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In the summer of 2005, GAP integrated 
financial simulators into the databases, 
allowing the working groups to compare the 
financial situations of all jurisdictions with 
alternatives based on the same amount of 
money but allocated according to objec-
tive measures of expenditure need (such as 
population, primary and secondary school 
pupils, area, and relative wealth). By adjust-
ing these variables, policy makers could 
compare the different scenarios to one 
another—and to the present situation.

The simulators convinced the working 
groups that a more equitable future was 
possible. But they also showed that any for-
ward movement would have to be phased 
in, to ensure that no jurisdiction experienced 
adjustment shocks in moving to a new 
system. Accordingly, GAP introduced into 
the simulators different phase-in periods so 
that policy makers could show stakeholders 
that even governments set to lose revenues 
would have time to adjust.

In the Federation, the discussion was 
complicated by the question of who should 
“replace” the shared sales tax that munici-
palities were going to lose when VAT kicked 
in: the cantons or the Federation? Eventu-
ally, the working group decided there should 
be two separate transfers from the Fed-
eration’s share of the Single Account, one 
to cantons and one to municipalities. This 
would ensure that municipalities received 
the funds to which they were entitled while 
rolling back some of the power cantons 
had accumulated over municipal affairs. 
Moreover, both streams were to be based 
on objective measures of fiscal need—prin-
cipally population—and thus would be 
strongly equalizing in relation to the existing, 
origin-based division of indirect taxes. 

But by opting for “two streams, with equal-
ization on both streams,” the working group 
was directly challenging the existing fiscal 
order, first by contesting the de facto if not 
de jure sovereignty that had been given 
to the cantons, and then by embracing 

equalization at the expense of the origin 
principle. This challenge had the paradoxi-
cal effect of splitting the opposition to the 
reform: some of the cantons most opposed 
to the weakening of their prerogatives were 
also the ones with the most to gain from it 
financially. 

A Temporary Fix?  

Over the spring and summer of 2005, the 
working groups and their allies went on the 
road to drum up support for new legislation. 
At the same time, however, the Federation 
Ministry of Finance withdrew from the effort. 
It argued that while reform was desirable, 
there was too much uncertainty about how 
much money VAT would yield in its first year 
of operation to risk putting a new system 
in place in 2006. Instead, the Ministry 
proposed a “temporary solution”: cantons 
would be given the same proportion of 
Single Account revenues as they currently 
received from the sales tax. They would also 
continue to determine how much money 
municipalities should get and in what way. 

This put the working group, GAP, USAID, 
and Sida in a tough position. Nobody 
wanted to pursue legislation against the 
government’s wishes. At the same time, 
everybody recognized that adopting the 
Ministry’s “temporary solution” would 
squander the opportunity to introduce 
equalization and strengthen municipalities. 
Worse, by legitimizing the historical yield 
of sales tax (by origin) as the basis for the 
division of Single Account revenues, the 
government’s “temporary solution” was 
likely to re-embed the existing dysfunctional 
fiscal relationships.

As a result, the parliamentary members of 
the working group decided to introduce the 
new legislation themselves. The decision 
marked just how much ownership of the 
reforms BiH parliamentarians had taken. 
In December 2005, both houses voted to 
reject the government’s “temporary solu-
tion” and to adopt the working group’s new 
Law on the Allocation of Public Revenues. 
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Remarkably, the votes cut across party and 
ethnic lines.

But before the champagne corks could 
be popped, the Croat National Caucus 
challenged the law in the Federation’s 
Constitutional Court on the grounds that 
it threatened Croat national interests. This 
blocked implementation of the law within 
the year. But in April 2006 the Court ruled 
6 to 1 in favor of the law, and by June 30, 
2006, it was being successfully imple-
mented.

The law specifies the percentages of the 
Federation’s share of the Single Account 
that must be allocated to cantons and 
municipalities. It also defines formulas that 
govern the allocation of the cantonal and 
municipal shares to individual jurisdictions, 
and how these formulas will be phased 
in over a six-year period. As a result, all 
subentity governments now have a stable, 
predictable, and transparent revenue stream 
that will radically reduce the disparities of 
per capita income that plagued the Fed-
eration. Indeed, the revenue differences at 
the cantonal level will eventually drop from 
ratios of 4:1 to 2:1, while at the municipal 
level they will fall from more than 200:1 to 
35:1. This equalization is due in part to an 
overall increase in the share of public rev-
enues going to the municipal sector, and 
in part to a shift in funding from larger 
urban areas to rural jurisdictions.

The law also puts a floor on the amount 
of wage tax that cantons must share with 
municipalities, further strengthening and 
harmonizing the Federation’s munici-
pal finance regimes while also improving 
municipal finances. Finally, the law provides 
for the adjustment of the system if and 
when functions are shifted between levels 
of government.

Meanwhile, the story in the RS is only 
slightly less dramatic. Here, the government 
verbally supported the working group’s 
proposal but refused to get involved with 
legislative drafting, so the working group 

and the RS Municipal Association took this 
task upon themselves. With the support of 
the parliamentary opposition, this draft was 
submitted to Parliament and unanimously 
accepted in its first reading, forcing the gov-
ernment to produce its own draft that, not 
surprisingly, was less generous to munici-
palities but still abided by the principles of 
reform developed by the working group.

Before a vote could be taken on the govern-
ment’s proposal, however, the government 
collapsed. A vote on the legislation had 
to be delayed until the formation of a new 
government, which looked skeptically on 
anything prepared under its predecessor. 
But again, precisely because so much work 
had been put into developing the proposal 
with Members of Parliament and with local 
government officials throughout the RS, 
the new government adopted the legisla-
tion as its own in April 2006. As a result, 
municipalities in the RS can now also count 
on a stable and predictable share of Single 
Account revenues that will over time reduce 
the disparities of per capita income across 
the entity from their current levels of more 
than 70:1 to less than 20:1.

Conclusion

Origin-based tax sharing is an attractive 
solution to subnational fiscal problems 
in ethnically divided societies because 
although it requires a central tax administra-
tion, it leaves ethnically based jurisdictions 
in control of the taxes generated on their 
territories. Thus, it requires a common state 
but allows everybody living in it to believe 
that their taxes will not be used outside their 
jurisdictions.

In the immediate aftermath of the war  
in BiH, it is unlikely that any other principle 
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Nobody wanted to pursue legislation against the government’s 
wishes. At the same time, everybody recognized that adopting 
the Ministry’s “temporary solution” would squander the opportu-
nity to introduce equalization and strengthen municipalities.  




