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[Abstract )
This paper evaluates the share of Value Added Tax (VAT) in total government revenues in Croatia and Serbia
between 2016 and 2024, using descriptive time-series analysis based on data from the Ministries of Finance of
both countries and the World Bank. This research was inspired by the lack of recent studies directly comparing
VAT performance between Croatia and Serbia; thus, it aims to contribute a foundation for future research on
this topic. Although Serbia consistently records a higher VAT share in total government revenues (42—46%)
than Croatia (35—40%), the study finds that this does not indicate a more effective VAT system. Using the VAT
revenue ratio (VRR) as a measure of VAT collection efficiency, the results show that Croatia collects VAT more
efficiently and generates higher absolute VAT revenues, mostly due to its EU-aligned VAT design and advanced
digital compliance tools such as mandatory e-invoicing. Serbia's higher VAT share reflects its greater reliance
on indirect taxation relative to direct taxes, along with a larger informal economy that limits collection effi-
ciency. Consumption patterns, particularly the taxation of essential goods and utilities, further help explain
differences between the two systems observed. This paper concludes that VAT system design, consumption
structure, and tax compliance jointly account for most of the observed difference, and offers policy recommen-

-

dations focused on digitalization, simplification of VAT structures, and stronger enforcement.

J
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Introduction

Value Added Tax (VAT) is a consumption tax that applies to
most goods and services at every stage of production process in
which the value was added and serves as a fundamental fiscal
policy instrument. It is classified as an indirect tax, meaning that
while it is paid by consumers, it is collected and remitted to the
tax authorities by businesses.

As a comprehensive, indirect tax on consumption of goods
and services, as well as exchanges and imports, it is one of the
contributors to total government share revenues. Total govern-
ment share of revenues is a proportion of VAT collection in to-
tal government revenues within one fiscal year, expressed as a
percentage. The system design - a way of structuring the VAT
in one country, varies within the Western Balkans, whereby Cro-
atia imposes an EU aligned VAT system with a standard rate of
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25%, two reduced rates - 13% on accommodation, food, and
utilities, and a reduced rate of 5% on books, medicines, and daily
newspapers, as well as zero rate on exports, in full alignment
with EU VAT Directive 2006/112/EC. Similarly, Serbia imposes
a standard rate of 20%, reduced rate of 10%, and zero rate on
exports, international transportation services and related trans-
actions, and supplies of goods and services relating to aircrafts
and ships used in international traffic. Consumption patterns
differ between countries, and they can be defined as goods and
services purchased by households and individuals through their
income, directly connected to how much VAT is collected, while
tax compliance is the degree up to which taxpayers correctly
report and pay taxes according to the law.

This research aims to answer the following research question:
To what extent can the higher VAT share in total government
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revenues in Serbia compared to Croatia be explained by differ-
ences in VAT system design, consumption patterns, and tax com-
pliance?

Through the quantitative and qualitative, descriptive, time se-
ries analysis of data from 2016 to 2024, which incorporates both
the pre-pandemic period, the COVID-19 pandemic and its chal-
lenges, as well as post-pandemic recovery, we aim to achieve
our research objectives. This study also incorporates Croatia’s
adoption of euro as well as the period after its EU accession on
July Ist, 2013.

The main research objectives include calculation and compari-
son of annual VAT share in total government revenues for Cro-
atia and Serbia over the period from 2016 to 2024, by analyzing
the data retrieved from the official Ministry of Finance sources
of both countries. Additionally, we aim to analyze the structural
differences in the VAT system - how the VAT system is designed
across both countries and recognize its differences in our cal-
culations and analysis, as well as address the differences in EU
alignment of its respective VAT systems.

Literature Review

In this section of our research paper, we will evaluate and intro-
duce the Value Added Tax (VAT) as a revenue source for govern-
ments in the Western Balkans and Southeast Europe, with pri-
mary focus on Serbia and Croatia. By summarizing key findings
from previous research, we aim to understand the significance
of VAT for public revenues and thus be able to build upon the
research further by comparing VAT's share in total government
revenues in Croatia and Serbia. We divide this review into three
parts: explanation of VAT system in Croatia, VAT system in Ser-
bia, and comparison of regional trends and macroeconomic vari-
ables in the Balkans.

VAT System in Croatia

The VAT system in Croatia has gone through significant trans-
formations ever since it was introduced in 1998. Arbutina (2000)
conducted one of the earliest analyses of the Croatian VAT, high-
lighting the fact that it was introduced to directly align with the
EU’s Sixth VAT Directive (EU VAT Directive 2006/112/EC), but
it featured only a single standard rate of 22% in the beginning.
This study found that VAT’s share of total tax revenues rose to
52.93% in 1999 — an absolute 3.32% increase since the year be-
fore (49.61%). The author notes that the introduction of the VAT
system led to a positive increase in state revenues, and a con-
cluded that Croatia has a consumer-oriented tax system.

Fiscalization 2.0, as outlined and reviewed by Gojkovic & Mu-
lovic-Trgovac (2025), is a new addition to the Croatian’s tax sys-
tem, moving beyond the Fiscalization 1.0, which primarily fo-
cused on consumer transactions (B2C) and reducing unreported
sales. Fiscalization 2.0 extends this system by mandating digital
electronic invoices between business, as well as businesses and
public authorities — all to align with transparency standards of
the EU. This system is viewed as a key for digital transformation
of the Croatian economy that’s aiming to increase the efficiency
of businesses and their fiscal relations.

Through an analysis of the efficiency of VAT collection, Lap-
inskas et al. (2023) found that Ireland and Croatia achieved an
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increase in VAT collection efficiency by raising tax rates; when
Croatia increased its VAT standard rate from 23% to 25% there-
by aligning with its EU accession which followed in 2013. This
study highlights the significance of Croatia’s EU membership
and its positive impact on the VAT revenue collection efficiency.

Addressing the VAT Gap, the European Commission’s annual
VAT Gap report has placed Croatia among the smallest VAT gap
countries in the EU, only behind by Sweden [1]. In this report,
Croatia’s VAT gap was 3.5% of VAT Total Tax Liability, sec-
ond-best to Sweden’s 0.7%.

VAT System in Serbia

Serbia applies a multi-rate VAT system which, unlike Croatia, is
not perfectly aligned with the principles of the EU’s Sixth VAT
Directive, but they are not legally bound by it. It consists of a
standard rate of 20% applied to most goods and services, a re-
duced rate of 10% for essential goods, and a zero rate for exports
and international transport services.

Empirical evidence suggests that increases in VAT rates do not
necessarily improve tax collection efficiency. An analysis cov-
ering the period 2005-2016 found that the 2012 increase in the
standard VAT rate from 18% to 20% did not yield the expected
fiscal benefits [2]. On the contrary, the C-efficiency ratio - mea-
suring actual VAT revenues relative to their theoretical potential
- declined from 0.7165 to 0.6290 following the rate increase.
This indicates that Serbia collected only 62.9% of its potential
VAT revenue, compared to 71.65% prior to the reform. The find-
ings suggest that higher tax rates may incentivize tax evasion
and reduce compliance. Further statistical analysis reinforces
this conclusion - using Pearson correlation and multiple regres-
sion techniques, the authors identified a strong negative relation-
ship between VAT rates and efficiency (correlation coefficient
of -0.672), alongside a positive relationship (correlation coef-
ficient of 0.707) between C-efficiency and economic growth.
Regression results indicate that the VAT rate increase reduced
the C-efficiency ratio by approximately 6.1%, with the model
explaining 68.8% of total variation. Additionally, VAT revenue
growth slowed from 7.3% before the reform to 3.6% afterward.
These results imply that increasing the standard VAT rate was
counterproductive, as it may have encouraged tax evasion and
suppressed consumption.

From a distributional perspective, Arsi¢ and Altiparmakov
(2013) examine the fairness of Serbia’s VAT system across in-
come groups. Using survey data on household consumption,
they initially find evidence of VAT regressivity when measur-
ing annual VAT burdens, although this result is sensitive to in-
come underreporting. However, when applying a lifetime VAT
approach, which accounts for long-term consumption patterns,
informal economic activity, and subsistence farming, they obtain
different results.

The effective VAT burden is estimated to range between 10%
and 13%, significantly below the statutory 20% rate. These
findings suggest that conventional measures may overstate VAT
regressivity and highlight the importance of methodological ap-
proach. They also align with earlier research, which emphasizes
the trade-off between reduced rates on essential goods and high-
er standard rates on other consumption. Overall, the evidence
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indicates that both efficiency and equity outcomes of VAT policy
are sensitive to behavioral responses, data limitations, and un-
derlying economic conditions.

Comparison of VAT Systems in the Balkans

Todri and Scalera (2017) examine the effects of personal income
tax and value added tax (VAT) on government revenues using
data from Albania, Kosovo, North Macedonia, Serbia, Monte-
negro, and Bosnia and Herzegovina over the period 1991-2014.
Using panel regression, they combine all countries into a single
model to identify common patterns, while ordinary least squares
(OLS) regression is applied separately to each country to capture
individual differences. Their panel results indicate that VAT is a
key determinant of government revenues, showing that a 1% in-
crease in VAT is associated with a 7.61% increase in government
revenues as a percentage of GDP, at a 95% confidence level.

Crnogorac & Lago-Pefias (2019) found that Croatia and Slove-
nia exhibit the smallest shadow economies, meanwhile Bosnia
and Herzegovina, Serbia, Montenegro, and North Macedonia
had an average shadow economy of 35% of GDP. Authors found
that Croatia’s total tax evasion was the second lowest from ana-
lyzed countries (5.72% of GDP, compared to North Macedonia’s
4.93%).

Despite these contributions, there is a notable lack of research of
bilateral direct comparison of VAT’s share in government rev-
enues for the post 2016 period when it comes to Croatia and
Serbia. Addressing this gap requires a more context-specific
approach that incorporates institutional structure and tax design
differences to better explain the performance of VAT revenues.

Methodology

In this research paper, the chosen methodology consists of quan-
titative and qualitative data with the main objective to examine
the VAT’s share in total government revenues in Croatia and in
Serbia, whereby descriptive, time-series analysis was employed.
The chosen timeframe includes the period between 2016-2024,
since it includes most recent data and will contribute to the al-
ready existing research further because of the lack of research

Results

being done on this topic post-2016 and Croatia’s accession to
the EU in 2012. Data was collected from the following websites:
Ministry of Finance of Republic of Serbia (Ministarstvo fi-
nansija Republike Srbije),

Ministry of Finance of Republic of Croatia (Ministarstvo
financija Republike Hrvatske),

World Bank (Final consumption expenditures - Croatia and
Serbia)

Croatia’s VAT system is comprised of the standard rate of 25%,
two reduced rates of 13% (applied to food, accommodation, and
utilities) and 5% (applied to books, medicine, food and daily
newspapers), as well as zero rate which is applied to exports
of goods outside the EU and intra-EU supplies. Croatian VAT
system design is aligned with the EU VAT Directive 2006/112/
EC. Serbia applies a standard rate of 20%, reduced rate of 10%
for selected goods and services, as well as a zero rate mainly for
exports.

The main variable is the annual VAT's share in total government
revenues, which is calculated as a ratio of VAT revenue and total
government revenues for both countries during the observed pe-
riod. It is important to note that the data for Republic of Croatia
and the data for the Republic of Serbia accounted for the entire
country, without the need to consolidate or add any other data.
Data for Serbia is converted from the local currency (RSD) to
EUR to analyse data in a single, standard currency and to avoid
exchange rate distortions. Besides the calculation of the VAT's
share in total government revenues in Croatia and Serbia from
2016-2024, VAT revenue ratio was also calculated to measure
efficiency of tax collection.

The following formula is used to examine VAT’s share in total

government revenues in Croatia and Serbia:
o Total VAT revenue

" Total government revenue

VAT's share in government revenues #100(1)
The following formula is used to calculate VAT revenue ratio
(VRR) for Croatia and Serbia for the purposes of measuring tax
efficiency:

Total VAT revenue
3
VRR = (Final consumption expenditures — Total VAT revenue) + Standard VAT rate | ()() (2)
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Figure 1: Comparison of VAT's Share in Government Revenues in Croatia and Serbia
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Ministry of Finance of Republic of Croatia

VAT is widely recognized as a major source of government
revenue, accounting for 20-30% of total revenues in over 160
countries [3]. Analysis of the 2016-2024 period shows that VAT
constitutes an even larger share in the selected countries, ranging
from 35-40% in Croatia and 42-46% in Serbia. While many gov-
ernments rely heavily on VAT, the extent of this reliance varies
across countries. These differences can largely be attributed to
three key factors: consumption patterns, VAT system design and
tax collection efficiency.

Consumption Patterns

The graph in figure 1 shows that VAT’s share in total govern-
ment revenues is consistently higher in Serbia than in Croatia.
The first, instinctual, explanatory factor is of demographic na-
ture: Serbia’s population (approximately 6.65 million) is almost
double that of Croatia (around 3.83 million). Given that VAT
is a consumption-based tax levied on expenditure rather than
income, a larger population generally implies higher aggregate
consumption and, consequently, a greater contribution of VAT to
total revenues. However, the relevance of this factor should be
interpreted with caution and used only as a supporting parame-
ter, rather than the key, underlying reason for inherent differenc-

es in VAT revenues in respective countries. Furthermore, both
countries have been dealing with aging populations and negative
growth rates for the past two decades (-0,7% on average in both
Serbia and Croatia), thereby causing major shift in consumption
patterns and consumer behavior (Worldometer, n.d.).

The decreasing population may dampen the collection of VAT
revenues - elderly people spend more on essential goods and
services, utilities and especially healthcare, while their expenses
on discretionary goods decrease with age. Due to limited data
availability and inconsistencies, it can be concluded from the
graphs presented in the Appendix (figure 3 and 4) that a substan-
tial share of household income in 2022 was allocated to essential
expenditures. A significant share of household consumption in
both countries is allocated to food and non-alcoholic beverages,
accounting for approximately 27% in Croatia and 36% in Ser-
bia. These categories are subject to reduced VAT rates - 5% in
Croatia and 10% in Serbia. This difference may partly explain
Croatia’s relatively lower VAT share in total revenues, as essen-
tial goods are taxed at a more preferential rate, despite the pos-
sibility of applying the higher reduced rate of 13%, which could
potentially generate greater VAT revenues.

Forad e sk b
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Figure 2: Monthly Expenditure of Households by Categories in 2022 in Croatia
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Figure 3: Monthly Expenditure of Households by categories in 2022 in Serbia

However, it is important to consider the broader composition
of consumption and taxation. Utilities such as water, electrici-
ty, and related services also represent a substantial component
of household expenditure and, consequently, VAT revenues. In
this case, Croatia applies a reduced rate of 13%, compared to
Serbia’s 10%. This higher rate on utilities in Croatia may par-
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tially offset the revenue effects of the lower 5% rate applied to
essential goods such as basic food items, medicines, books, and
cultural services.

Taken together, these differences suggest that while lower tax-
ation of essential goods in Croatia may reduce potential VAT
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revenues, the overall impact is moderated by the structure of
reduced rates across other significant consumption categories.

More broadly, VAT revenues depend not only on the level of
consumption but also on its structure and tax treatment. A high-
er share of essential goods and utilities, taxed at reduced rates,
limits revenue potential, while greater discretionary spending
increases it. Additionally, exemptions in sectors such as health-
care, education, and financial services further narrow the tax
base. Informal consumption also plays a critical role, as untaxed
transactions reduce overall VAT performance. Consequently, dif-
ferences in consumption patterns and economic formality help
explain variations in VAT revenue outcomes across countries.

VAT System Design
VAT was introduced in Croatia in 1995, although its implemen-
tation formally started 3 years later, on January 1st 1998 [4].

Following its introduction, VAT in Croatia generated strong fis-
cal outcomes, largely due to the initially high standard rate of
22%. Although this rate was, at the time, higher than in sever-
al European countries - such as Spain, where the standard rate
stood at 16% until 2010 - and raised concerns about Croatia’s
competitiveness as a transitioning economy, particularly in terms
of investment attraction and tourism, the overall impact proved
positive. The relatively high uniform rate enabled Croatia to
secure substantial and stable public revenues from the outset,
while also signaling fiscal discipline and commitment to reform.
This, in turn, contributed to increased investor confidence and
enhanced international credibility.

However, the initial design also had certain drawbacks. The high
rate placed pressure on real purchasing power and constrained
consumption, especially in the post-war context when income
levels were significantly lower than in Western Europe. Recog-
nizing these challenges, Croatia introduced reforms as early as
1999, implementing a zero VAT rate on essential goods and ser-
vices, as well as on tourism-related activities and specific prod-
ucts.

Subsequent reforms further refined the system. In 2006, the zero
rate on tourism was replaced with a reduced rate of 10%, which
was also extended to newspapers. During the global financial cri-
sis, Croatia increased its standard VAT rate from 22% to 23% as
part of efforts to address declining GDP, rising unemployment,
and falling incomes, while stabilizing government revenues. In
2012, the standard rate was further raised to 25%, where it re-
mains today. Additional adjustments followed in 2017, when the
reduced rate increased from 10% to 13%, alongside an increase
in the VAT registration threshold. Most recently, in 2024, the
threshold was raised to EUR 60,000. These continuous adjust-
ments illustrate Croatia’s active and adaptive approach to VAT
policy, and today, with a standard rate of 25%, it ranks among
the highest in Europe, second only to Hungary.

In Serbia, VAT was introduced later, in 2005, with a standard
rate of 18% and a reduced rate of 8%, applied to essential goods
and services such as basic food items, pharmaceuticals, public
utilities, and cultural products [5]. As part of fiscal consolidation
efforts - supported in part by recommendations from the Inter-
national Monetary Fund - Serbia increased its standard VAT rate
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to 20% in October 2012 in response to persistent budget deficits.
This was followed in January 2014 by an increase in the reduced
rate to 10%, along with a reclassification of certain goods and
services from the reduced to the standard rate. These measures
reflect Serbia’s reliance on VAT as a key instrument for strength-
ening public finances and addressing fiscal imbalances.

Just like Croatia, Serbia also operates a multi-rate system today
whereby the standard VAT rate in Serbia is 20%, applied to most
transactions unless exceptions apply which include a reduced
rate of 10% on essential goods and services (basic food, medi-
cines, natural gas, books, utilities, hotel services, etc.), as well
as zero rate applied primarily to exports and international trans-
port-related activities [6].

Another important distinction concerns VAT registration thresh-
olds - in Serbia, the threshold is RSD 8,000,000 (approximate-
ly €68,000), while in Croatia, as previously mentioned, it is
€60,000 as of 2024 [7,8].

A lower threshold, as observed in Croatia, broadens the tax base
by requiring more firms to register for VAT, potentially increas-
ing revenues whereas Serbia’s higher threshold reduces adminis-
trative burdens by excluding smaller firms from the system, but
also narrows the tax base.

Serbia’s relatively higher share of VAT in total government rev-
enues can largely be explained by the structure of its tax system.
In particular, Serbia maintains comparatively low rates of per-
sonal and corporate income taxation, which limits the contribu-
tion of direct taxes and increases reliance on VAT as a stable and
efficient source of public revenue. The corporate income tax is
applied at a flat rate of 15%, while personal income taxation is
generally levied at a 10% rate on salaries, with an additional pro-
gressive surcharge of 10-15% imposed only on higher-income
individuals. Such a framework naturally shifts the fiscal burden
toward indirect taxation, positioning VAT as a central pillar of
revenue collection.

In contrast, Croatia’s VAT system operates alongside a more sub-
stantial contribution from direct taxes. Although Croatia applies
a relatively high standard VAT rate, and despite the presence of
reduced rates and exemptions, its overall tax structure is more
balanced. As a member of the European Union, Croatia adheres
to a harmonized VAT framework, which introduces additional
regulatory complexity, particularly in relation to intra-EU trade,
and may influence the domestic tax base. At the same time, di-
rect taxation plays a more prominent role - personal income tax
rates are progressive, typically ranging from 15% to 33% (lower
tax band: 15-23% and higher tax band: 25-33%), while corpo-
rate income tax is set at 10% for smaller enterprises (with annual
revenues below EUR 1 million) and 18% for larger firms. Social
contributions further reinforce the importance of direct taxation
in total revenues.

Consequently, both Serbia and Croatia operate VAT systems
based on multiple rates, with VAT serving as the primary reve-
nue source. Croatia exhibits a more diversified, mixed taxation
system, more closely aligned with European Union standards, in
which both direct and indirect taxes contribute substantially to
overall government revenues whereas Serbia relies more heavily
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on revenues generated from VAT. Ultimately, these differences
highlight how Serbia’s indirect-tax-oriented system contrasts
with Croatia’s more diversified, EU-aligned taxation model.

VAT Compliance (Efficiency)

To evaluate and compare the efficiency of VAT collection in
Croatia and Serbia, this analysis employs the VAT revenue ratio
(VRR), also referred to in earlier literature as the C-efficiency
ratio. The VRR is calculated as the ratio of actual VAT revenues

to the product of the standard VAT rate and final consumption
expenditure, net of VAT revenues [9]. The shift in terminology
from C-efficiency to VAT revenue ratio reflects a more precise
conceptualization of the measure. Specifically, final consump-
tion expenditure is typically recorded at market prices in na-
tional accounts and therefore includes VAT; consequently, VAT
revenues must be deducted to avoid overstating the theoretical
tax base [10].

VAT revenue ratio

100.00%
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Figure 4: VAT Revenue Ratio of Croatia and Serbia (2016-2024)

From a theoretical perspective, VAT achieves maximum effi-
ciency when applied uniformly across all goods and services
at a single standard rate, without exemptions or reduced rates.
Empirical evidence supports this view: a study by Copenha-
gen Economics finds that a single-rate VAT system is the most
economically efficient design, as differentiated rates and ex-
emptions increase administrative and compliance costs. A VAT
revenue ratio of 100% is generally considered a necessary,
though not sufficient, condition for an efficient VAT system with
a broad base and uniform taxation. In contrast, a ratio below
100% suggests unrealized revenue potential, typically due to a
“policy gap”, resulting from reduced rates and exemptions, and/
or a “compliance gap”, arising from tax evasion, informality, or
administrative inefficiencies [11].

The spike in the VAT revenue ratio observed in 2022 in both
countries can largely be explained by macroeconomic factors
rather than structural reforms. The post-pandemic recovery
was marked by high inflation - approximately 10,8% in Croatia
and 12% in Serbia (World Bank, n.d.). Additionally, the Rus-
sian-Ukrainian war drove increases in food and energy prices.
Given the ad valorem nature of VAT, rising prices led directly to
higher nominal VAT revenues. Similar patterns were observed
across European and OECD countries, alongside improvements
in compliance driven by digital reporting, e-invoicing, and an-
ti-fraud measures [11,12].

It is important to note that stronger reliance on VAT doesn’t nec-
essarily mean higher VAT efficiency, which can be concluded
by comparing figure 1 and 2. Although both countries have im-
plemented multiple-tax rates, they significantly differ in the effi-
ciency of collecting VAT, resulting from informal economy, tax
administration and collection mechanisms. Croatia and Serbia
both exhibited largest informal economies as a share of GDP,
which is estimated to be 24,1% and 31,3% of GDP, respectively,
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which placed Croatia in B category and Serbia in C category
according to the latest data from world economics GDP data
quality rating (World Economics, n.d.).

Naturally, the larger the share of informal economy, the greater
the tax evasion, and ultimately the lower the VAT revenues col-
lected. Additionally, Croatia being a member of the EU, means
that it is fully harmonized with EU Directive 2006/112/EC. As
an EU member state, Croatia follows the destination-based VAT
principle, standard EU e-commerce rules, and requires electron-
ic filing and strict compliance. As of 2026, all VAT-registered
businesses must issue, transmit, and receive structured e-in-
voices (XML format) for domestic B2B and B2G transactions
through a certified service provider, linked in real-time to the
Tax Administration which will further strengthen VAT collection
efficiency and potentially lower tax evasion and informal trans-
actions. Its EU membership requires strict rules and procedures
to be followed which leads to better enforcement, digital report-
ing systems and cross-border VAT control (intra-EU trade rules).
Fiscalization 2.0 requires mandatory e-invoicing and real-time
reporting which is closely aligned with EU VAT rules. By cap-
turing all invoices digitally (e-invoices) which are transmitted in
real-time to the Croatian Tax Administration for approval at the
time of issuance, Croatia ensures transparency in VAT reporting
and prevents tax evansion to some extent. It should be noted that
the mandatory real-time reporting applies mainly to domestic
B2B transactions. Cross-border invoices (exports or intra-EU
supplies) are not currently required to go through this real-time
system, though they must still be reported via standard VAT re-
turns [13].

Serbia represents a strong candidate for European Union acces-
sion, as evidenced by its proactive alignment of the VAT system
with EU standards, despite the absence of a formal requirement
to do so at this stage. In addition, ongoing reforms, such as the
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introduction of electronic invoicing and the planned implemen-
tation of a pre-filled VAT return system by 2027, aim to enhance
data accuracy, transparency, and overall tax compliance. How-
ever, despite these improvements, Serbia’s VAT revenue ratio
remains lower compared to Croatia and more advanced systems,
which can be partly explained by structural and behavioral fac-
tors [2].

According to Legeida and Sologoub (2003), the effectiveness of
VAT collection is often undermined by low taxpayer compliance
and the presence of numerous exemptions, leading to a situa-
tion where the effective tax rate falls below the statutory rate.
Their analysis further suggests that there is no universal optimal
VAT rate applicable across all developing countries; instead, ef-
ficiency depends on country-specific institutional and economic
conditions.

In the case of Serbia, empirical findings indicate a negative
correlation between increases in the standard VAT rate and
collection efficiency. Notably, the earlier standard rate of 18%
was associated with higher efficiency compared to the current
higher rate, implying that excessive tax burdens may discour-
age compliance and incentivize tax evasion. Frequent changes
in tax rates can further exacerbate inefficiencies by creating
uncertainty and administrative complexity - an issue also ob-
served in other countries such as Romania. Overall, the evidence
suggests that improving VAT efficiency in Serbia requires not
only rate adjustments but also simplification of the tax system,
strengthening of institutions, and better alignment between fiscal
and broader economic policies. As emphasized by Legeida and
Sologoub (2003), a coherent and stable tax policy framework
is essential for enhancing both compliance and revenue perfor-
mance in developing economies.

Overall, the results suggest that Croatia’s VAT system is more
efficient and institutionally robust, reflecting the benefits of reg-
ulatory alignment, administrative modernization, and lower lev-
els of informality. In contrast, while Serbia has made significant
progress in reforming its VAT system, further improvements are
needed. Strengthening institutional capacity, simplifying the tax
structure, and enhancing policy coherence will be essential for
improving VAT efficiency and overall revenue performance in
the future.

Discussion

Limitations and Recommendations

A more granular assessment of VAT performance would ideally
incorporate indicators such as the size of the informal econo-
my, the prevalence of tax evasion, and administrative efficiency.
However, this study is subject to several important limitations -
due to a lack of consistent and accurate data across years, it was
not possible to calculate the VAT gap or conduct more advanced
empirical analysis. Similarly, the absence of harmonized data
on household expenditure prevented a detailed decomposition
of income across consumption categories. Furthermore, limit-
ed and imprecise data on the shadow economy posed a signifi-
cant constraint because estimates are often approximate and not
methodologically consistent. Ultimately, the impact of informal
economic activity on VAT performance could not be quantified.
Lastly, differences between Croatia and Serbia, where Croatia is
part of the EU and has a more balanced tax structure and Serbia
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is more indirect-taxation oriented, showcases that a higher VAT
share does not necessarily indicate greater efficiency, but may
reflect structural differences.

To improve VAT revenue performance and increase its share
in total government revenues, several policy recommendations
emerge:

*  Strengthening tax administration through digitalization such
as e-invoicing, real-time reporting, and data cross-checking
can reduce evasion and improve compliance

*  Simplifying VAT structures, particularly by limiting exemp-
tions and reduced rates, can broaden the tax base and en-
hance efficiency

* Implementation of target enforcement measures and stron-
ger penalties for non-compliance

e Cash transfers (whether implemented through the tax or
benefit system) should be able to better target support to
poorer households and achieve redistribution objectives
than reduced VAT rates [10].

Conclusion

Now that we have analyzed the obtained results and discussed
all the contributors to the difference in VAT's share in govern-
ment revenues in Serbia and Croatia, we can finally answer our
research question: ,,To what extent can the higher VAT share in
total government revenues in Serbia compared to Croatia be ex-
plained by differences in VAT system design, consumption pat-
terns, and tax compliance? The findings of this study indicate
that these three factors explain the observed difference to a sig-
nificant extent despite similarities in demographic trends, partic-
ularly aging populations with consumption largely concentrated
on essential goods and services and utilities, variations in VAT
system design and tax compliance play a decisive role.

Although Serbia has a greater VAT share in total government
revenues, Croatia is more efficient in the collection process
(shown by consistently higher VAT revenue ratio) and it also
generates greater VAT revenues in absolute terms. Several fac-
tors contribute to Croatia’s higher VAT revenue ratio - Croatia’s
membership in the European Union has required alignment
with strict regulatory and administrative standards, which has
strengthened tax compliance and institutional capacity. Further-
more, Croatia has introduced advanced digitalization measures,
including mandatory e-invoicing and real-time reporting for do-
mestic business-to-business (B2B) and business-to-government
(B2G) transactions, effective from 2026. These measures are ex-
pected to further enhance transparency and reduce opportunities
for tax evasion.

Compared to unified, one-standard VAT rate, the multi-rate
structure introduces greater complexity, which can create oppor-
tunities for tax evasion, misclassification of goods and services,
increased administrative and compliance costs, and greater sus-
ceptibility to lobbying. Therefore, while Serbia achieves a high-
er VAT share in total government revenues, this outcome should
not be interpreted as an indicator of superior tax system perfor-
mance. Furthermore, although the three factors examined in this
study provide a strong explanatory framework, it is important to
recognize that other structural and institutional differences be-
tween the two countries may also influence VAT performance.
Nevertheless, VAT system design, consumption patterns, and
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tax compliance remain key determinants that explain the ma-
jority of the observed variation. Several limitations should be
acknowledged in this research paper and they are related to the
lack of consistent and reliable data, making it impossible to esti-
mate the VAT gap or conduct more advanced empirical analysis,
while limited and non-harmonized household expenditure data
restricted a more detailed assessment of consumption patterns.

To improve VAT revenue outcomes, policymakers should pri-
oritize strengthening tax administration through digitalization,
including e-invoicing and real-time reporting systems. Simpli-
fying VAT structures by reducing exemptions and multiple rates
could further enhance efficiency and broaden the tax base. Fi-
nally, targeted enforcement measures and better-designed redis-
tribution policies, such as direct cash transfers, could improve
compliance while protecting vulnerable households.
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Figure 6: VAT Revenue Ratio from 2016 to 2024 in Serbia (in €)
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Figure 7: Share of VAT in Total Government Revenues from 2016 to 2024 in Croatia (in €)
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Figure 8: Share of VAT in Total Government Revenues from 2016 to 2024 in Serbia (in €)
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