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ABSTRACT 

 
A company’s profit tax is a fiscal form of the tax system. The tax depends on the total increase in economic 
activity and can, to a large extent, influence economic development. Tax systems throughout the world differ in 
terms of their structure for this fiscal form. Since its introduction to the present day, the tax system has 
experienced many modifications. Numerous tax incentives (relief) with different impacts on tax revenue have 
been used in the world. Of more than 100 types of tax relief, the majority are in the category of income tax. 
They are equally used in developing as well as in developed countries. Tax relief against income tax can take 
different forms. Each form implies either a decrease in the tax rate or narrowing of the tax base. As seen in the 
literature, income tax incentives can be classified into three major categories: lowered income tax rates, the tax 
holiday, and investment allowances. This article determines categories of tax incentives, specifically those that 
have characteristics of permanent effects on tax revenue, used by companies in Croatia. The categories of 
permanent effects are known as permanent differences between tax and accounting revenue. This research also 
deals with the usage of tax incentives as permanent factors that have characteristics of incentives, such as 
education costs and costs for scientific research projects, and their impact on tax revenue. 
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I. ACCESS OBSERVATIONS 

 

     Corporate profit tax is a tax form that has been the subject of many discussions and interests because of its 
role in decisions about funding and investment and its role in each country’s international capital movements. 
Corporation profit tax is an important factor in each fiscal system. Its importance is reflected in investment 
decisions and sets the standards and criteria of a democratic society. Tax competition is supported by the most 
governments with evident results in reduced tax revenue. However, these reductions are just the redistribution of 
tax revenues during individual taxation periods. Attention is focused on attracting both domestic and foreign 
investors.   
     Revenues from tax assessments are the most important aspect of the national budget in the Republic of 
Croatia. Although the share of income tax as a form of direct taxes in the total revenue of the national budget is 
not significant, remarks his rise from year to year. In the last two decades, the Croatian economy has been 
characterized by the transition process that involved the conversion of existing businesses from state to private 
ownership and the simultaneous establishment of new, small, privately owned businesses. The consequence of 
these developments is reflected in the structure of entrepreneurial enterprises according to their size and 
financial results, as well as the level and movement of corporate profit tax. Table 1 shows the structure of 
companies in Croatia in terms of company size and the participation income tax form for individual companies. 
 

Table 1. Entrepreneurs and Income Tax in Croatia in 2010 
Description Total Small Medium Large 

Number of entrepreneurs 96.758 95.004 1.379 375 
Income tax (in million kuna) 6.040 2.391 773 2.876 
Source: FINA, Analysis of business results achieved in 2010 year 
 
     In 2010, the dominant role achieved in the corporate profit tax belonged to large entrepreneurs with 47.62%, 
and the share entrepreneurs in the number of 0.39%. Medium-sized enterprises accounted for 1.42% of 
entrepreneurs and 12.80% of the corporate profit tax. Small entrepreneurs participated with a 98.19% share in 
the number of entrepreneurs and 39.58% of income tax. 
 



II. LEGAL FRAMEWORK FOR INCOME TAX IN CROATIA 

 

     Corporate profit tax is regulated by the Corporate Profit Tax Law (hereinafter the Act), which came into 
force on January 1, 2005. In recent years, several new amendments have been associated with tax deductions, 
exemptions, and incentives. A number of the ordinances and special laws, with the fundamental law, comprise 
the legal framework for this fiscal requirement. To determine the final tax liability, the Act defines the taxpayer, 
the tax period, tax base, and categories that influence the decrease or increase the tax base. 
     Payers of the corporate profit tax are companies and corporations resident in the Republic of Croatia that 
perform business activities independently and permanently for profit, revenue, or other assessable economic 
benefits. Domestic operating units that belong to foreign (nonresident) entrepreneurs also are considered 
taxpayers. The corporate profit taxpayer also is a natural person-entrepreneur. In this case, the entrepreneur, a 
may enter the corporate profit tax system voluntarily or by force of law. Voluntary access to the tax system 
assumes that the taxpayer has a decree issued by the tax office that makes them subject to income tax and thus 
accordingly will pay profit tax instead of income tax and will keep books and accounts under the provisions of 
the Accounting Act. If the taxpayer has statutory access to the tax system, certain prerequisites must be fulfilled: 
in the previous tax period, the company’s total revenue was more than two million kunas, or the income was 
greater than 400,000 kunas, or the fixed asset value was more than two million kunas, or in a calendar year the 
company employed an average of more than 15 employees. The criteria are not cumulative but individual. 
     Corporate profit tax is determined for a tax period, which is generally a calendar year (see Figure 1). The 
period of the corporate profit tax can be a part of the financial year if the firm was registered during the year, 
moved its headquarters or management from a foreign country, if insolvency procedures were undertaken during 
the year, or if in the course of the year the company changed status as the result of a merger, acquisition, or 
division of a company. The tax base is profit determined under accounting rules as the difference between 
revenue and expenditures prior to profit tax, increased or decreased according to the provisions of the Act. The 
difference between revenues and expenditures is reported according to accounting regulations in accordance 
with the application and Croatian Financial Reporting Standards (CFRS). Large entrepreneurs and companies 
whose securities are listed or are being prepared for inclusion in the stock exchange quotation are liable to IFRS. 
The tax base includes income from liquidation, sale, change of legal form, and divisions of the taxpayer (Law on 
Corporate Profit Tax, 2010). The tax base is determined by the market value of property unless specified 
otherwise. 
 

Figure 1. Determining the corporate profit tax. 
1. Accounting gain or loss 
+/-         2. Increase or reduction of gain (loss) 

For temporary or permanent differences between accounting and taxable income/loss 
= 3. The tax base (1): tax income or tax loss 
           - 4.  Accumulated tax loss from previous periods 
= 5. The base of corporate profit tax or tax loss (2) 
6. Corporate profit tax liability (tax base * flat rate of 20%) 
           - 7. Reliefs, exemptions, and incentives 
= 8. The final corporation income tax liability 
Source:Bubić, J., Miljak, T., Kitic, M., ″Research and Development as Criteria of Impulse for the Consolidation 
of the Company’s Capital Structure: Empirical Research in Croatia”, Varazdin Development and 
Entrepreneurship Agency, Croatia and Faculty of Commercial and Business Sciences, Celje, Slovenia, 2012, p. 
380. 
  

After the correction of the gain (loss) increase and decrease, the base of corporate profit tax is established and 
the rate of 20% is applied to it. Accounting gains may differ from tax gains. The differences may be temporary 
or permanent. 
 

III. TAX RELIEF WITH PERMANENT INFLUENCE ON CORPORATE PROFIT TAX 
 

     The Croatian legal framework regulates of the corporate profit tax deduction for this fiscal shape. The basic 
categories used to determine taxable profit (see Figure 1) should be corrected for any increase or decrease in 
profit (loss). Differences that may arise can be temporary or permanent differences in the accounting profit: The 
tax base differs from accounting profit. Temporary differences are differences between the amounts of assets or 



liabilities on the balance sheet and their tax bases ( IAS 12). These differences may be taxable and deductible. 
Taxable temporary differences will result in taxable amounts used to determine taxable profit in future periods. 
Deductible temporary differences will result in amounts that will be deducted to determine taxable profit in the 
future. Permanent differences between accounting and taxable profit are not reversed in future tax periods. 
Permanent differences arise as a result of: 

� expenses under the provisions of the Act and the ordinance that governs corporate profit tax, 
� revenues that are recognized in the statement of profit or loss and shall be permanently tax-free income 

(income from shares in the profit and income from dividends), 
� tax revenues that are not entered in the profit/loss statement, and 
� expenditures in the tax period included in the profit/loss statement but reappear in the tax balance sheet 

as a further reduction in the tax base, whereby the scope of accounting does not show again.        
This paper focuses on the category of tax relief that permanently reduces the profit tax and has a double effect 
for businesses (see Figure 2). Double action means the recognition of expenses over total expenses or a 
reduction in the tax base/tax profit. 
 

Figure 2. Tax relief from the persistent effect on profit tax. 

 
Source: Author, according to the Act. 
 

These types of relief are carried out in a variety sectors, such as the business sector, public sector, voluntary 
sector, and the higher education sector. This paper focuses on the use of permanent tax relief in the business 
sector. Tax incentives can be used in one of the following ways: tax deferrals (i.e., relief that postpones tax 
payment), tax base, or tax credits. Note that for certain types of tax incentives, many countries (e.g., Italy, 
Netherlands, Spain) prefer tax credits over deductions. 
     Tax relief in Croatia that are related to the costs of education, research, and development are classified as 
state aid. Grants are not regulated as a financial subsidy from the state budget or other sources but as the right to 
reduce the base year by which to determine liability for profit or income tax. 
     Costs for research and development projects are tax deductible expenses for business and are part of the 
expenditure incurred for the purpose of further reductions to the tax base. Reduction of the tax base depends on 
two main criteria: the type and size of the eligible costs of the enterprise. Conditions for the use of state aid for 
research and development projects are specified by the Law on Scientific Activity and Higher Education and the 
Regulation on State Aid for Research/Development (R&D) Projects. Aid for R&D projects can be realized by 
all taxpayers by reducing the profit tax basis for eligible R&D costs. According to the Law on Scientific 
Activity and Higher Education, scientific/research activity includes basic research, applied research, and 
experimental development. 
     Basic research is experimental or theoretical work conducted with the purpose of acquiring new knowledge, 
and the results of these studies do not have a market value in the form of a finished product. The results of these 
efforts are published as scientific papers. Applied research involved planned activities performed to acquire new 
knowledge and to find solutions needed to develop new or improve existing products or production processes, 
technologies, and so on; the results are often protected by a patent. Developmental studies turn the results of 
applied research into projects for new, altered, or improved products, processes, or services. 
     Reasonable costs are regulated by article 111 of the above-mentioned Act. Reasonable costs of research, 
which may be taken into account for reduction of the tax base or to calculate the amount of support, are: 

• salaries of employees and benefits to persons who are directly involved in the research, 
• material costs of the research, 
• costs of services used during the research (e.g., intellectual services), 
• costs of depreciation of property, plants, and equipment involved in the research (Article 12 of the Law of 
Corporate Income Tax),  

• depreciation costs of purchased patents and licenses that are used specifically for the research (Article 12 
   of the Tax Act), and 

Tax relief 
with a persistent effect on tax profit/loss 

Investment in education: 
Eligible costs of education and training 

Investments in research projects: 
Eligible project costs 



• overhead, which includes only the costs necessary for the research and that can be allocated on a 

reasonable and consistent basis. 
     The amount of state support is defined as individually item.  
     Reasonable costs of scientific research projects enable further reductions of the tax base by 100%, 125%, or 
150% of costs depending on whether the development is applied or basic research. 
     State aid for education and training is regulated by special laws that include definitions of terms related to 
certain categories of education, state aid, the notion of disadvantaged workers, apprenticeships for crafts, 
maritime transport, and categories of eligible costs. General education and training are not directly and primarily 
intended for current or future workers in businesses that use tax relief for education and training. The above 
education provides qualifications that are largely transferable to other firms or other areas, thereby significantly 
improving the ability of workers to find employment. Special education and training are directly and primarily 
intended for current or future workers in the enterprise. Legal definitions of general and special education vary. 
The tax base allows up to 100% of the cost of education of employees. The amount of of relief (25%, 35%, 
50%, 70%, or 100%) depends on the company’s size, whether the company engaged in maritime transport, and 
whether the conditions were met for regional state aid. 
 

IV. ANALYSIS OF TAX INCENTIVES IN THE REGIONAL ENVIRONMENT 

 

     Research related to the topic of this paper can be divided into domestic and foreign sources. Blažić (2006) 
provided a comprehensive analysis of tax incentives in the region and in EU countries. Drazic Lutilsky, I.  and 
Ćevizović (2007) compared the Croatian tax system with those of neighboring countries (Austria, Italy, 
Hungary). In a review of research on tax incentives, Kovac (2003) emphasized tax incentives as a means to 
attract foreign investment. However, as the research considered various tax incentives, it is necessary to 
emphasize that the same can be grouped as: tax rates, tax mode, exemptions, and other incentives on 
investments or any other criteria with emphasis on the reduction of the tax base, tax credits, accelerated 
depreciation, and transfer of tax losses. 
     This paper focuses on the third category mentioned above, which, in terms of efficiency, has more 
advantages. The reason lies in the fact that these types of incentives can be much more easily used to target 
certain types of investments. On the other hand, such incentives require more initial funding and greater 
administration, which may be reasons for their infrequent use. However, state aid in the form of a permanent 
reduction in the tax base/tax profit represents a new investment. The microeconomic aspects accrue greater 
value for the company, and the macroeconomic perspective creates greater overall economic growth. 
     To compare permanent tax relief methods that are part of the corporate profit tax in Croatia, Table 2 shows 
the type of impairment of the tax base for core investments and R&D in the region. 
 
Table 2. Deduction of Tax Base/Tax Profit 
Country Type of Tax Base Deduction for R&D and Other Investments 

Slovenia  Deduction for investment: 30% of the amount of investment in equipment and intangible assets  
Deduction for cost base for R&D: 20% of investments in internal R&D or to purchase R&D 
services from a third party. Deduction is limited to the tax base in the tax year; overruns can be 
transferred to the next 5 tax years. 

Serbia Tax credit: 20% investment in fixed assets (excludes automobiles, furniture, carpet, and 
artwork); 40% for small businesses. The loan amount must not exceed 50% (70% for small 
business) of tax liability. Any excess may be advantages in the next 10 years provided that the 
acquired assets remain in the possession of the taxpayer for at least 3 years. Investments in 
agriculture, fishery, textiles, metals, communications and medical equipment, and recycling 
activities have no restrictions on tax liability. 

Montenegro No deduction with stimulus feature  
Macedonia  No deduction with stimulus feature 
Albania No deduction with stimulus feature 
BIH Deduction for investment: taxpayer with investments during 5 consecutive years in the 

production value of at least 20 million KM in the Federation of BIH shall be exempt from 
corporate profit tax for 5 years. The measure applies to both residents and nonresidents. 
Incentives for research and development: all costs related to R&D tax balance loads. The 
measure applies to both residents and nonresidents. 

Source: Authors, based on IBFD (2010) and Čaršimamović (2007, p. 16)  
 



V. THE GOALS, BASIS, AND HYPOTHESIS OF THE RESEARCH 

 

     The main aim of this research is to determine the relationship between tax policy on the corporate profit tax 
of the business sector by using tax incentives that have a lasting effect on the reduction of profit tax for the 
taxpayer. The term permanent reduction of the tax gain includes two elements: investment in education and 
investment in scientific research projects. General characteristics are related to the legal form, company size, 
and type of  activities. This research tests characteristics as shown in Table 3. 
 

Table 3: Tested Characteristics 

Symbol Description  
VAR 01 Size of companies 
VAR 02 Legal Type of companies 
VAR 04 Types of activities 
VAR 14 Persistent reduction of the tax base 

 

H1 = It is assumed that the relationship between the general features of the company and the permanent 

reduction of corporate profit tax base 

 

     The research described in this paper is based on information obtained from a survey of 62 enterprises in the 
Republic of Croatia. Empirical research was conducted during the year 2011. at a selected group of Croatian 
business-sector companies. The participants in study represent all of the companies in Croatia. Only the 
companies that had gone bankrupt or those that are not active any more have not been included in this research. 
The research of  paper are  not include  the companies into bankruptcy and companies that are not active. To 
accept or reject the hypotheses, the study used statistical analysis and procedures. The statistical operation was 
performed using the software package SPSS V17. To examine the general characteristics of the sample, the 
descriptive statistical analyses reflected certain parameters: F = frequency; % = percentages, N = number of 
participants. The study examined the interdependence of variables used to test the significance of the Pearson 
correlation. The following were used to measure characteristics: p = significance level or Asymp. Sig. (2-sided) 
and r = correlation coefficient. 
 

VI. RESULTS  

 

     The paper presents and analyzes the results of research on the basic characteristics of the sample companies. 
Table 4 shows the frequencies for company sizes. This characteristic is defined with answers provided in 
accordance with  the Accounting Act.1  
 
Table 4. Frequency Variables for Company Size (VAR01) and Legal Type (VAR02)   
VAR 01 F % Cumula-

tive % 
VAR 02 F % Cumulative 

% 
(1) Large  17 27.4 27.4 (1) Joint Stock company 19 30.6 30.6 
(2) Medium  8 12.9 40.3 (2) Limited liability company 38 61.3 91.9 
(3) Small  37 59.7 100.0 (3) Other 5 8.1 100.0 
Total   N 62 100.0  Total  N 62 100.0  
Source: Survey results. 
 

     Research results shown in Table 4 reflect the size distribution of companies in the sample which reflects the 
dominance of small companies at 59.70%. This determination corresponds with the legal definition of criteria 
for small businesses. The presence of large companies was 27.40%, and medium-sized companies constituted 

                                                           
1 Article 3 of the Accounting Act: Companies are small if they do not exceed 2 of the following 3 criteria: total 
assets 32.5 million kuna, earnings of 65 million kuna, and 50 employees; medium: if they exceed 2 of the 3 
criteria for small enterprises and never exceed 2 of the following 3 criteria: total assets of 130 million kuna, 
earnings of 260 million kuna, and 250 employees; and large if they exceed 2 of the 3 criteria for medium-sized 
businesses. 
 



12.90% of the participants. Note that the size distribution characteristics have certain discrepancies in the 
representation of distribution in that a larger proportion of small businesses were included in the analysis. 

Table 5 shows the distribution of characteristics of types of companies in the sample. Retail and wholesale 
companies in the sample dominate the study at 32.3%. By order of distribution followed by companies in their 
activities focused on a set of activities. Such enterprises consititute 27.4% of the total sample. Construction, 
transportation, and storage were third in frequency at 9.7% and hotels and restaurants had a 4.8% share of the 
sample distribution. Equally represented are agriculture, manufacturing, and supply of electric energy at 1.6%. 
Furthermore, 11.3% companies did not belong to any of the categories offered in the questionnaire responses.  
 

Table 5. Frequency Variable type of business (VAR04) 
Type of business F % Cumulative 

 % 
 F % Cumulative 

 % 
(1) Agriculture, hunt 1 1.6 1.6 (8) Hotels, restaurants 3 4.8 51.6 
(4) Manufacturing 1 1.6 3.2 (9) Transport, storage 6 9.7 61.3 
(5) Electrical energy  1 1.6 4.8 (10) A set of activities2  17 27.4 88.7 
(6) Construction 6 9.7 14.5 (11) None of these 7 11.3 100.0 
(7) Trade 20 32.3 46.8     
      Total   N     62 100  
Source: Survey results. 
 

One of the goals of the research concerns the determination of the use of aid to reduce the tax base as a 
permanent amount without subsequent correction of corporate profit in some future tax period. The aim is to 
evaluate the interaction between company size, legal form, and type of activity and to use categories that 
permanently reduce the corporate tax base relative to state aid for education and training and costs for scientific 
research projects. Table 6 shows the correlation of the investigated characteristics. 

 
Table 6. Correlations 
  Legal 

 Type 
Company 

Size 
Type of 
Business 

Permanent Tax 
Base Reduction 

Legal form Pearson Correlation 1 .334
** .240 .296

*
 

Company size Pearson Correlation .334
**
 1 -.127 .371

**
 

Type of business Pearson Correlation .240 -.127 1 .019 
Permanent tax base 
reduction 

Pearson Correlation .296
*
 .371

**
 .019 1 

 N 62 62 62 62 
Note. **Correlation is significant at the 0.01 level (2-tailed); *Correlation is significant at the 0.05 level (2-
tailed). 
 

     The observed sample of companies reported a positive correlation between the legal form of the enterprise, 
enterprise size, and permanent impairment of the tax base as shown by the correlation coefficient, r = 334** and 
r = 296*. In accordance with the answers, corporations and big businesses use tax credits to exert a permanent 
reduction of the corporate profit tax. 
     Statistically significant and positive correlation refers to the interdependence of the company’s size and tax-
base reduction for categories such as investment in education and scientific research projects. Interdependence is 
recorded in the correlation coefficient r = 371**. The result of the correlation suggests that large companies and 
medium-sized companies realize double benefits. Once this benefit is realized as expenditures in the profit/loss 
statement, and other times over the tax basis of permanent impairment/gain. The type of business is not relevant, 
which means that the business sector invests in education and research projects  regardless of what kind of 
business the company does.  

The results of distribution characteristics and the correlation coefficient confirm the hypothesis regarding 
the existence of connections in legal form, size, and use of state aid for education, training, and scientific 
research projects having permanent influence that decreases the corporate profit tax base. 

 
 

                                                           
2
 Companies that  have a larger number of  business activities  
 



VII. CONCLUSION 

 
     Fiscal policy should recognize the importance of multiple categories that can affect innovation, new 
knowledge, and new products, thereby increasing overall national economic growth. Corporation profit tax in 
which the incentives are implemented in the form of state aid for scientific research projects and education, 
allows businesses to identify elements that can permanently reduce the tax base (i.e., profit tax) such thast it 
neutralizes some of the costs initiated by new investments. However, the use of state aid is associated with the 
characteristics of businesses such as its size and legal form. In other words, large companies and corporations 
have a better starting platform for the use of these incentives.  
     The current economic situation and existing access to financial resources certainly have a negative impact on 
the ability to use state aid, the subject of this research, especially for small businesses. Improvements in the 
liquidity of small- and medium-sized companies and their funding sources may result in application of scientific 
research projects and investments in training of employees to reduce the tax base and strengthen the capital 
structure. This would be of particular importance for small- and medium-sized companies that would invest in 
education and research and development with economic and social effects that are manifold for the corporate 
sector, the state budget, and the wider community. 
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