it has been proven almost without any exception in all empirical research
that child-associated costs rise with years (Gray & Stanton, 2010; Letablier et al., 2009), out of all the
countries mentioned only Austria and (to a certain degree) Slovenia have shaped their benefits progres-
sively in relation to the children's age.

Tax benefits for children have been researched less than social benefits, but the useful results of
micro-simulation research are available. Research was conducted in different time periods and, depend-
ing on reforms, in some cases with results that may be less applicable today.

According to the Levy, Lietz, & Sutherland (2007) analysis, budget spending in Austria for child
benefits is abundant and equally distributed according to household incomes, which is the consequence
of the universal character of the benefit (whose amounts depend on income). Compensations in Slovakia
have a very similar impact on income, but they also contain certain elements providing work-incentives
because child tax credit is given to employees. Although the instrument of tax allowance is available in
Austria, its amount is almost negligible in comparison to tax credit and child benefit.
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Table D2: Comparative analysis of basic tax reductions for dependent children in selected EU
countries, 2018 (yearly, in EUR)

Austria Germany Slovakia Slovenia
OlajSava za
TAX ALLOWANCES Kinderfreibetrag Kinderfreibetrag vzdrzevane druzinske
¢lane
Age threshold: 18 (23) 17 (217 24) 17 (25)
C1: 2.437, C2:
. . C1+: 440 ) 2.649; C3: 4.419;
Nominal amount (€): C1+% 300 C1+:7.428 Ca4: 6.188: C5:
7.957; &1
PIT schedule: rates (%): 25/35/.../55 14 - 42/42/45 16/27/.../50
PIT schedule: thresholds 18.000/31.000/.../ | 54.949/260.532 8.021/20.400/.../
(€): >1.000.000 / >260.532 >70.907
Maximum support (tax sav- 110/154/...1242 1.040 - 3.120 C1: 390/658/.../
ings; €) per child: 975/105/.../1165 /3.120/3.343 1.219
Dariovy bonus
TAX CREDITS Kinderabsetzbetrag pre ne-
zaopatrené deti
Age threshold: 18 (23) 16 (25)
Means-testing: - -
Nominal amount (€): 701 C1+: 259
Tax refund (Yes/No) Yes Yes
Child benefit available: Yes Yes Yes Yes
Means-testing: - . - Yes

Share of children (age <19)

in total population, 2017 (%): 19.6 184 20,6 195

Average (gross) wage, 2017
(€):

Notes:

42.852 39.446 13.201 23.697

Amounts are rounded and the table provides an overview of basic tax reductions for dependent children, i.e. various other reduc-
tions for single parents, disabled children, large families etc. are omitted from the table.

Abbreviations: 1 = increase; (b) C# = #(n)" child in family; C#+ = #(n)" and any subsequent child in the family.
¢ If both parents request the tax allowance.

e The child benefit is not means-tested in Germany, however persons liable to tax do not receive both the child benefit and the
tax allowance, but only one of the two fiscal instruments with the higher yield. Amounts in the table are based on individual
taxation.

Sources for number of children and wages: EUROSTAT (Population: Structure Indicators; Proportion of population aged 0-19
years; demo_pjanind; accessed 25 September 2018) and OECD (Employment and Labour Market Statistics, Average Annual
Wage, Current Prices in NCU; accessed 25 September 2018)

Levy (2003) in a comparative analysis of Denmark, France, Spain, Germany and the UK confirms
that significant budget spending on wealthier households is the consequence of tax allowances. The
same analysis shows that child allowance is gradually more beneficial than child benefit for German
households from the 8th decile group on. Due to the strong progressiveness of the German tax system,
tax benefits (not only for children) increase income inequality: an increase by 1.3 when measured by the
Gini coefficient (Avram, 2018).
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In scholarly literature, tax benefits as a fiscal instrument are often linked to a non-transparent tax
system (Brati¢, 2006; Avram, 2018), because they are "hidden spending by the state”, in comparison
with clearly visible social protection spending. Brati¢ and Urban (2006) state that "different exemptions
and tax advantages make a tax system more complex, the collection of tax more expensive and open the
possibility for tax evasion". However, tax benefits have a smaller impact to work incentives and their
up-take is greater than for social protection benefits (Figari et al., 2007). Successful record keeping, and
regular evaluation may mitigate the negative features of tax benefits (Bejakovi¢, Brati¢ & Frani¢, 2012).

The contents of this report are the sole responsibility of the World Bank.
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