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FOREWORD

“Monitoring the Process of Croatia’s Accession to the EU” is the
title of a project launched in 2002 by the office of the Friedrich Ebert
Stiftung Zagreb in cooperation with the Institute of Public Finance. The
principal aim of this research project is to have the different phases of
the Croatian process of accession to the EU monitored and evaluated by
Croatian researchers. In addition to the regular official reports on the
progress of the implementation of reforms in Croatia by the government
and international organisations, this project aims to present on an annu-
al basis a critical view by independent domestic experts on the acces-
sion process, covering political, economic and social fields. The first
results of this work were published last year in a report under the title
Croatian Accession to the European Union: Economic and Legal
Challenges. The positive response to the publication within the Croatian
public as well as in international circles encouraged us to continue with
the work. In order to enlarge the view and analysis of the reform
process, this second report — as compared with its predecessor - concen-
trates rather on institutional aspects of policy and the legislation, as pre-
sented in the different chapters of the book.

Since the publication of the first report the situation of Croatia
with regard to the accession process has changed. Croatia’s strong com-
mitment to meeting the requirements of the Stability and Association
Agreement (SAA) of November 2001, despite some critical voices, led
to many positive reactions from EU-countries and in February 2003 the
Croatian government applied officially for EU membership. Finally,
after the voluminous EU questionnaire has been answered and handed
over to the European Commission, a final decision is expected for
spring 2004, whether or not Croatia will receive candidate status. The
country has made already considerable progress on its way to becoming
a member of the EU. However, apart from this positive development
there remain a number of deficits to be overcome that require further
steps and activities in the process of adapting to EU standards.

Like the first publication, this second report attempts to give the
reader an in-depth view of some of the problems and political
approaches in this context. To allow an intensive discussion of the
problem areas presented in this study the Institute of Public Finance
and the Friedrich Ebert Stiftung have agreed to organise a series of
workshops in the course of the year on the topics of the different chap-
ters. Through this publication and the subsequent workshops we hope
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that we will be able to provide a useful contribution to the public
debate on Croatia’s accession to the EU, thus making the way for fur-
ther steps on this way a little smoother.

Finally, I would like to thank all those who contributed to this
project, particularly Dr. Katarina Ott, director of the Institute of Public
Finance and editor, as well as Prof. Dr. Nenad Zakosek for assisting in
editing the contributions.

Zagreb, December 2003

Dr. Riidiger Pintar

Friedrich Ebert Stiftung

Head of the Regional Office for
Croatia and Bosnia-Herzegovina
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Chapter 1

CROATIAN ACCESSION TO
THE EUROPEAN UNION:
INSTITUTIONAL CHALLENGES

Katarina Ott
Institute of Public Finance
Zagreb

What Brussels has said, essentially, is that if we work hard, we will get
into the EU. This means we will definitely not get in.

Ognjen Pribicevid, director of Belgrade's Center for South Eastern Eu-
ropean Studies. Quoted in the "Financial Times" of 7 July 2003.

ABSTRACT

The objective of this chapter is to sum up the results of the mo-
nitoring of Croatia's accession to the European Union (EU). This is a
project in which a number of authors have taken part, each of them
wanting in his or her own area to draw the attention of the politicians,
experts, the media and the public to the requirements of the EU, and the
weaknesses and strengths of Croatia, and to offer their recommenda-
tions for a better and faster accession to the EU, as well as a better and
faster development of both the economy and society. After an introduc-
tion in which stress is placed on the importance of institutions for the
development of the economy and society, the second part starts off op-
timistically with the opinions of others concerning us, goes on pessimi-
stically with EU views about itself and its own development, and in part
three the results are summed up in terms of topics — macroeconomics,



the budget deficit, poverty, inequality and social exclusion, the rule of
law and the judiciary, governance and the public administration, consu-
mer and environmental protection, and legal aspects of the protection
of ethnic minorities, science and higher education, and social values. In
the fourth part, there is consideration of what has changed in Croatia
during the year since the printing of the previous book; in the fifth, the
degree of Croatian preparedness to join the EU is discussed; in the
sixth, recommendations are offered for as good an adjustment as possi-
ble; and in the seventh, conclusions. Very briefly, it can be concluded
that Croatia is working hard at implementing the Stabilisation and
Association Agreement (SAA) and at adjusting to EU requirements, but
that a better implementation of regulations will be required, together
with a more rapid establishment of new, and a better functioning of exi-
sting, institutions. Crucial in this respect are problems in the public ad-
ministration, in conjunction with the establishment and strengthening
of the institutions essential for market liberalisation. This project too
shows, once again, that irrespective of developments within the EU it-
self and its attitude with respect to Croatia, the country needs to work
on its own institutions, launch the necessary reforms as rapidly and tho-
roughly as possible, and achieve better results in knowledge and educa-
tion; in addition, the active participation of all those involved in the pro-
cess is also a matter of vital importance.

Key words:
European Union, Croatia, institutional adjustment

INTRODUCTION

After Croatia submitted its application for membership in Fe-
bruary 2003, there were many speculations in the public at home and in
Europe at large as to whether Croatia would be able to get into the EU
in 2007, no matter whether Bulgaria and Romania will be able to enter,
or whether it will have to depend on the development of events in tho-
se two countries. The basic hypothesis of this paper is that Croatia will
be able to enter the EU at the moment it is ready for this, that is, when
it meets all the necessary conditions, irrespective of the states of affairs
in Bulgaria and Romania. As distinct from the amusing scepticism of
the author quoted in the epigraph, the second hypothesis is that Croatia
will indeed make the effort, and that it will meet the conditions for EU



entry. Whether this will be in 2007 or perhaps in 2010 is not the subject
of this chapter. Of course, we should count on the situation in the EU
possibly being at that moment, irrespective of Croatian efforts and suc-
cess in meeting the conditions, such as to militate against the entry of
any country at all, including Croatia, then.

And so this book, like that of last year, speaks of the degree of
Croatia’s preparedness to join the EU in terms of various selected to-
pics. While last year we focused on economic and legal, this year we
have attached particular importance to institutional, topics.

For it is increasingly manifest that it is the institutions that hold
the key to the development of both the economy and the society. In the
literature, too, these topics hold sway. The IMF (2003), for example,
concentrated on growth and institutions. Briefly, the conclusion of the
IMF is that the growth of the quality of institutions leads to a rise in the
level and rate of growth of per capita GDP and reduces oscillations in
growth. Developing countries can perform much better economically if
they improve the quality of their institutions while at the same time
maintaining a healthy macroeconomic policy.

This includes the necessity for institutions to protect the rights
of ownership, to support the rule of law, to secure proper market pro-
tection, back up macroeconomic stability, encourage social cohesion
and stability. The form of the institutions is not set hard and fast, rather
must be adjusted to the local conditions in each country. Particularly
important is to increase competitiveness, including the openness of the
market, which will lead to reduction of the influence of interest groups,
a better flow of information and greater transparency. The consequen-
ce will be a more effective handling of economic policy and a reduction
of corruption. It is a good idea to make use of additional external op-
portunities such as, for example, joining the EU, which can contribute
to the improvement of institutions. It is most important, however, that
there should be the while a firm will for institutional reform, that there
should be decisiveness and dedication within the actual country, and
that they should not be imposed from outside.

Hence, in this book we have decided to discuss macroecono-
mics, fiscal aspects, welfare, the rule of law and the Croatian judicial
system, governance, public administration, consumer protection, envi-
ronmental protection, the legal aspect of the protection of ethnic mino-
rities, science and higher education, and social values.

In the first part of the text that follows we shall start off optimi-
stically and ask what others think of us. In the second part pessimism



will descend as we wonder what the EU thinks of itself. In the third part
of the text we shall ask what we think about ourselves and the EU, that
is, briefly sum up the basic results of this project per chapter. In part fo-
ur we shall indicate what has changed in the year that has elapsed sin-
ce the printing of the previous work, and in the fifth we shall show the
current degree of readiness in Croatia for joining the EU. In the sixth
part we shall sum up the basic recommendations, and in the seventh
provide the shortest possible conclusions.

LET’S START OPTIMISTICALLY:
WHAT DO OTHERS THINK ABOUT US?

IMF experts in a survey of the state of affairs in the transition co-
untries show that an external anchor, such as joining the EU, does speed
up institutional reforms. The total transition indicator of the EBRD —
which quantifies advance in areas such as market liberalisation and com-
petitiveness, privatisation and corporate restructuring, financial sector
reform — shows that there are much more powerful structural reforms ta-
king place in accession countries than in the other transition countries.
“Indeed, only one other transition economy (Croatia) currently outper-
forms any of the accession candidates” (IMF 2003:102).

Alesina and Spolare (2003) say that most of the ten richest co-
untries in the world in terms of per capita GDP have populations below
five million, and that for small countries success crucially depends on
the openness of their markets and liberal trade. Hence in their view eco-
nomic integration and political disintegration should go hand in hand,
supporting each other, and the EU could by combining large economies
of scale and political independence be ideal for small countries. From
this we could conclude that for Croatia, with 4.3 million inhabitants,
size itself should not be any obstacle at all, and EU accession could cer-
tainly help us in economic integration.

Bilek (2003) wonders whether Croatia can catch up with Roma-
nia and Bulgaria. According to certain economic indicators — per capi-
ta GDP, GDP growth, inflation, wages, foreign direct investment —
Croatia is in any case much better off. Romania and Bulgaria, on the ot-
her hand, have better indicators regarding budgetary deficit, public debt
and current balance deficit. Still, with the positive development of the
economy and learning from the experience of the trailblazers, Croatia
could conclude all the chapters of the acquis faster than those who ha-



ve gone on in front, and it will not need the three to four years that it
took them. Croatia can enter the EU together with Bulgaria and Roma-
nia, perhaps not in 2007, but very likely between 2008 and 2010.

Even in that ever-sceptical journal The Economist one can read:
“... the club of 25, and soon to be 27 or 28 members...” which might
indicate that calculations are already being made about the entry of
Croatia together with Romania and Bulgaria.i

Thus there are some reasons for optimism.

CONTINUING PESSIMISTICALLY:
WHAT DOES THE EUROPEAN UNION
THINK ABOUT ITSELF?

Some of the readers of last year’s book complained about our
scepticism regarding the future of the EU and the entry of Croatia. This
year, many events — the failure of the EU constitution to be voted in, the
fall in the popularity of the EU and the euro among EU citizens to the
lowest level to date, dissensions about the failure to respect the rules
about the amount of the budgetary deficit, the unequal treatment of old
and new or big and small members — can only make observers from co-
untries that hope to join the EU even more sceptical.

Although dissensions about the manner of voting are commonly
blamed for the recent debacle in the negotiations concerning the EU
constitution, it is increasingly apparent that there are more profound
reasons. In fear that it will be difficult to coordinate a community of 25
members, there is increasing debate about the opportunities for the
creation of a smaller community of countries or a pioneers’ club within
the EU, that is, a strengthening of the original founders of the European
Commission (France, Germany, Italy and the Benelux countries).i Yet
there is little likelihood that this will be realised formally, for some of
the countries are not interested, and there are legal obstacles within the
EU to any such arrangements.iii Still, it is fairly logical to expect that
within such a large community an inner circle of countries, naturally
the older members, the richer and the larger will, formally or infor-
mally, make the key decisions, while the more recent members, who
are poorer and smaller, will ineluctably have a marginal role.

For a few years France and Germany have regularly run budge-
tary deficits in excess of 3%, but a majority of finance ministers of the
EU at a meeting held in November 2003 deferred the undertaking of



any measures against these countries. As against this, in 2001, when
Portugal overstepped its budgetary deficit of 3%, in response to severe
pressure from the EU, it had to slash public spending and in 2002 keep
the budgetary deficit within the given framework of 3%, the Portugue-
se economy as a result falling into a deep depression and hence taxation
dropping and the budgetary deficit once again rising to 5% in 2003.

In recent times there has been a marked fall in the popularity of
the EU and of its currency unit the euro. According to opinion research
carried out by the European Commission in autumn 2003, only 48% of
EU citizens were of the opinion that it had been a good thing for their
country to join the EU. Only 52% of those who used it thought that it
had been on the whole worthwhile bringing in the euro. Just a year be-
fore that these percentages had been much higher.v

In short, there are reasons in plenty for pessimism concerning the
future of the EU. But in spite of scepticism concerning the outlook for the
Union and Croatian entry into it, there is every reason to endeavour to meet
the majority of the conditions that the EU requires, because the benefits
from making the adjustments can be enormous for us. Imagine that we are
living in a country with a proper judiciary, with universities whose degrees
are recognised throughout Europe, with an efficacious public administra-
tion — “Europe” would then be here among us with or without the EU.

BUT WHAT DO WE THINK OF OURSELVES
AND OF THE EUROPEAN UNION?

In this part of the paper we shall briefly abridge the views of the
authors of this book on individual topics: macroeconomics, the budgetary
deficit, welfare policy, the rule of law and the judiciary, governance and
the public administration, protection of the consumer, of the environment
and ethnic minorities, science and higher education, and social values.

The challenges of macroeconomic stability

Dubravko Mihaljek points out that Croatia, albeit with oscilla-
tions, has since 1995 recorded an average rate of growth of over 4%, and
since 2000 an upward trend in economic growth. Despite widespread
beliefs, the role of private consumption in this growth has not increased
dramatically, and the share of consumption in GDP has not yet reached



the levels that are considered normal in this phase of development. Even
more important, investment is growing, and its structure is improving,
while government spending is no longer the main generator of growth.
Although a more powerful contribution by exports to growth would na-
turally be very welcome, instead of the selective promotion of exports,
the author suggests the establishment of a higher quality legal and judi-
cial system, transparent regulation of market competition, provision of
infrastructure, education and social services in cases when the market
alone is incapable of providing for them properly. The greatest challen-
ge to macroeconomic policy could be contained in symptoms of too
great a success, that is, of large inflows of capital, and not lack of suc-
cess, particularly in conditions of inadequately firm fiscal discipline.
Hence it will be necessary to set interest rates at an appropriate level, be-
cause rates that are too high could lead to exaggerated inflows of short-
term capital, and rates that are too low to over investment and inflation.

Can we enter the European Union with
a budgetary deficit?

Judita Cuculi¢, Michael Faulend and Vedran Sogi¢ have calcu-
lated that the net costs of Croatian membership in the EU in 2007 or the
net loss to the budget could come to about 1% of the expected GDP. If
we add these effects of membership to the Government’s fiscal projec-
tion, according to which the budgetary deficit of general consolidated
government in 2007 should come to 2%, we can predict a deficit of abo-
ut 3%. It will be difficult with a deficit of this order to conduct a fiscal
policy in line with the Stability and Growth Pact. The reasons for such
predictions are changes in budgetary revenue and expenditure brought
about by joining. Where revenue is concerned, a country gains transfers
from the EU budget, revenue from excise rises, but customs duty reve-
nue is lost. As for expenditure, there are adjustment outgoings, such as
in transport and environmental protection, as well as a change in the
structure of expenditure because of the joint financing of transfers from
the Structural Funds.

Poverty, inequality and social exclusion

There are no express EU requirements to do with the adjustment
of social policy. Predrag Bejakovi¢ therefore opts to compare the situa-



tion in Croatia with that in the members and the candidates. Absolute
poverty is low in Croatia, while the characteristics of the poor are very
similar to those in other countries. Above all, the poor are the unem-
ployed and the inactive. Economic growth in Croatia, although at a rea-
sonable level, does not create adequate opportunities for the poor, whi-
le they are anyway in a disadvantaged position with respect to taking ad-
vantage of those that do exist. In parallel with the reduction of the role
of the state in the economys, its active intervention in critical areas whe-
re the market fails to provide an effective distribution is essential. Croa-
tia spends considerable resources on social programmes, but it does not
collect information and does not adequately monitor who is receiving
aid or what the benefit of such aid is. There is no need to expect the im-
possible from joining the EU, rather one should look to the coordination,
control and direction of assistance to areas where it is most necessary.

The rule of law and the Croatian judicial system

Alan Uzelac states that the judiciary is faced with many pro-
blems, such as the shortage of experience and knowledge, poor decision
making, the impossibility of obtaining unbiased and fair trials for some
categories of parties and cases. One of the greatest problems lies in the
long court cases, or, put in another way, in the necessity to ensure a trial
within a reasonable period. The Ministry of Justice is optimistic, but the
author is sceptical concerning the success of reforms because of the lack
of any clear vision or conception of changes. He stresses the absence of
any serious or sincere will for thoroughgoing reforms and the lack of
readiness of justice and the ruling elites for the shock that an effective
and high quality justice system would have to lead to. The essential ad-
justments must be institutional, and not just in the letter of the law. Un-
fortunately, the process is lengthy and difficult to implement, but it is ne-
vertheless essential not only for joining the EU but also for the construc-
tion of a liberal democracy and a successful market economy.

Governance and the public administration

Marijana Badun claims that Croatia lags behind the EU and the
CE candidates in terms of all governance indicators used — rule of law,
democracy, corruption, political stability and the effectiveness of go-



vernment — as well as in terms of the quality of the public administra-
tion. There is nevertheless a positive side in that all these indicators are
slowly improving. The problems in the civil service derive from inap-
propriate education for contemporary needs, inadequate monitoring of
the performance of officials, a high degree of politicisation, an absence
of an appropriate organisation culture and inherent values, an inheritan-
ce of clientelism and paternalism, and a lack of orientation to the cit-
izen. Unfortunately, there is no clear short-term plan of implementation
or strong political will for reform. Nevertheless, the Government has
provided for a halt to the expansion of the civil service, for horizontal
decentralisation, increased rationality and economy, and training for
the EU. This is particularly important because the civil service will ha-
ve to carry out many legislative reforms in the country, and should al-
so provide high-quality representatives in the EU who will be able to
face the competition from representatives of other countries.

The SAA places particular responsibilities upon the Croatian civil
service in the areas of protection of competition and the rules for the gi-
ving of government or state aid. Ana-Maria Boromisa points out the
weaknesses of institutions that are the consequence of ill-defined priori-
ties and timetables for the implementation of measures. First of all, there
is no defined strategy for the development of the public administration;
there are frequent adjustments, legal uncertainty reigns, there is no trust
in institutions, and stronger control is necessary. Effectiveness is not mo-
nitored, financial control is weak, and the budget is not activity-based.
The European Commission complains of the weakness of the institutions
charged with effective collaboration with the ICTY and the implementa-
tion of other obligations from the peace agreements. Reform of the pu-
blic administration is essential in order to increase effectiveness, to meet
deadlines better and to enhance trust in government. Here the experience
of the accession countries needs using, as well as the technical and finan-
cial assistance that is available through, for example, CARDS.

Consumer protection

The SAA imposes on Croatia the obligation to adjust to both the
legal system and the real protection of consumers in force in the Euro-
pean Community. Aida Liha shows that in this area Croatia is unfortu-
nately a fair way behind not only the member countries but also the ac-
cession countries. The Consumer Protection Law was adopted only in
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2003, and it constituted nothing more than a start to the long-term crea-
tion of a society on a consumer scale. Croatia will have to harmonise
and adjust its laws, as well as to promote an active policy for consumer
protection, for greater provision of information, the development of in-
dependent consumer associations, effective legal protection of consu-
mers for the sake of improvement of the quality of products and the
maintenance of appropriate safety standards. Protection is essential al-
so for the proper functioning of a market economy, and the develop-
ment of the administrative infrastructure is a precondition for control of
the market and the implementation of laws. Croatian institutions are the
while confronted with difficulties in the legislative and institutional sp-
heres, as well as those of information and education.

Protection of the environment

Within the framework of the acquis that all the candidate states
have to take on there is a special chapter on the environment, and in the
SAA there are particular concrete obligations designed specifically for
Croatia. Rapprochement with the EU in this area is exceptionally com-
plex, demanding and expensive, because of the marked differences in
the standards, in the legislative and administrative system, and in the
actual state of affairs in the environment to date. Alida Ban analyses en-
vironmental protection with an emphasis on the institutional fra-
mework, on the information system, the educational system and public
participation. For the moment, within the given periods, Croatia is suc-
cessfully putting into effect the obligations deriving from the SAA, is
carrying out international projects, making studies and analyses of
comparative regulations, a national strategy and a national plan have
been adopted, and a project has been submitted for the CARDS pro-
gramme. The legislative background is fairly good, particularly in so-
me segments, but the problem is in the poor coordination of the nume-
rous structures of the state administration and the meagre involvement
of citizens in the environmental protection procedure.

Legal aspect of the protection of minorities

Snjezana Vasiljevi¢ considers the legal aspect of protection of
minorities in Croatia, above all their position before and after the Con-
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stitutional Law on the Rights of Ethnic Minorities came into force in
2002. Looked at from the point of view of the law, Croatia has made a
major breakthrough in the protection of minority rights, both for Croa-
tia and for the countries of the whole region. It is the duty of states, ir-
respective of the tragic experiences of the past, or perhaps rather beca-
use of these experiences, to ensure the coexistence of all individuals, ir-
respective of their ethnicity. It is not just a matter of the requirements
of the international community and the EU, but a question of the con-
struction of a democratic, multicultural and multiethnic state. And after
all, the Croatian constitution too guarantees the right to ethnic equality,
as well as the equality of all individuals before the law. But as in some
other areas, so in the protection of minorities, the actual laws, if they
are not appropriately implemented in practice and if they are not in ac-
cordance with the real needs and capacities, will not be adequate to en-
sure rapid accession to the EU.

Science and higher education

Darko Polsek has discussed the outlook for the development of
Croatian higher education and its incorporation into the Bologna Pro-
cess, that is, the European unification and reform of higher education.
Croatia does not stand out from the higher education standards of the
accession countries or the countries in the region, but it is faced with
many problems, such as insufficient university autonomy, inadequate
processes for the recognition of degrees, students and faculty that are
insufficiently mobile, employment problems, financial irrationality, a
poor state administration, a dubious double system (university and
polytechnic), inadequate control of the quality of education, lack of li-
felong learning and poor collaboration with the economy. Require-
ments are met only nominally, that is, the regulations that have been set
are accepted in theory but are not brought to life in practice. The poor
government administration and university administration will be hard
put to prepare us for the keen competition, the introduction of new pro-
grammes, international programmes with international degrees and
greater student and faculty mobility. By way of consolation, there are
very similar problems in the most developed European countries, which
in higher education are finding it difficult to keep up with the more suc-
cessful United States.
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Social values

The majority of Croatian citizens want the country to enter the
EU, hoping thereby for a higher standard of living and general progress."
At a time when, according to the European Commission research al-
ready mentioned, among the actual citizens of the EU belief in the Union
and its institutions is falling, Ivan Rimac and Aleksandar Stulhofer
analyse social values in Croatia, endeavouring via them to assess how
ready or unready Croatia is to join the EU. In connection with post-ma-
terialism and social capital, Croatia is similar to the average of the acce-
ssion countries, and is sharply distinct from the mean of countries outsi-
de the EU. Citizens of Croatia have a poorer opinion of democracy and
authority in their country than the citizens of the accession countries,
which is probably the consequence of the ineffectual handling of the
transition in the nineties. Since citizens often judge transnational institu-
tions in the light of their knowledge of national institutions, it is essen-
tial to undertake measures to facilitate and accelerate integration into the
EU, and what is even more important, to create a greater level of social
trust, economic performance and political stability.

WHAT HAS CHANGED IN CROATIA IN
THE YEAR SINCE THE PUBLICATION OF
THE PREVIOUS BOOK?"

Looked at from a macroeconomic point of view, it is encoura-
ging that thanks to a rise in private spending and investment economic
growth has accelerated (coming to over 5%), the inflation rate has fal-
len below the EU level (coming to 1.5%), the stability of the kuna to-
gether with a favourable access to the international capital market has
been maintained, and the budgetary deficit reduced (below 5% of
GDP); in addition, positive structural reforms have been carried out, for
example, in the labour market, in capital transactions and in the securi-
ties market. But unfortunately, the deficit in the current balance of pay-
ments has been considerably increased (6% of GDP), and foreign debt
has risen (70% of GDP), while privatisation and the restructuring of
state-owned corporations is proceeding too slowly, which has resulted
in the further growth of government guarantees for public (as well as
private) firms.
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In the recent period many new laws and regulations have been
passed, often according to the parliamentary “urgent procedure”, vario-
us bodies and agencies have been set up in order to meet the demands
of the SAA and the EU. However, the situation in practice is often very
dubious. The reason for this is the low quality of the public administra-
tion and the absence of any real will (for example, for the agencies to
be genuinely independent) as distinct from the mere formal fulfilment
of the requirements. Regulations have often been passed without appro-
priate preparation and/or even the intention to implement them.

Among the new or amended laws one might mention in particu-
lar the Law and the Ordinance on State Aid, the Constitutional Law on
the Rights of Ethnic Minorities, the Law on Elections, Amendments to
the Labour Law, the Law on Foreign Currency, the Law on Equality
between Men and Women, the Law on Homosexual Unions (although
there was a great deal of resistance, Croatia is now one of the few co-
untries to regulate this matter in a special law) and the Law on Protec-
tion Against Violence in the Family.

As well as the new and amended laws and newly-formed agen-
cies, we can include the following among the positive steps:

* Further liberalisation of trade in the region, although unfortunately
with bilateral and not multilateral agreements.

* Croatia became a member of CEFTA. It is true, when they join the
EU, some of the countries will leave CEFTA, making the association
less important.

» Labour legislation has been made more flexible and a start has been
made on the drawing up of the National Action Plan for Employment.

» The National Foundation for the Development of Civil Society has
been founded, and work started on the elaboration of a Development
of Civil Society Strategy.

 Thanks to the fine work of MEI, the transparency of the harmonisa-
tion process has been enhanced, and on the MEI Web site there are
many documents, such as the Interactive Plan for the Implementation
of the SAA.

* The visa regime for citizens of Serbia and Montenegro has been tem-
porarily suspended.

» Equality between men and women has been strengthened not only by
the passage of the relevant new statute, but also by the inclusion of
certain essential provisions (e.g., the introduction of the principle of
equal pay for equal work and that concerning sexual harassment) in-
to the Labour Law.
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* Similarly, an attempt has been made to palliate the position of victims
of family violence not only by the passage of the Law on Protection
against Violence in the Family, but also through adjustments to the
Civil Proceedings Law preventing suits being dragged out, which is
of particular importance to victims of family violence.

And yet, there are still many very serious problems.

In the SAA Croatia assumed the obligation to found an operatio-
nally independent body to monitor government aid. The new body has
not been established; rather the task has been entrusted to the Agency
for the Protection of Market Competition. The condition has been no-
minally satisfied, but because of unresolved personnel and financial
matters, the Agency is not yet properly equipped for the task.

Similarly the Croatian Energy Regulation Council is only for-
mally independent, and the shortage of personnel is a serious constraint
on the development of its institutional capacity.

The laws that are passed are often poorly harmonised. From the
Constitutional Law and the Election Law it was not clear whether mi-
norities were allowed to vote twice — for the minority and then for the
party list, and this led to numerous debates just before the election. So-
me of the laws are deficient or do not take in all the essential provisions
of EU directives (e.g., the Equality between Men and Women Law) and
the courts will have numerous problems in applying them.

An ill-founded optimism reigns among Croatian politicians.
Projections and plans of adjustment are often unrealistic. Often the
work done is scanty and feeble. Often there is money, there are instruc-
tions and support, but the plans are weakly implemented. In fact, it of-
ten seems that there is no will for genuine implementation of the har-
monisation process.

ARE WE WORKING WELL AND TO
WHAT EXTENT ARE WE PREPARED?

In some of the areas dealt with there are concrete EU or SAA
requirements (for example, environmental protection, consumer protec-
tion, ethnic minority protection) and in some of them there are no con-
crete demands, rather we have focused more on a comparison with the
actual state of affairs and processes in the members, the accession co-
untries and Croatia (for example, in the case of social values, welfare
policy, higher education).
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In most of the areas we can say that plenty is being done, consi-
derable effort is being invested, as well as resources, and yet the outco-
mes are not always as we would have them be. There is in principle a
commitment to reform, there are many instructions, support program-
mes, new laws are passed, those that already exist are changed and ad-
justed, and the formal side is often more than satisfied. But unfortuna-
tely, a poor public administration, weak coordination among the insti-
tutions, poor statistics and monitoring of information, an optimism that
is frequently unfounded, sometimes even an absence of any real will for
reform, an ineffective judiciary, weak supervision of the political deci-
sion-makers: these are some of the basic weaknesses and shortcomings
that are holding back the reform processes.

In welfare policy, for example, many different programmes ha-
ve been launched, but the role of government in the redistribution is un-
coordinated and there are no proper statistics; programmes and their re-
sults are not monitored. The courts are not effective and there seems to
be no real desire for a thoroughgoing reform in this area. There are al-
so serious gaps in the legal framework necessary for the development
of civil society — although quite a lot has been done in this area — and
an environment conducive to development is not being created.

As for the protection of ethnic minorities, formally, everything
is fine, and the law provides for many good approaches, such as the
dual franchise, councils and representatives of ethnic minorities in units
of local self-government, councils for minorities at government level,
and yet there are many ambiguities that need resolving, that is, the let-
ter of the law needs to be harmonised with real needs and capacities.

If the social values in Croatia are compared with those in the
member states, the accession countries, and countries completely outsi-
de the EU, we can see that we are equally as well prepared as the acce-
ssion countries. Some trends are positive; and yet the role of the state,
that is, of politics, is still too great in the economy; education and the ju-
diciary are still ineffective. For this reason the mark given to democracy
and satisfaction with the political authorities in Croatia is closer to the
mean of countries outside the EU than to that of the accession countries.

RECOMMENDATIONS

Each chapter of this book contains recommendations that relate to
specific areas. Here we shall endeavour to sum up those recommendations
that are common to most of the authors and that are most often repeated.
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Take most of the steps as soon as possible, without waiting for
Croatia to become a member of the EU. This requires considerable fi-
scal adjustments in the next few years. A decision on adjustments will
not be easy to make because there are great requirements for public ex-
penditure, and the deficits can at the moment be relatively easily finan-
ced. In particular it is necessary to make a realistic evaluation of the
structural bottom line of the budget and the effect of the budgetary sta-
bilisers, develop an active fiscal strategy capable of rapidly and flexi-
bly enlarging or diminishing the budgetary deficit in accordance with
the movements of the business cycle, and draw up long-term projec-
tions of fiscal adjustment. In the case of the public administration, for
example, institutional changes are needed that cannot be carried out
overnight and that cannot wait, because the whole process of joining
will depend above all on the quality of the public administration.

Become a part of international programmes that already exist.
In many areas, such as environmental and consumer protection or edu-
cation, there are international programmes in which Croatia as state, or
some of its regions, cities, institutions, firms, NGOs, can be involved
already, and advantage should be taken of this. This would improve the
situation in Croatia, contacts can be made and experience gained, and
the conditions created for better collaboration after the eventual joining
of the EU.

Carry out institutional and not merely formal legal adjustments.
It will not be enough for changes in the judiciary just to change the
laws; rather, more profound personnel and social changes are required,
even a change in the mind-set of judges, attorneys and public notaries.
Along with changes in the letter of the law, linked objectives have to be
achieved according to a plan: a quality and stable legislation, a compe-
tent and efficacious judiciary, respect for the results of proceedings, and
an effective enforcement of judicial decisions and other decisions foun-
ded on law.

Reforms have to be comprehensive. In all areas it is necessary to
define the objectives, strategies, order, deadlines, organisation and re-
sponsibilities. In the reform of the public administration, for example,
this means a clear demarcation of the authorities of the bodies of the go-
vernment administration from those of institutions with public autho-
rity; the determination of the organisation of all institutions; the reduc-
tion of the number of ministries, and the improvement in the coordina-
tion among them; establishment of performance criteria, and the foun-
dation of budgets upon performance. In environmental protection, for
example, the competent ministry has to adopt a single strategic docu-
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ment for the overall procedure of harmonising regulations concerning
the environment.

The public administration is of crucial importance. Croatia sho-
uld devote particular attention to reinforcement of the civil service so
as to make sure that the appropriate ministries can properly carry out
the many legislative reforms they have committed themselves to (Euro-
pean Commission, 2003). Of particular importance here will be coordi-
nation, team building, motivation, accountability and internal and ex-
ternal control, in each and every segment of the public administration.

Strengthening the rule of law and order. In order to restore the
trust of citizens, it is essential to have an effective executive branch,
greater professionalism, depoliticisation, more transparent work by the
ministries and the Government, and a precise definition of accountabi-
lity. In order to increase trust in institutions in Croatia (and so indirect-
ly in the EU as well) the fight against corruption is essential, to slow
down the cynicism and opportunism met particularly among the young.
In some segments, as for example in the protection of ethnic minorities,
the harmonisation of the law is required not only with international and
European laws, but also with the Croatian Constitution. In addition, the
passage of a comprehensive anti-discrimination law to prevent discri-
mination against individuals on any basis, and not just the ethnic, is
required.

Independence and transparency. To enable the better functio-
ning of institutions and the enlargement of public trust in them, it is ne-
cessary not only to found but also to enhance the independence and
transparency of independent bodies in areas like energy, environmental
and consumer protection and government aid.

Statistics and research. For the better coordination and monito-
ring of welfare policy programmes, for example, improved statistics are
essential, which holds too for further investigations into social and wel-
fare problems.

Education. In order to reduce the educational gap with the EU
average it is essential to improve the quality of education in all areas
and at all levels. In higher education, for example, it is necessary to re-
solve the current problems of unlawfulness in legal, property and aca-
demic matters, the problem of recognition of degrees, to collaborate
with foreign countries, to introduce curricula taught in English, new in-
terdisciplinary curricula, and set up doctoral courses.

Public information. It is crucial to strengthen the openness, in-
dependence, critical ability and responsibility of the media in order to
improve the quality of both media and government, to achieve a better
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level of information about the EU itself and about the concrete pro-
blems, as well as the capacities of the society in for example welfare
policy, environmental and consumer protection, and the protection of
minorities.

CONCLUSION

At the end we may conclude that Croatia’s accession to the EU
is moving in the right direction, but that there are still causes for con-
cern, and that it would be wrong to be duped by exaggerated optimism.
Croatia is still not ready, does not meet many of the conditions, but with
effort and exertion could well be ready even before the EU wishes to
accept the country. In any event, it would be good to meet most of the
EU requirements even if there were no EU.

There is in Croatia an amazingly low level of interest in the real
effects of membership. And yet one should approach the costs and be-
nefits very seriously. If not because of the desire to live in a country that
is as clean and beautiful as it may be, then at least because of the great
costs that await us in this area, we should look for example at the costs
of adjustment in environmental protection. If Croatia entered the EU in
2007, adjustment costs in environmental protection alone would in that
year come to about 300 million kuna, or about 0.1% of the predicted
GDP for 2007. Since the EU offers many funds that can be used for ad-
justment in this area, it is essential to build up a system capable of ab-
sorbing as many as possible of these EU resources."ii It is especially im-
portant to stress here that important resources — depending upon our
own capacities — can be used already, even before EU accession. But
for this, knowledge is required and the coordination of the bodies of go-
vernment, at all levels, as well as the participation of business, of the
non-governmental sector and members of the public.

It is interesting that there is a gap in Croatia between the real si-
tuation and the perception. For example, in opinion research concerning
the most important problems in Croatia, an ineffective civil service was
in thirteenth place out of twenty. And yet, all authors of this book, and
the European Commission itself, put forward precisely the weaknesses of
the public administration. Perhaps the most essential thing will be depo-
liticisation, because as long as recruitment to the civil service is not done
according to merit, but often on grounds of political acceptability, it is
impossible to expect any essential improvement in the state of affairs.
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It should be stressed in particular that the procedure for joining
the EU is a lengthy and painful one, and that it should be initiated as
soon as possible, especially since Croatia is planning to become a mem-
ber in a period of time shorter than all the candidates to date. Decisive
moves in the reform of the public administration should be taken as soon
as possible, because the changes take a long time, improvements cannot
be waited for, and the whole procedure of the current negotiations with
the EU actually depends on a high-quality public administration.

One should bear in mind that the accession of neighbouring co-
untries will have considerable consequences for Croatia. When Slove-
nia for example has to apply EU regulations to do with Krsko NPS, the
same regulations will have to be implemented in Croatia. Hence in que-
stions to do with preparations for emergencies, nuclear safety and sup-
ply security Croatia will have to accept EU regulations even before the
time provided for in the SAA.

We may, then, in brief conclude that Croatia is working hard to
implement the SAA and adjust to the demands of the EU, but a better
application of rules and a faster establishment of new, and the better
functioning of existing, institutions will be required. Thus the pro-
blems in the public administration, and particularly in the judiciary, as
well as the establishment and strengthening of institutions that are
essential for the deregulation and liberalisation of the market are of
crucial importance.

The Economist, November 22, 2003, p. 14 “European Union Enlargement —
Clubbing Together”.

There are frequent articles on this in The Economist.

Obstacles decline with time, but it is still necessary for at least eight members to
agree with some form of enhanced collaboration.
http://europa.eu.int/comm/public_opinion/archives/eb/eb60/eb60_en.pdyf.

Poll results can be found at www.mei.hr.

vi Here I would particularly like to thank those authors — Predrag Bejakovic¢, Ana-
Maria Boromisa, Ramona Franié, Marina Kesner-Skreb, Dubravko Mihaljek, Mia
Mikié, Snjezana Vasiljevié, Igor Vidacak and Aleksandar Vuki¢ — who made the
effort to update their papers from last year.

For more on estimates of the costs and benefits of a possible accession in 2007, see
the chapter by Cuculi¢, Faulend and Sosic.
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Chapter 2

CHALLENGES OF MACROECONOMIC
STABILITY: A SPEED LIMIT ON
CROATIA’S ACCESSION TO THE
EUROPEAN UNION?

Dubravko Mihaljek*
Bank for International Settlements
Basel

ABSTRACT

This paper analyses three issues that could potentially affect
macroeconomic stability and hence the speed of Croatia’s accession to
the European Union (EU): (i) Can the economy continue to rely on
domestic demand as the main source of growth or is stronger reliance
on exports necessary in the medium term? (ii) Is the external current
account deficit in Croatia “excessive” and how have high deficits been
corrected in the past? (iii) Does the expansion of bank credit to the pri-
vate sector carry the seeds of macroeconomic instability? The paper
argues that clearer signs of healthier growth have emerged since 2000,
and that the Croatian economy should be able to adjust to the widening
external deficit in 2002—03 in an orderly manner. However, there are
reasons to be concerned about the expansion of private sector credit, as
recently it has been financed largely by foreign borrowing. Large capi-

* The views expressed here are those of the author and do not necessary represent those
of the Bank for International Settlements. The author is takmg part in this project as an
independent researcher. Helpful comments from Ante Cicin-Sain, Andrea Mervar,
Katarina Ott, Sandra Svaljek and two anonymous referees are gratefully acknowledged.
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tal inflows are likely to become the main challenges for macroeconom-
ic policy in the run-up to Croatia’s EU accession. Policy makers will in
particular have to address the so-called “ToSovsky dilemma”, i.e., set
interest rates at an appropriate level: setting them too high would invite
excessive short-term inflows, while setting them too low would lead to
excessive investment and thus inflation.

Key words:

Croatian economy, enlargement of the European Union, transition
economies, macroeconomic stability, economic growth, current
account reversals, bank lending, banking system vulnerability, capital
inflows

INTRODUCTION

Many Croatian citizens presently hope and expect that Croatia
will join the EU in 2007. Since the government submitted its EU mem-
bership application in February 2003, the ability to meet the conditions
for EU accession has become the subject of almost daily assessments in
virtually every sphere of economic, social and political life in the coun-
try. Macroeconomic stability is usually not seen as a major issue in this
context. One reason is that good macroeconomic performance is not per
se a condition for the accession: the key economic criteria are the exis-
tence of a functioning market economy and the capacity to cope with
competitive pressure and market forces within the Union. As the expe-
rience of Greece, Ireland, Portugal and Spain around the time they
joined the EU has shown, these criteria can be satisfied even without a
distinguished record of macroeconomic performance. Another reason is
that macroeconomic stability is now largely taken for granted — low
inflation, a stable exchange rate and a reasonable growth rate have been
maintained since late 1993 despite considerable changes in the domes-
tic and external economic environment.

Over the past year, however, the Croatian economy has started
to face some new macroeconomic challenges. This paper focuses on
three issues in particular: (i) Can the economy continue to rely on
domestic demand as the main source of growth or is stronger reliance
on exports necessary in the medium term?; (ii) Is the external current
account deficit in Croatia “excessive” and how have high deficits been
corrected in the past?; and (iii) Does the expansion of bank credit to the
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private sector carry the seeds of future macroeconomic instability?
These issues may have an important bearing on the speed of Croatia’s
accession to the EU. For instance, evidence that the economy returns
quickly to a normal growth path following a reversal of current account
deficits provides certain assurance that rapid growth could be sustained
in the medium term, which should facilitate Croatia’s accession efforts.
On the other hand, evidence that adjustment is slow or partial may indi-
cate that imbalances are accumulating. In that case, the imbalances may
eventually have to be resolved through a crisis, which is bound to be
costly in terms of growth and could delay Croatia’s accession to the EU.

The main message of the paper is that there are reasons for cau-
tious optimism on the outlook for continued macroeconomic stability.
First, evidence of healthier growth seems to have emerged in the past
few years (see Section 2). Contrary to widespread belief, the role of pri-
vate consumption as a source of growth has not increased dramatically
in recent years, and the share of consumption in GDP has yet to reach
levels considered to be normal at this stage of development. More
importantly, investment has strengthened and its structure has
improved, while government consumption is no longer a major driver
of growth. On the external side there is clearly considerable room for
stronger and cyclically more stable contribution of exports to growth.
However, a review of the experience of countries that have followed an
export oriented growth strategy cautions against heavy intervention to
promote selected export industries. This experience also points to the
key role of strong domestic competition for sustainable growth.

If one admits that growth in the long term need not be driven
solely by exports and that strong contribution of domestic demand is
essential for balanced growth, a key question becomes how the econo-
my adjusts to occasional surges in domestic demand and external
deficits. The conclusion in Section 3, which studies past episodes of
current account adjustment, is on the whole encouraging: the Croatian
economy has so far reversed current account deficits fairly quickly.
This provides at least some assurance that the correction of the external
deficit, which widened considerably in 2002 and the first half of 2003,
could proceed in a more or less orderly manner, i.e., through slower
growth of private consumption, imports and investment on the one side,
and a rebound in exports on the other.

As regards the credit expansion, the assessment in Section 4 is
more cautious. The latest lending boom has exceeded a common bench-
mark for the “safe” expansion of private sector lending. More impor-
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tantly, the expansion has been almost entirely financed by foreign bor-
rowing, raising concerns about the accumulation of external debt and
banking system vulnerability, despite the fact that prudential indicators
for the banking sector are at present relatively favourable.

Concluding the paper, Section 5 elaborates on some challenges
for macroeconomic policies that are hardly being discussed in Croatia
at present. In particular, based on the experience of other accession
countries, it seems likely that the main challenge in the run-up to the
EU accession will be how to handle large capital inflows. Such inflows
pose a fundamental dilemma for monetary policy to which there are no
clear answers. But the more policy makers know about other countries’
experiences, the greater the chances that this symptom of success will
not be a harbinger of instability.

SOURCES OF GROWTH: DOMESTIC
DEMAND VS. EXPORTS

What is exactly the record of growth in Croatia in recent years?
Has economic growth been sacrificed for the sake of maintaining low
inflation and exchange rate stability, as many critics have argued? Has
more recently the quality of growth been sacrificed for the sake of tem-
porarily raising the rate of GDP growth through a “boom” in private
consumption and public investment? Or has the growth performance
become more sustainable in recent years? This section attempts to shed
some light on these questions.

Signs of healthier growth since 2000

When analysing sources of growth it is common to look at con-
tributions to GDP growth rather than growth rates of different compo-
nents of GDP.! Figure 1 thus shows data on GDP growth and its sources
from 1995 through the first half of 2003. This period was chosen
because macroeconomic performance in earlier years was severely dis-
torted by the effects of the Homeland War (which partly also affected
the 1995 data) and the initial stages of economic transformation. The
average annual growth rate during this period was 4.2%. Three points
stand out.
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Figure 1 GDP growth and its sources, 1995-2003 (percentage points)
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* The main source of growth since 1995 has been domestic demand.
Because of weak performance of exports relative to imports, the con-
tribution of the external sector (measured by net exports, that is,
exports minus imports of goods and services) was on average nega-
tive over this period. The external sector was a more important source
of growth than domestic demand only during the period of weak
growth in 1998-2000. However, except in 2000, net exports made a
positive contribution to growth because of import compression rather
than export expansion.

In 1995 and 1997, the sources of growth were clearly unbalanced.
However, in both cases the imbalance was corrected in the subsequent
year (see Section 3). Both these years were also exceptional in that
growth of domestic demand was driven by the post-war recovery of
private consumption and investment in reconstruction. This is not sur-
prising given that private consumption declined by 8% in real terms
between 1991 and 1994, and investment by 6.5%.

In 2002 and the first half of 2003, there was a similar but smaller
imbalance between the domestic and external sources of growth. The
issue here is, hence, to what extent this imbalance will be reversed by
the end of 2003 and in 2004. Data for the third quarter of 2003 and
current projections for the full year indicate that adjustment is already
underway (see Section 3), so it remains to be seen whether it will be
sustained.
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To gain further insight into the question of growth sustainabili-
ty, Figure 2 decomposes domestic demand growth. One can easily
notice changes in the composition of growth between the period
1995-2000 and the period since 2001. Thus, while the role of personal
consumption as a source of growth has been on average more or less
constant, government consumption has played a significantly smaller
role as a source of growth since 2001. Another positive development
has been a strong revival of investment since 2001, in particular after
negative contributions to GDP growth in 1999 and 2000.

Figure 2 Changes in sources of domestic demand growth (period averages)
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Changes in GDP shares of aggregate demand components also
suggest that the pattern of growth may have become more sustainable
in the past few years. Figure 3 (left panel) indicates that the rising share
of private consumption since 2000 reflects a recovery from a trough in
1999. In fact, the share of private consumption in the first half of 2003
(about 61% of GDP) was lower than in 1995 (64% of GDP). By com-
parison, the average share of private consumption in GDP for a sample
of the 23 largest emerging market economies during 1980-2002 was
73% (in the Czech Republic, Hungary and Poland, from 71-75%).
Thus, rather than being excessive, one could argue that private con-
sumption in Croatia has yet to catch up with a level that can be consid-
ered normal at this stage of economic development. Figure 3 also
makes clear the decline in the share of government consumption (from
28% of GDP in 1999 to 22% since 2002), and the sharp increase in the
share of investment.ii
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Figure 3 Composition of domestic demand, 1995-2003:H1 (percent of GDP)
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Changes in the structure of investment have also been encourag-
ing. Between 1996 and 2001, the share of private investment rose from
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72% to 77% of the total, while that of public investment fell from 28%
to 23%. Furthermore, the share of equipment rose, indicating a shift to
a more growth-oriented structure of investment (Figure 4). In interna-
tional comparison, the share of investment in Croatia (about 25% of
GDP in 2002) was the same as the average for a sample of the 23 largest
emerging market economies between 1994 and 2002, but lower than in
the more advanced transition and emerging economies, where invest-
ment accounts for 28-33% of GDP. Thus, Croatia also has to catch up
— rather than slow down — as regards the rate of investment.

Figure 4 Composition of investment, 1996-2001
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A final point to note is that Croatia’s exports of services have
become larger than its exports of goods since 2001. Thus, focusing on
merchandise exports, which have stagnated at about $4.5 billion per
year since 1995, ignores the other, much more dynamic half of
Croatia’s total exports — that of services. And when exports of services
are taken into account, the share of exports of goods and services in
GDP has increased significantly in recent years, rising from under 40%
of GDP in 1998 to 46% in 2002. Since Croatia’s exports are highly cor-
related with imports, the share of imports has also increased, but by less
than the share of exports.
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In summary, recent macroeconomic performance points to sev-
eral signs of healthier growth since 2000. In particular, there has been
an improvement in the structure of domestic demand. If these trends are
sustained, growth will have firmly shifted towards a healthier pattern.
One should not forget, however, that the main components of growth
continue to follow a rather pronounced cyclical pattern, with periods of
rapid expansion in domestic demand and deterioration in net exports
followed by contraction (or slower growth) in domestic demand and
improvement in net exports. This growth pattern is fairly typical of
emerging market economies and has been also observed in successful EU
accession countries over the past few years. For instance, the shift towards
domestically driven growth became apparent in 2001 and has strength-
ened in 2002—03 throughout central Europe because of the stagnation
of the western European export market (see Chapter III in BIS, 2003).

Changing views on export-oriented growth

Despite indications that growth trends in Croatia are on the
whole becoming sounder, it is worth asking whether growth could be
accelerated through greater reliance on exports in the medium term.
This question is also relevant in other Central and East European coun-
tries. With relatively low inflation, stronger growth and improving
prospects of EU accession, a key challenge has become the need to
develop a policy environment that will facilitate faster catching up with
EU countries. Since some of the fastest growing economies since the
1960s have been the Asian countries, which have sustained high growth
rates of exports, there has been considerable interest in their export-led
growth strategy. It may therefore come as a surprise that recent studies
of the Asian experience cast doubt on the benefits of an export-orient-
ed growth strategy and its applicability in Central and Eastern Europe.
Four results stand out.

» The empirical evidence on the positive long-run relationship between
exports and economic growth is weak. Medina-Smith (2001)
reviewed for the United Nations Conference on Trade and
Development (UNCTAD) 42 empirical studies on exports and growth
published since the late 1960s. He concluded that recent econometric
evidence does not support the view that exports cause growth, as
many economists maintained until recently and as early studies sug-
gested. For instance, internal forces — in particular strong domestic
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competition — have been more important for Japan’s economic suc-

cess in the post-World War II period than external trade (Boltho, 1996).
* Useful lessons from the Asian experience that are applicable to EU
accession countries are not the ones usually emphasised in public dis-
cussions about exports and growth — subsidies to export industries.
Rather, the useful lessons are fairly commonsense and “boring”: the
importance of sound macroeconomic policies and strong domestic
competition; an outward oriented trade regime; and public support for
the development of trade infrastructure (export financing and insur-
ance, market research, dissemination of information about foreign
market opportunities, training and education in export-related skills
and technology transfer) (Kokko, 2003).
Rather than being an example to follow, heavy intervention is the sin-
gle most important negative lesson of the Asian experience. Selective
large-scale export promotion schemes have been very costly in terms
of growth and efficiency. Such schemes have often been interpreted
as a signal that market prices and short-term nominal profits do not
matter in heavily supported industries. The moral hazard involved has
contributed to too much risky investment, resulting in excess supply
and downward pressure on prices. In addition, the sectors that have
not been supported have faced a heavier tax burden and crowding-out
in credit markets, with further complications if the export promotion
measures have been financed through foreign borrowing.
Finally, it is worth noting that, since the Asian crisis of 1997-98, the
Asian emerging economies themselves have started to move away
from reliance on exports to domestic demand as a more stable source
of growth in the long term. One reason has been that, by expanding
capacity in export industries and neglecting non-tradable sectors,
these countries have become overly dependent on external demand
and began to suffer from inefficiencies in the domestic markets. The
crisis has also exposed some weaknesses of the export-oriented model
that had been long ignored, such as the tolerance of financial repres-
sion and of opaque governance (Asian Development Bank, 1998).

What are the implications of these findings for the
current debate on exports and growth in Croatia?

First, even though the benefits and applicability of an export-ori-
ented growth strategy seem to be more limited than previously thought,
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one should not jump to the conclusion that the observed pattern of
growth in Croatia is satisfactory. As noted above, domestic demand and
net exports have been fairly volatile. Such pronounced cyclicality,
although a feature of the great majority of emerging market economies,
does not provide assurance that rapid growth in any particular year will
be sustained over a longer period.

Second, instead of trying to develop a wide-ranging “export strat-
egy” or reinvent industrial policy, it is far more important for sound eco-
nomic development to foster domestic competition and the traditional —
i.e., limited — economic roles for the government: a well-functioning
legal and judicial system, transparent regulation of market competition,
and the provision of infrastructure, education, and social services in
those cases where the market outcomes are not satisfactory. Judging by
the experience of present EU members and successful transition
economies, such efforts would not only help develop a vibrant export
industry but would also well serve Croatia’s EU accession efforts.

ADJUSTING TO CURRENT ACCOUNT
DEFICITS

Have the size and variability of the current account deficits in
Croatia been excessive? Economists’ and policymakers’ views of cur-
rent account imbalances have undergone several changes over the last
25 years. Currently there is no consensus, either with respect to the crit-
ical size of such deficits or their usefulness as indicators of a potential
balance of payments or currency crisis. For a while it was thought that
external deficits did not matter if the public sector was in equilibrium
and the deficits reflected private sector decisions. This view (also
known as the Lawson Doctrine) was challenged by the Asian financial
crisis of 1997-98, in which external indebtedness of the private sector
led to economy-wide crises even though public sector positions were in
balance. Some now argue that when the current account deficit reaches
a certain critical size it becomes a source of concern regardless of
whether the domestic counterpart is a public or private saving deficit.
Others take the view that current account deficits might get “too large”
but that it is hard to predict the size and timing of such a threshold due
to its sensitivity to swings in investor aversion to risk.

Most Central and Eastern European countries have been running
large current account deficits since the beginning of the transition. Such
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deficits are to be expected for countries in the process of catching up,
as domestic investment is likely to exceed domestic saving. For the 12
countries shown in Table 1, the current account deficits have averaged
4.5% of GDP during 1994-2002, with a peak in 1998 of 6.5%. There
are wide variations across the region. Croatia has had slightly higher
current account deficits (5% of GDP) and greater variability of deficits
than the regional average. The Baltic countries have had the largest
deficits (almost 7% of GDP on average). Slovenia’s external account
has been largely balanced.

Table 1 Current account balances and FDI inflows!

Countries Current account  Net FDI inflows FDI/Current
Account
Percentages of GDP Ratio
Bulgaria 2.2 4.0 1.80
Croatia -5.1 3.6 0.70
Czech Republic -3.8 6.7 1.75
Estonia -6.8 5.5 0.80
Hungary —4.5 4.0 0.90
Latvia -5.7 6.2 1.10
Lithuania -8.0 3.7 0.45
Poland -39 35 0.90
Romania -5.0 2.5 0.50
Slovakia -5.5 34 0.60
Slovenia -0.1 2.2 5.00
FR Yugoslavia? -6.4 1.5 0.24
Average —4.6 3.9 0.903

! Annual data, average for 1994-2002.

2 Data for 1996-2002.

3 Excluding Slovenia.

Sources: Deutsche Bundesbank, Monatsbericht, December 2002; UN Economic
Commission for Europe; OECD Economic Outlook; author’s calculations

Foreign direct investment (FDI) inflows have on average
financed 90% of the current account deficits in Central and Eastern
Europe (70% in the case of Croatia). Privatisation has had a significant
influence on both the size and the volatility of such inflows.
Nonetheless, for most countries, including Croatia, FDI inflows have
actually been more stable than the current account imbalances.
Bulgaria, the Czech Republic and Latvia have been particularly suc-
cessful in attracting FDI. Slovakia was a relatively late starter with
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respect to privatisation and FDI, but is now catching up rapidly. Net
FDI inflows in Croatia were below the average for the region over
1994-2002, but over 1999-2002 the inflows increased to 5.5% of GDP
per annum. Slovenia has relied on a policy of promoting domestic sav-
ing to finance investment. Consequently, few enterprises have been pri-
vatised and FDI inflows have been moderate.

Thus, evidence that the Croatian economy has been running
large current account deficits does not in itself indicate a fundamental
weakness. The issue is, rather, how the economy adjusts to occasional
surges in external deficits. To address this issue, Croatia’s experience
has been compared with recent episodes of current account reversals in
a sample of 31 emerging economies over the period from 1995-2002.ii
Following Edwards (2001), the reversal was defined as a fall in the cur-
rent account/GDP ratio of 3 percentage points or more in one year. In
the great majority of cases, this meant a reduction in the current account
deficit or a swing from a deficit to a surplus.

Croatia experienced current account reversals in 1998 and 2000.
The 1998 reversal was associated with a large decline in output — GDP
growth fell by 4.25 percentage points (Figure 5).v However, the rever-
sal in 2000 was achieved without any loss in output — Croatia’s growth
rate actually increased by 3.75 percentage points that year. The reasons
for this differing performance were both domestic and external.

* Domestically, 1998 saw a major banking crisis, with failure of several
medium-sized banks (the largest one being Dubrovacka Banka). This
resulted in a sharp drop in bank credit to the private sector and hence
a decline in imports, production and household consumption.
Externally, 1998 was marked by crises in Asia and Russia and failure
of a large hedge fund (LTCM) in the United States, which threatened
to cut off liquidity in international capital markets. The Croatian econ-
omy was thus exposed to both domestic and external shocks in 1998
and had to adjust the hard way: growth fell from 6.8% in 1997 to 2.5%;
investment fell by 1% of GDP and the volume of imports by 8%.

The situation in 2000 was quite different. The world economy, and in
particular that of the EU, were still in an upswing, which provided an
external stimulus to the Croatian economy. Domestically, the year
2000 was characterised by a sharp increase in public sector indebted-
ness, partly associated with the settlement of government arrears to
enterprises. Together with export demand, this provided a moderate
stimulus to the economy, so that the current account adjustment was



34

associated with a 3.75 percentage point increase in output growth and
a 4% increase in the volume of exports.

Figure 5 Current account adjustment and change un GDP growth

y=-1.057x+ 1.34
° R2=0.19

=z 10

= .

o

2 5 . HR (1998
- HR (2000) 5 ° (1998)
S 9 : :

2 0 16
g

= -5

g

5 -10 1

£

g -15 LA

5

=i

Q

Change in CA/GDP (percentage points)

HR = Croatia; CEE = Central and East Europe; LA = Latin America
Source: Author’s calculations

Turning to the recent widening of the current account deficit —
to 7.25% of GDP in 2002 and an estimated 9.5% of GDP in the first half
0f 2003 — the question arises which of the above two episodes provides
a better indication of the likely pattern of adjustment of the Croatian
economy. In particular, does the 2000 episode provide certain assur-
ance that the large current account deficit can be corrected in an order-
ly manner, i.e., through slower growth of private consumption, invest-
ment and imports, and a moderate improvement in exports? Recent
developments provide some grounds to expect such a scenario.

» First, the external environment improved considerably in the
second half of 2003 and projections for 2004 foresee an acceleration of
growth to 2% in Western Europe and 4% in the United States.
Moreover, a cycle of tightening monetary policy in industrial countries
is not expected to begin before the middle of 2004. Thus, the current
account adjustment in Croatia should take place in a favourable inter-
national environment.

* Second, judging by preliminary balance of payments data for
the third quarter of 2003 and projections for the full year, the Croatian
economy is already adjusting the high current account imbalance.
Private consumption is projected to slow to about 4.5% this year (from
6.5% in 2002), government consumption has continued to fall in real
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terms, and investment has remained strong (a growth rate of 14% is
projected for the full year; see Institute of Economics, Zagreb (2003)).
Furthermore, after a good tourist season, the external sector could make
a small positive contribution to growth this year.v

Based on these developments, one can be cautiously optimistic
about the ability of the Croatian economy to adjust relatively smoothly
to the run-up in the current account deficit in 2002 and the first half of
2003 in particular, so there is no need to tamper with the exchange rate.
Such a course of action would unavoidably have wide-ranging negative
effects on the economy, given that the balance sheets of banks, enter-
prises and households are heavily euroised, and given the large foreign
currency-denominated public debt.

FINANCING THE EXPANSION

A major factor contributing to the dynamism of domestic
demand in Croatia over the past few years has been rapid expansion of
banking sector credit. This development has raised a number of con-
cerns, from worries about the deterioration of credit quality and
increased banking system vulnerability, to fears that economic growth
might falter should the lending boom subside. This section examines to
what extent these concerns could be justified.

The first point to note is that the phenomenon of rapid credit
growth has not been restricted to Croatia. Following a period of privati-
sation and restructuring, commercial banks in Central and Eastern
Europe have been rapidly expanding their lending to the private sector
since 2000. The growth rates of bank lending in Bulgaria, Croatia, the
Czech Republic, Hungary, Romania and Slovakia have recently ranged
from 20—110% per annum. These growth rates to a large extent reflect
base effects: with the exception of Croatia, the share of household lend-
ing in overall bank credit is still very low in the region (Table 2), and
the stock of bank loans in relation to GDP is low compared to industri-
al and the more advanced emerging market economies. As shown in
Cottarelli et al (2003), even if all the increase in credit finances addi-
tional demand, a rapid rise in credit will lead to an overheating only if
the initial stock of loans is sufficiently large in relation to GDP.

The second point is that Croatia is the only country in the region
where the composition of commercial bank lending has evolved closer
to that found in mature market economies. At around 45% of total
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loans, the share of bank lending to households in Croatia is higher than
the share of corporate loans and by far the highest in the region — loans
to households have exceeded 20% of total loans only in Poland and
Slovenia. By contrast, net claims on government, which are insignifi-
cant in Croatia, have ranged from around 20% of total loans in the
Czech Republic and Slovenia, to 48% in Slovakia (Table 2). The more
mature structure of bank lending and the relatively high initial stock of
private sector credit (around 50% of GDP) are features that make
Croatia potentially vulnerable to lending booms.

Table 2 Composition of commercial bank lending, 20021

Government? Corporate Household
Bulgaria 1.6 79.2 19.2
Croatia 5.9 48.9 45.2
Czech Republic 21.2 60.1 18.7
Estonia 6.3 56.3 37.4
Hungary 34.0 48.0 18.1
Latvia 7.2 74.6 18.1
Lithuania 36.5 53.1 10.4
Poland 26.2 43.8 29.9
Romania 23.7 58.9 17.4
Slovakia 47.5 41.5 11.0
Slovenia 21.6 54.9 23.5

! [n percent of total credit, excluding interbank credit and credit to non-bank financial
institutions. Data for end-2002 or the latest period available.

2 Net claims on government.

Sources: BIS; IMF; national data

To what extent, then, has credit expansion in Croatia been
“excessive”? A useful benchmark in this regard is the annual increase
in credit equivalent to 5% of GDP or higher. Countries that experienced
credit booms followed by a banking crisis have often seen credit
expanding by 5-10% of GDP per year for an extended period (see
Demirguc-Kunt and Detragiache, 1997). Credit growth in Croatia was
above this benchmark from mid-1997 to early 1999, and has exceeded
it again since March 2001 (Figure 6). During both booms, the annual
increase in private sector credit peaked at around 13% of GDP. The first
credit boom was followed by the banking crisis of 1998-99. The caus-
es of that crisis were more complex, however, and were only partly
related to the credit boom (see Kraft and Jankov (2003), and Vujéic,
2003). The second boom apparently started to subside in 2003.
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One of the key differences between the two episodes is that the
banking system in Croatia has become more robust since the late 1990s.
Most banks have been privatised and are now partly or fully owned by
reputable foreign banks. Reflecting better risk management and greater
efficiency, prudential indicators have improved considerably in recent
years: the share of non-performing loans declined by one-half since
1999; a high capital adequacy ratio has been maintained (close to 20%);
provisions for loan losses have increased to 86% of non-performing
loans (the second highest level in the region); and return on assets has
more than doubled (Table 3). In addition, commercial bank liquidity
has improved: the primary liquidity ratio (the ratio of highly liquid
assets to deposits which are subject to reserve requirements) has
increased from 1.3% at end-1999 to 3.3% in May 2003.

Figure 6 Growth of private sector credit, January 1997-May 2003
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Nevertheless, one needs to wonder for how long banks can con-
tinue to expand their balance sheets by 10-15% per year without run-
ning into funding difficulties. Figure 7 indicates that, from mid-2000 to
mid-2002, savings and foreign currency deposits of residents expanded
at annual rates of up to 40%, making it possible to finance credit expan-
sion entirely from domestic sources. Since mid-2002, however, the
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growth of savings and foreign currency deposits has sharply decelerat-
ed, turning negative in December 2002 and becoming virtually flat in
January 2003. At the same time, foreign liabilities have jumped sharply
(by 14 billion kuna, almost 2 billion, between May 2002 and May
2003), implying that commercial banks have financed the continuing
expansion of domestic credit almost entirely from foreign sources. This
situation is unsustainable. Precautionary measures taken by the
Croatian National Bank in 2003 to restrict the growth of commercial
bank lending are thus justified.

Table 3 Prudential indicators for the banking sector

Non-performing Capital Loan-loss
loans! adequacy? provisions?
1999 20024+ 1999 20024 1999 2002+ 1999 2002+

Bulgaria 29.0 13.0 43.0 29.0 9.9 8.7 2.5 2.2

Return on assets

Croatia 11.8 62 206 185 771 861 07 1.6
Czech 220 137 136 154 522 591 03 07
Republic

Hungary 36 26 149 139 526 538 06 20
Estonia 17 16 161 144 14 25
Latvia 60 28 160 142 793 804 10 15
Lithuania ~ 12.5 82 174 157 05 10
Poland 132 178 132 150 1044 1020 16 1.4
Romania 0.75 0.7 4275  55.0 1.54 3.1

Slovakia 237 140 295 219 6.4 25 4.0 1.2
Slovenia 52 54 140 119 446 39.1 0.8 0.4

I As percent of total loans.

2 Risk-weighted capital-asset ratio.

3 As percent of non-performing loans.

4 Data for end-2002 or the latest period available.

5 Data for end-2000.

Sources: Central bank publications and websites; IMF country reports

Another potential concern is that greater competition among
banks can result in excessive contraction of intermediation margins,
affecting the financial position of banks. This has been a major issue in
recent years for banks in the Czech Republic, Hungary, Poland,
Slovakia and the Baltic states, as intense competition has pushed mar-
gins below or very close to those prevailing in banks located in Austria,
Germany and Italy (Table 4). This situation is probably untenable in the
medium term given the higher efficiency of banks in western Europe.
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However, margins between lending and deposit rates, as well as
between lending and interbank rates (a good indicator of banks’ fund-
ing costs), are still relatively high in Croatia. This indicates that com-
mercial banks in Croatia still have room for manoeuvre left and that
their financial position may not immediately suffer in the case of a
slowdown in business activity.

Figure 7 Commercial bank liabilities, May 1995-May 2003
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In summary, there are reasons to remain cautious with regard to
the financing of the recent lending boom. While prudential indicators
point to a relatively sound banking system, one should keep in mind
that these indicators are backward looking. On the other hand, there is
evidence that credit growth to the private sector has entered a zone
where increased vulnerability is not excluded. In particular, the surge in
foreign liabilities of commercial banks raises both macroeconomic and
prudential concerns.



40

pIDp [PUOHDU L] (5294108

Ayf = [ ‘Aunuidn = g DLYSNY = [ ‘DIUA0]S =
IS “vRypAo§ = XS ‘puvjod = Td DMPNYIT = [T DIGDT = AT ‘A0Sunpy = ([ DMOISHT = i 2qnday y22z) = 70 Dpoi) = yH vv3ing = g

¥o S0 €0 01 ¢TI 60 9T ¢C €0 80 S0 80 81 UOTBIASD pIepuel§
90 00 VvO0 ¢SI- ¥& €I- 8¢ ¢9- TO0- €I- 0= v0- 9C 6661-Pud douls dFuey)
6¢c ¢¢ L¢ TL ¥1I ¢€C 0SS ¥e L0 Iv I'l 6L 99 (e1qe[reAe jsaje] 10) TOOT-PUL
9Jel JUBQIAUI SNUTW SUIPUST
¢o vo0 <¢o S0 LO 90 v¥I 61 €0 80 S0 Ol LT UOLIBIASD pIepuels
¥0 CT0- 00~ L0~ € O0I- L0~ 6v- 0I- T¢ vI- ¥I- ¥I- 6661-Ppud douls dFuey)
vv Lt TE¢ 6¢ Ty 6 Ty ¢ ST Iv ST 69 IL (S1qerreae 1sajey 10) Z0OZ-Pug
drex ysodop snurw Surpua

I d3d 1v IS AS 1d LT AT NH d94 ZD d¥H Dd

SUISADW UOYDIPIULIDIUL YUDY # ]GV ]



41

CONCLUDING REMARKS: PREPARING
FOR CAPITAL INFLOWS

The Croatian public has for some time been presented with a
fairly pessimistic assessment of the growth performance of the Croatian
economy and the outlook for the external sector. According to this
view, rapid expansion of bank lending to households and government
borrowing for infrastructure projects have led to an unsustainable
growth of domestic demand and imports. At the same time, it has been
argued, Croatian exports have disappointed over the past decade
because of an “overvalued” exchange rate, the lack of an “export strat-
egy”’, and failed privatisation and restructuring efforts. The result of
such unbalanced growth has been excessive current account deficits
and unsustainable increases in external and public sector debt.
According to this view, then, a balance of payments crisis before or in
lieu of the EU accession is more or less inevitable.

In contrast to this view, this paper has argued that clearer signs
of healthier growth have emerged in the past 34 years. Moreover, the
Croatian economy should be able to adjust to the widening external
deficit in 2002-03 in an orderly manner. However, as regards the
expansion in private sector credit, there are reasons for concern, and pre-
cautionary measures taken by the Croatian National Bank are justified.

Looking ahead, a major challenge for macroeconomic policy in
the run-up to the EU accession could come from symptoms of “too
great” success — i.e., large capital inflows — rather than the lack of suc-
cess. If Croatia becomes an official EU candidate in 2004, it will have
good chances to join the EU together with Bulgaria and Romania in
2007. This could lead to increased inflows of both long-term and short-
term capital, putting pressure on domestic money supply, the exchange
rate and aggregate demand. The Croatian economy, like other central
European economies, has several features that make it susceptible to such
inflows. The first such feature is the much higher (pre-inflow) rate of
return on investment, reflecting imbalances in initial stocks of capital and
a relatively rich endowment of skilled labour. This differential will
induce capital inflows for so long as the present value of expected gains
from investment exceeds the cost of funds to investors. The setting of
macroeconomic policies will therefore need to take account of the strength
of underlying investment demand that capital inflows represent. Vi

The second such feature is the tendency for consumer price
inflation in Croatia, as in other accession countries, to be higher than in
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the euro area. This may reflect macroeconomic policies that are too lax
(especially fiscal policy). But it may also reflect important real factors
related to the transition process, in particular the tendency for prices of
non-tradable goods to rise faster than the prices of tradables as real
wages rise in the wake of rising productivity (the so-called Balassa-
Samuelson effect; see Mihaljek and Klau, 2003). In countries with
fixed exchange rates, these forces have manifested themselves in (CPI-
based) real exchange rate appreciation, while in countries with floating
exchange rates they have manifested themselves partly in nominal
exchange rate appreciation, and partly in higher inflation. Given this
inflation differential and the associated tendency of real exchange rates
to appreciate, nominal interest rates in the accession countries have
tended to be higher than in the euro area.

Such nominal interest rate differentials, although narrowing
(Figure 8), remain sufficiently large to have an important impact on
capital flows. The recent Hungarian experience illustrates this point
vividly. Short-term inflows estimated at some 45 billion (equivalent
to 7-8% of annual GDP) entered Hungary within only a few hours on
15-16 January 2003. The inflows were fuelled by both high interest
rate differentials and the speculation that the 15% limit for appreciation
of the forint above its central parity against the euro would be lifted. To
deter inflows, the National Bank cut policy rates by 200 basis points
within two days, introduced a quantitative restriction on short-term
deposits, and intervened heavily in the foreign exchange market. While
these extraordinary measures calmed speculation, lower interest rates
combined with the ensuing depreciation of the forint have aggravated
inflationary pressures, forcing the central bank to raise its inflation
forecast for 2003.

A second problem potentially facing Croatia is that, like all
emerging market economies, it remains exposed to capital flow rever-
sals, especially if inflows result in both overvaluation and rising infla-
tion. A particular concern is what might happen if the ambitious fiscal
deficit reduction strategy were to go off track. Since non-residents are
expected to become major buyers of newly issued public debt, given
the promise of medium-term sustainability, such an event could lead to
a sudden reversal of portfolio capital flows, causing the currency to
depreciate sharply. This course of events can again be illustrated by the
Hungarian experience. In mid-June 2003, monetary policy was tight-
ened sharply after a poorly communicated decision to devalue the
forint’s fixed fluctuation band damaged investor confidence and trig-
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gered heavy selling of domestic currency bonds. In order to reduce
these risks and lessen the problem of capital flow reversals, Croatia
would thus be well advised not to rush with liberalisation of the remain-
ing capital controls.

Figure 8 Official interest rates (%)
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Third, large capital inflows might worsen pre-existing currency
mismatches. While banks in Croatia are required to balance their open
foreign positions by prudential regulations, by granting loans in euros
they may simply replace foreign exchange risk by credit risk, as their
customers may not be earning foreign currency. Because of such cur-
rency mismatches, Croatia’s banking systems is highly vulnerable to
volatile exchange rate movements. Furthermore, as debt is already
skewed towards foreign rather than domestic liabilities, volatile
exchange rate movements could also give rise to debt sustainability
problems.

It should be emphasised that the policy challenges facing the
accession countries in the presence of large capital inflows are largely
independent of the exchange rate regime. Because the mechanisms
motivating capital inflows are real rather than monetary, the only ques-
tion is whether a real appreciation takes place through nominal appre-
ciation or through inflation. Under a fixed regime (or a fixed but
adjustable peg), capital inflows will reduce interest rates and increase
investment relative to domestic saving. If inflation rises, external com-
petitiveness would decline. Under a floating regime, capital inflows
would lead the exchange rate to appreciate, again causing a loss of com-
petitiveness and potentially generating a current account deficit. While
various fundamental and institutional factors may impart some friction
to this process, it is not likely that these frictions would be sufficient to
afford the accession countries any significant interest rate autonomy,
given capital mobility and the convergence of long-term interest rates
to euro area levels.

In summary, policy makers in Croatia will have to conduct a
very careful policy aimed at setting interest rates at an appropriate
level: setting them too high would invite excessive short-term inflows,
while setting them too low would lead to excessive investment and thus
inflation. This is often referred to in the literature as the “ToSovsky
dilemma” (see Lipschitz et all., 2002b). As Croatia has limited capaci-
ty to respond to large movements in capital flows, it may find it neces-
sary to satisfy the Maastricht criteria even before it becomes a member
of the EU. This will require substantial fiscal adjustment in the next few
years. Mobilising support for such adjustment will be difficult, howev-
er, given the large public expenditure needs and the fact that the deficits
can be financed relatively easily at the moment.
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il

vi

For instance, the contribution of domestic demand is calculated as (DDt — DDt-1)/Yt-
1, where DDt is given by the sum of private and government consumption and fixed
investment in year t, and Y is gross domestic product. By definition, contributions of
individual components of GDP add up to the growth rate of the GDP.

The share of government consumption in GDP (22% in 2002) is smaller than the
share of general government expenditure in GDP (50%), as the latter also includes
redistribution through the pension and social security system (which is included in
private consumption in national accounts) and public investment (which is included
in gross fixed capital formation).

For details of the data sample and analysis, see Mihaljek (2003b).

The points in Figure 5 indicate changes in the growth rate of GDP (in percentage
points, measured along the vertical axis) during different episodes of current account
reversals (measured in percent of GDP along the horizontal axis). The regression
line shows that, for each percentage point reduction in the current account deficit,
the growth rate in emerging market economies declined on average by 1.06 percent-
age points.

Exports of goods and services are projected to expand by 11% in 2003, and imports
of goods and services by 8.8% (Institute of Economics, Zagreb (2003)). This would
imply a decrease in the balance of goods and services and hence a positive contribu-
tion of net exports of about 0.25 of a percentage point.

Lipschitz et all. (2002a) estimate the marginal product of capital to be 8.5 times high-
er in the accession countries than in Germany, and on this basis calculate potential
capital inflows at close to 5 times the initial (pre-inflow) GDP in central Europe.
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ABSTRACT

Although there is no common fiscal policy at the European
Union (EU) level in Croatia, accession will entail important changes in
budgetary revenue and expenditure. On the one hand, accession brings
transfers from the EU budget, but also means the loss of customs reve-
nue as well as the need to adjust the structure of tax revenue. On the ot-
her hand, in conjunction with significant expenditure for adjustment in
areas such as transportation and the environment, as well as expenditu-

* Judita Cuculic is an economist in the IMF, while Vedran Sosi¢ and Michael Faulend
are economists in the Research Department of the Croatian National Bank. The views put
forward here are the personal views of the authors and do not necessarily represent the
views of either the IMF or the CNB and are in no way obliged the institutions mentioned.
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res for the EU budget, there will be a change in the structure of expen-
diture, in order to be able to check on transfers from the Structural
Funds. The objective of this paper is to evaluate the intensity and direc-
tion of fiscal effects that accession will lead to, as well as the changes in
their structure and the possibility of meeting the convergence criteria.

Key words:
fiscal policy of Croatia, structural funds of the European Union, harmo-
nisation of tax legislation, convergence criteria

INTRODUCTION

When considering the fiscal effects of enlargement we come
upon a kind of absurdity. This concerns matters that are regularly do-
minant in negotiations about EU accession, although they are actually
negligible in relation to the total costs and benefits of joining. We shall
nevertheless direct our analysis precisely to the fiscal aspects of acce-
ssion, because for a number of reasons we consider them exceptionally
important. First of all, irrespective of the principle according to which
new members should not have to make a net contribution to the EU
budget, it seems that accession will regularly increase fiscal pressure in
new members, even to the extent that there will have to be discussion
of a possible fiscal crisis occasioned by the enlargement. Secondly, new
members will have to run their fiscal policy in line with the principles
of the Stability and Growth Pact (SGP), which can also have certain ne-
gative consequences.

In line with this focus, in the first chapter we shall consider the
sum effects of joining on the revenue and expenditure of the Croatian
budget. This kind of harmonisation of the Croatian tax system with EU
guidelines could result in new revenue from excises on mineral oils,
while a reduction of revenue is expected because of payment of some
of the customs duty into the EU budget and also due to the harmonisa-
tion of the customs system. The most important new revenue item will
consist of various transfers from the EU budget, since some of these
transfers, due to the substitution effect, will reduce the expenditures of
the Croatian budget. Nevertheless, some of the transfers, because of the
need to pre-finance and joint finance projects, will increase the expen-
diture side of the budget. A considerable increase in expenditure will
primarily be the consequence of payments into the EU budget, as well



51

as of essential investment in the infrastructure and environment areas.
Because of the harmonisation of the system of state aid with the EU ru-
les, considerable fiscal savings can be looked for, although it is impo-
ssible to predict when this could be expected.

In the next chapter the effects of joining on the handling of fi-
scal policy will be considered, particularly the implementation of the
SGP. First of all, most of the future members still have to reduce their
budgetary deficit considerably so as to harmonise with the fiscal rules
of the EU. After that, since these rules are tailored to the situation of the
current members, from whom the new members will differ in several
factors important for the shaping of macro-economic policy, the new
members will have to adapt a somewhat different approach to the ma-
nagement of fiscal policy so as not to violate the common rules. Finally,
we consider what effects the management of fiscal policy will have on
the dynamics of the public debt in the future members.

We conclude the work with recommendations that, according to
our analysis, might improve the preparation for the handling of fiscal
policy within the context of the EU.

FISCAL EFFECTS OF ACCESSION

Effects on the national budget revenue

We shall start our analysis of the fiscal effects with an analysis
of revenue that on entry into the EU will inevitably be subject to cer-
tain changes. On the one hand, some of the budgetary revenue, from
VAT and customs duty, will be channelled off by the standard mecha-
nisms into the EU budget, while on the other hand there will potential-
ly be a wide open space for the increase of certain kinds of revenue (li-
ke excises) as a result of the harmonisation of the tax system. As coun-
terbalance to this net drain of resources, there will also be transfers
from the EU budget into our own national budget. However, as we ha-
ve already pointed out, it is a question whether all these trends will ul-
timately have a neutral, positive or negative effect on public finances.
From this point of view, the analysis below will focus on the quantifi-
cation of given effects, to the extent that this is possible.
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Value added tax

We start with an analysis of VAT, a part of which through the
indirect key' will drain into the EU budget. The task is to evaluate the
revenue from VAT in 2007, and this figure will then, later on in the pa-
per, be used to estimate the amount of the drain into the EU budget.

In order to estimate the amount of revenue from VAT in 2007
we shall use the knowledge that there is a significant link between VAT
revenue and nominal GDP (EIZG, 2003), according to which for each
1% rise in nominal GDP, VAT revenue rises by 1.2%. From this point
of view, the key is to estimate the growth of GDP in the period up to
2007. Without entering into details about considerations of which GDP
growth rate to use, it seems most correct to use estimates of potential
rates of growth (Mihaljek, 2002) as guidelines, which from 1994 to
mid-2002 came to almost 5%, and to reduce this by one percentage po-
int, in order to get as realistic, or conservative, as possible a projection
of GDP growth. Thus, the assumption is that in the next three to five
year period the Croatian economy might rise on average at a real rate
of 4%, that is at a nominal rate of 7.1%, considering the assumed ave-
rage annual rate of inflation of 3%.i Considering the assumption stated
concerning the growth of nominal GDP, and the standard ceteris pari-
bus assumption that the VAT system will not change, revenue from
VAT in 2007 can be estimated at 38.4 billion kuna or 15.4% of the
GDP of that time.

Taxes on international trade (customs)

There is a dual loss of revenue from customs. First, there is di-
rect loss according to the key by which 75% of the revenue from cu-
stoms duties is automatically channelled into the EU budget. There is
also an indirect loss, arising because of harmonisation with the EU cu-
stoms tariff structure.

In order to estimate the direct loss, we shall assume that the va-
lue of imports will come to 55% of GDP in 2007, and that 80% of thi-
siv import will come from countries with which we have free trade trea-
ties. From this point of view, of the 137 billion kuna value of imports
in 2007, no more than 27.4 billion kuna will be subject to customs du-
ties. Since on accession Croatia will have to take on board the current
EU customs tariff, according to which the average customs rate is
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2.6%, the total revenue of customs duty can most simply be estimated
on the assumption that the current average EU customs rate will not
change.v In this case, it can be estimated that in 2007 a revenue of 712
million might be collected, which means a direct drain of 534 million
kuna (75%) or 0.2% of the then GDP into the EU budget.

Finally, one should bear in mind the additional loss of revenue
from customs duty because of the adoption of the customs tariff struc-
ture of the EU. Considering the current difference between the average
customs rate in the EU and Croatia (2.6% as against 6.3%), the loss that
might come about on this basis in 2007 would be about one billion ku-
na, or 0.4% of GDP.Vi It is useful to emphasise once again that this is
money that is simply lost because of the transition to a new customs ta-
riff (part of the harmonisation process), and that this amount has to be
included into the amount of the total loss of revenue from customs duty,
which with this climbs to 0.6% of GDP.

Excises

Unlike VAT and customs duties, excise or special taxes are the
only item on the revenue side that might, as a result of the harmonisa-
tion of some of the rates in line with EU guidelines, increase budget re-
venue. However, it is worth pointing out that there are EU members
that have not totally harmonised their structure of excises,"ii which
leads to the conclusion that Croatia then does not at once, on entry in-
to the EU, have to harmonise the whole structure of its excise duties.viil
Harmonisation will have to be carried out in an agreed transition pe-
riod. From this point of view, one should thus talk about the potential
of larger budgetary revenues in 2007.

At the very outset it would be useful to point out that the EU
aims at the harmonisation of three kinds of excise — mineral oils, tobac-
co products and alcohol, and that these three kinds of excise in Croatia
— in terms of both coverage and amount — are already fairly well adju-
sted with those existing in the EU. In essence, harmonisation of the
amount of the excise on alcohol is not at all necessary (Arbutina, Kuli$
and Pitarevi¢, 2002), so that on this basis alone no additional revenue
can be anticipated. As for the excise on tobacco products, only a minor
adjustment is required — the raising of the excise on cigarettes expre-
ssed as a percentage of the retail price from the existing 49.1% to 57%
(for the Standard Group). Because of the specific nature of the product
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and the market, as well as of the workings of the black market, we think
that such an increase, if it actually happens, will not entail considerable
additional revenue for the Croatian budget. Thus all that is left is the ex-
cise on mineral oils, which are also the most important from the point
of view of their share in the overall revenue from excise (60%). In
Croatia the excise on unleaded petrol is 12% lower than the EU mini-
mum, and that on diesel fuel 22%. On the other hand, excise on heating
oil is already harmonised and here no additional revenue can be expec-
ted.ix The newly created additional revenue — in the event of the appli-
cation of minimum excises for unleaded and for diesel, and on condi-
tion that the existing excise on heating oil is not changed - would come
to 1 billion kuna in 2007, or 0.4% of the GDP at the time. This would
be the total additional revenue from the harmonisation of excises.

There is also potential additional space for revenue from excise
connected to mineral oil fuel, since in the EU there are also excises on
fuels such as kerosene, natural gas and LPG. From this point of view
we can expect the introduction of new excises on additional products,
and then the restructuring of the amount of excise depending on the
purpose the fuel is used for (for engines, for engines in commercial use,
for heating). Depending on the categories, the same kind of fuel will ha-
ve various excise rates, all for the purpose of meeting the broader tasks
of transportation policy, environment protection policy, agricultural po-
licy, and finally, employment policy. It seems very reasonable, howe-
ver, to assume that the application of such comprehensive policies will
require time, and also to take into consideration only the 1 billion kuna
of additional revenue in 2007 stated above, which is also in a sense po-
tential, in that it assumes the harmonisation of excises on unleaded pe-
trol and diesel fuel.

New kinds of revenue for the national budget

Apart from the effect that joining will have on the existing na-
tional budget revenue (customs duty, VAT, excise), there will be new
categories of revenue that will arise as the consequence of transfers
from the EU budget and as a result of participation in the common po-
licies of the EU. Although these revenues are one of the things that at-
tract new members most, including Croatia, it is necessary to accentua-
te two aspects that diminish the attractiveness of obtaining transfers,
particularly from the standpoint of public finance.
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» Some transfers will not affect the budget, which will serve as a me-
dium for the transfer of these resources to the end users.

* Not all transfers will be exclusively revenue for the budget; some, be-
cause of the principle of joint-financing and pre-financing, will have
an effect on the expenditure side of the budget.

The positive side of obtaining transfers from the EU budget can
be seen in the reduction of expenditure for the financing of existing aid
systems. This is called the substitution effect, since resources from the
EU budget will substitute national financing.

The estimate of the amount of transfers is made more difficult
since their aggregate amount, in the case of Croatia, is determined by a
new financial perspective that will work from 2007 to 2013, the crea-
tion of which will be addressed at the earliest in 2005. In addition, the
amount of transfers will directly depend on the outcome of the actual
accession negotiations and on the direction of reforms in regional and
agricultural policy within the EU. An additional unknown variable re-
lates to the capacity of Croatia to build up an institutional infrastructu-
re for the administration of EU funds. It is estimated that new members,
that have had more time to set up effective transfer mechanisms than
Croatia will have, will not manage to use all the resources that are avai-
lable to them in the first years of membership. In Croatia, such institu-
tions are still in their infancy.

Within the framework of these constraints, it would seem oppor-
tune to make use of data for Slovakia and Lithuania from the docu-
ments of the European Commission in which net budgetary items for
the new member states are worked out (see Annex 1). The figures for
Slovakia will be used for the calculation of transfers from the Structu-
ral Funds, since those to the greatest extent depend on the size of the
population (Slovak population is 5.4 million, Croatian 4.3) and GDP
(Slovakia has a GDP of 23.7 billion dollars, and Croatia 22.4). In the
case of transfers from agricultural funds, we shall make use of the data
for Lithuania, because they depend to a great extent on the total popu-
lation (which in Lithuania is 3.5 million), the share of agriculture in
GDP (7.2% in Lithuania and 9.7% in Croatia (World Bank, 2003)), and
on the structure of the farm sector (in both countries there are a large
number of small, unconsolidated farms, because of which they have the
same structural problems). Although the results obtained in this manner
cannot be completely accurate, they will nevertheless make possible a
review of the order of magnitude and the direction of effects of joining
on the Croatian budget.
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Transfers from the EU budget can be divided into (1) those that
are not related to projects and hence their sums automatically become
budget revenue and (2) those that depend on projects, while the inflow
depends on the power of Croatia to absorb it, i.e., to what extent pro-
jects at state and local level will be co-financed from the budget. Direct
income supports, market intervention in agriculture and internal politics
transfers fall into the first group. The second group includes transfers
from the Structural Funds, the cohesion fund and resources for rural de-
velopment. There is also a third group of revenues that include the re-
mains of the pre-accession assistance, special arrangements and budge-
tary compensations. As can be seen from Annexe 1, in the first year of
membership transfers will be at a fairly low level because of the inabi-
lity of new members to absorb all the resources, on account of their own
economic, administrative and institutional underdevelopment.

Transfers unrelated to individual projects

The first group of transfers unrelated to individual projects com-
prises direct income support to farmers and market interventions. Both
kinds of transfer come from the agricultural fund, or more accurately,
from its guarantee-related part.

In the most recent accession negotiations it was agreed that in
the first year of membership income support would be paid only in the
amount of 25% of total support that is obtained by EU members, with
the proviso that this amount would gradually rise until in 2013 it reac-
hed 100%.x If we assume that in the next round of enlargement the sa-
me principle will hold, in 2007 Croatia too will get 25% of the aid. The
very nature of financing income support also tends to the detriment of
new members. That is, income support payments arrive about three
months late, which always shifts the payment into the following fiscal
year, so that the amounts earmarked for 2007 will in fact only be paid
in 2008 (the liquidity gap or the so-called Green Hole effect).xii Since
this paper is concentrated only on fiscal effects, in 2007 we can conc-
lude that revenue from the EU budget will be zero, but that a very con-
siderable amount will be shown on the expenditure side. Taking the da-
ta for Lithuania, the total liquidity gap in 2007 might come to 590 mil-
lion kuna. This expenditure will be reduced in the very next year, but
there will not be any positive effects on the budget since the support is
meant for the end beneficiaries - the farmers - and the budget will be
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used only as a transfer instrument. Still, there will be positive effects on
the budget, and as early as 2007. That is, already in the budget for 2003
the Agriculture Ministry has earmarked 350 million kuna for income
support, and since this instrument was introduced only this year, it can
be expected that the sum will have risen by 2007. Because of the sub-
stitution effect, the Croatian budget will save this small amount.xiii

Transfers on the basis of market support also come late, and
about 205 million kuna of expenditure could be expected in the 2007
budget for pre-financing. Still, the budget will once again have savings
because of the substitution effect in the amount of these 205 million ku-
na, since EU resources will cover the support part of the budget and free
these resources for other purposes. Also, since with entry into the EU
Croatia will have to accept the principles of the CAP, other aid meant
for market intervention will have to be abolished.

Transfers on the basis of internal politics, which are mainly used
for the financing of existing policies, institutional upgrading and the
establishment of quality border controls with third countries constitute
the second group of transfers. Since most transfers are calculated accor-
ding to the share in the total population and GDP of the EU, for the ap-
proximate calculation of the amount that Croatia will receive on this ba-
sis we shall use the example of Slovakia again. These transfers will be
exclusively the revenue of the national budget, since they will either re-
place or complement national financing, and they might amount to abo-
ut 354 million kuna.

Transfers related to individual projects

Project-related transfers require joint financing. For this reason,
in the past there have been cases of member states even refusing this
kind of aid since they were not able to bear the burden. Transfers from
the Structural Funds, the Cohesion Fund and resources for rural deve-
lopment come into this group.

The national budget bears from 25 to 50% of the costs of finan-
cing projects from the Structural Funds, the typical percentage being
25%. Resources from the Structural Funds represent additional finan-
cing, as it is called, which means that the resources of the funds may
not be a substitute for financing from national sources. Countries have
to keep financing at least at the level they used to in the period before
they obtained these resources. Hence, the use of these resources, de-
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pends on the power of absorption of each member state, and the reso-
urces that are allocated to the new members may not exceed 4% of their
GDP.xv Because of the requirement for joint financing, the real inflow
of resources in the first year of membership is lower by about 25%.

On the basis of the Slovak data, Croatian regions (units of local
government and self-government) might in 2007 get 779 million kuna,
and the budget would have to find another 253 million. Some of these
resources will be distributed to institutions outside general government
(e.g. to privately owned firms), which means that in these cases, these
institutions will have to bear the costs of joint financing. Since it is at
present impossible to predict which part of the structure funds will fi-
nance projects in the private sector, for the sake of simplicity of calcu-
lation we shall assume that all these resources will enter the budget of
general government.

Resources from the Cohesion Fund are meant for the financing
of infrastructure and environment in member states whose GDP is less
than 90% of the EU average. According to data for Slovakia, in 2007
Croatia can expect 31 million kuna of direct revenue for the budget.
Since taking part in projects financed by the Cohesion Fund comes to
between 80 and 85% of total costs, the burden of joint financing would
be only 5.4 million kuna.

The third source of revenue and costs for the national budget
will be resources for rural development. The level of joint financing
amounts to 20%, so that Croatia, again on the basis of data from Lithua-
nia, could get 438 million in 2007, and the budget would have to add
another 110 million. Although these funds are meant for the ultimate
beneficiaries, farmers, there will still be positive effects for the budget,
since transfers from the budget will replace national financing of rural
development. Since we have data only for 2003 (60 million kuna is ear-
marked for rural development) we can predict that, due to the substitu-
tion effect, savings will come to a minimum of 60 million kuna.

Other revenue

Other revenue includes pre-accession assistance, which will
continue to flow into the budget because of its nature even after joining
the EU, special cash-flow facilities and interim budgetary compensa-
tions. These transfers will be the direct revenue of the national budget
and will not require co-financing.
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Although it can be expected that Croatia, when it becomes a full
candidate, will obtain pre-accession assistance from the programme in
which other candidates take part, for now it is hard to guess how much
these resources will amount to, since comparison with any other co-
untry is impossible without in-depth analysis. For this reason, we will
keep to the conservative approach and assume that Croatia will keep on
getting only the resources from CARDS, with the same dynamics as to
date, about 450 million kuna p.a.

Special cash flow facilities are meant to neutralise the negative
effects of joining during the first years of membership. The key accor-
ding to which these resources are allocated is not universal, and the exi-
sting distribution was the result more of good or bad negotiating posi-
tions in Copenhagen than of real factors. For Croatia, we have taken the
example of Slovakia, which means that the inflow into the budget co-
uld be 558 million kuna.

Temporary budgetary compensations relate entirely to members
that would be net contributors to the budget of the EU. It would be po-
litically unacceptable to put new members, whose GDP is much below
the EU average, into the position of financing the budget of the EU. In
order to avoid this kind of situation, additional resources were alloca-
ted to Cyprus, Czech Republic, Slovenia and Malta. Since we can assu-
me that Croatia will not get into the situation of being a net contributor
we shall consider this potential revenue to be zero.

Effects on expenditure of the national budget

When Croatia enters the EU, the national budget will experien-
ce a number of serious shocks. The first will be the joint financing and
pre-financing of transfers from the EU budget, and the second, the big-
ger shock, will relate to payments into the EU budget. If one can judge
from the last wave of enlargement that takes place in the countries of
Eastern Europe and the Baltic, Croatia will have to pay into the budget
of the EU from the moment it becomes a member.

Payments into the European Union budget

The distinguishing feature of the EU as international organisa-
tion is that it has a budget that is financed from what is called its own
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revenue. This includes revenue from customs duties and sugar imports,
revenue deriving from VAT and revenue from the GNI.xv

Since customs duties and the revenue that on the basis of cu-
stoms duties will be channelled into the EU budget were treated in the
previous chapter, this chapter will concentrate on payments deriving
from VAT and GNI.

Payments deriving from VAT are calculated as a certain percen-
tage of the base of VAT (which cannot exceed 50% of GDP). Since the
Croatian VAT system is almost totally harmonised with European stan-
dards, on the basis of the estimate of the base for VAT for 2007, we can
estimate that Croatia will have to pay in an amount of 338 million kuna.

Payments deriving from GNI will be the biggest burden for the
national budget. The total revenue of the EU budget on the basis of GNI
is calculated as the difference between total EU budgetary expenditure
and revenue collected on other bases. In other words, this revenue patc-
hes holes in the budget and every member state pays in its own part on
the basis of the size of GNI. On the basis of the estimate of GNI (GDP)
for 2007, the total amount that Croatia would have to pay comes to 1.9
billion kuna.

An additional expense to the budget will be the UK rebate. Af-
ter joining the EU the UK became the biggest contributor to the budget,
mostly thanks to the low level of transfers from the CAP due to its re-
latively small agricultural sector. For this reason, in Fontainebleau in
1984 Margaret Thatcher won the right for the UK to get refunded part
of its payment into the budget in the amount of 0.66% of its net posi-
tion. The loss of this revenue is made up together by the other member
states, with the proviso that Germany, Holland, Austria and Sweden
(the largest net contributors) bear only one quarter share. The drain in-
to the budget of the EU on the basis of this could be 177 million kuna.

Other payments

Although payments into the budget of the EU are by far the big-
gest payments that the Croatian budget will have to bear, it is also ne-
cessary to mention contributions to EU institutions in which Croatia
will have to participate from the very beginning of its membership.
This relates to the ECB and to the EIB — European Central and Inve-
stment Banks.

Since in 2007 Croatia will not enter the EMU — it will need at
least two or two and a half years more — the obligation to pay for
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membership in the ECB will come to only 5% of its capital share,
which amounts to 5 billion euro. The calculation is based on the sha-
re of Croatia in the total population and of the total GDP in the EU.
During this calculation, data for Romania and Bulgaria have been
used, since the next enlargement, in our model, includes those coun-
tries too. The total costs of membership could come to 10.5 million
kuna. It has to be pointed out that this payment will be one-off, and
that the cost of subscribing to the capital of the ECB will be borne by
the CNB, which means that it will not have immediate effects on the
budget.

Payment of membership in the EIB consists of two parts. The
first relates to that part of the paid up capital that the countries have
to pay in, while the other is based on the obligation to cover EIB re-
serves. New members subscribe only 5% of their share, in eight equal
annual instalments. Since the amounts are based on GDP and popula-
tion, on the basis of the Slovak case we can assume that the member-
ship fee for the EIB should be about 75 million kuna.

Finally, on the expenditure side of the budget, costs could va-
ult over 3 billion, or 1.2% of GDP, only as a result of payments into
the EU budget and the EIB.

Table 1 Payments into the European Union budget for 2007

In million % of

kuna GDP

EU Budget

Customs duties 534 0.21

VAT 338 0.14

GNI 1,900 0.76

UK rebate 177 0.07

EIB 75 0.03
TOTAL 3,024 1.21

Source: Calculation of the authors

State aid

Croatia will also have to harmonise its state aid system with the
current system in the EU. The obligation to harmonise began at the start
of 2002, when the Interim part of the SAA came into force. According
to EU definition, state aid is aid that distorts or threatens to distort com-
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petition by giving advantages to certain producers or products and in
this way affects international trade between the member countries. The
harmonisation of state aid systems actually means a gradual abolition
of discriminatory or sectoral aids and reliance on horizontal aid that fa-
vours no product or producer in particular and the gradual introduction
of the principle of transparency into the system of allocating aid.

According to estimates of the Institute for Public Finance (Ke-
sner-Skreb, Plese and Miki¢, 2003), state aid in Croatia comes to 5.25%
of GDP, while in the EU it comes to only 1% of GDP. Although accor-
ding to these data it can be hypothesized that the final harmonisation
with the EU will bring savings to the Croatian budget to the tune of 4%
of GDP, it is hard to estimate the effect in the budget for 2007 itself.
The harmonisation process is long in the making and expenditure for it
will be diminished gradually. According to the SAA, until the begin-
ning of 2006 Croatia will have to draw up a comprehensive list of aid
programmes and then harmonise these with European criteria, which
means that a large part will have to be harmonised by 2006. It is also
possible that Croatia will manage to negotiate a transition period for the
lifting of state aid and so shift the effects to some later years. Since wit-
hout a more detailed analysis exceeding the constraints of this paper it
is not possible to arrive at more exact figures during the calculation of
the effects of Croatia’s joining the EU on the budget, we shall not take
them into consideration.

Expenditure for adjustments related to infrastructure
and the environment

In this sphere, adjustment to EU standards will constitute a con-
siderable burden on the budget, an expenditure that will be drawn out
over a considerable number of years. The best guide for an estimate of
the expenditures for adjustments in the sphere of infrastructure and the
environment in 2007 will be the experience of new members. But this
experience does not yet exist; hence, the only thing left for us to do is
to rely on existing studies and expert papers that comment on the area.

There is no real knowledge about how much the existing inf-
rastructure in the accession countries, or in Croatia, is adequate (from
the point of view of quality and quantity). In addition, this matter is ren-
dered more complex because all the costs of the adjustment will not be
financed by the government, i.e., by the budget. Instead, a certain amo-
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unt of costs can be financed from private sources. This can come out
particularly in two large and essential infrastructure sections — energy
and transport (see World Bank, 2003). Still, there are some indications
that speak in favour of candidate countries (see EBRD, 2002). In addi-
tion, there is a well-grounded idea that candidate countries as a group
do not have the problem of underinvestment in the infrastructure (Bac-
ke, 2002) and that the key to adjustment does not lie in increasing ca-
pital expenditure as compared with GDP, but rather in increasing the
effectiveness of existing funds (Funck, 2002). If we attempt to include
Croatia into this picture, then measured by capital expenditure, Croatia
is right at the top as compared with other candidate countries.x*Vi From
this point of view, it is realistic to suppose that actual entry into the EU
will not exact additional expenditures on the infrastructure, but will cer-
tainly require its restructuring at the expense of more profitable inve-
stment in the infrastructure.

With respect to expenditures on the environment, there are certain
calculations (World Bank, 2003) for Croatia that estimate the total nece-
ssary capital expenditure on the environment (for the sake of harmonisa-
tion). According to these calculations, the necessary capital expenditures
range between 6.1 and 11.8 billion euro.xii It is important to stress that
these expenditures imply total, i.e., both private and public, investments.
Assuming that these costs or investments will be realised according to the
dynamics and the profile of the parameters of Poland,*Viii then in the first
year public expenditure (budget expenditure) will come to 76 million eu-
ros (in the rapid implementation of reforms scenario) or 233 million eu-
ros (in the slow implementation of reforms scenario). This study of the
World Bank says that in 1999 in the Croatian budget some 35 million eu-
ro was spent on the environment (last available information). Assuming
that the same amount continues to be spent, this means that in 2007 it will
be necessary to increase the expenditure of the budget by at least 40 mil-
lion euros (or 0.1% of the GDP of that time).xix

Aggregate effects of Croatian membership
in the European Union

The expected net costs of Croatia’s accession to the EU might in
2007, perhaps the first year of membership, come to more than 2.5 bil-
lion kuna, or about 1% of GDP in 2007.
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Table 2 Effects of European Union membership on the general government
budget in 2007

In million % of
kuna GDP
REVENUE SIDE OF THE BUDGET
1. Transfers unrelated to projects
1.1. Income supports
Liquidity gap -590 -0.24
Substitution effect 371 0.15
1.2. Market supports
Liquidity gap -205 -0.08
Substitution effect 205 0.08
1.3. Internal politics
Revenues 354 0.14
2. Transfers related to projects
2.1. Structural funds
Revenues 779 0.31
Joint financing -261 -0.10
2.2. Cohesion Fund
Revenues 31 0.01
Joint financing -5.4 -0.002
2.3. Rural development
Substitution effect 71 0.03
Joint financing -110 -0.04
3. Other transfers
3.1. Pre-accession assistance 478 0.19
3.2. Special arrangements 558 0.22
3.3. Budgetary compensation 0
TOTAL REVENUE 1,676 0.67
EXPENDITURE SIDE OF THE BUDGET
1. Payments into the EU budget and EIB
1.1. Payments into EU budget
Customs -534 -0.21
VAT -338 -0.14
GNI -1,900 -0.76
UK rebate -177 -0.07
1.2. EIB -75 -0.03
TOTAL PAYMENTS -3,024 -1.21
2. Harmonisation expenditure
2.1. Customs tariff harmonisation -996 0.40
2.2. Environment -300 -0.12
Total harmonisation expenditure -1,296 -0.52
TOTAL EXPENDITURE -4,320 -1.74
NET LOSS TO THE BUDGET -2,644 -1.06

Source: Authors’ calculations
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BUSINESS CYCLES, FISCAL RULES
AND PUBLIC DEBT

In conjunction with the effects on the revenues and expenditures
of the budget, joining the EU will also lead to changes in the way in
which fiscal policy is handled. The EU and the EMU are commonly seen
as creations in which monetary policy is centralised or subject to hard
rules, while fiscal policy is the opposite, that is, an instrument of auto-
nomous national economic policy. However, although the EU budget is
negligible as compared with the budgets of member states, fiscal policy
has actually turned into an instrument of economic policy at the level of
the whole Union. In practice, member countries come up against very
tight constraints in the formulation of fiscal policies, so that a very high
degree of coordination among them has already been attained.

Variables such as average level of inflation or the value of the
euro in terms of other currencies have become a common asset in the
EMU, hence every national policy that affects these variables can lead
to an ECB reaction, and consequently, to changes in the environment
for all the member states. Also, rules with respect to running fiscal po-
licy have been introduced because of the dangers of a spill-over of ef-
fects of risk growth from one of the EU members as a result of irrespon-
sible fiscal policy. Finally, although it is explicitly banned for the ECB
to directly buy bonds of any of the member countries, there is always a
danger that a panic reaction on the financial markets will lead to mone-
tary instability in the whole EMU area.

Fiscal rules in the European Union

Getting the balance of the budget of general consolidated go-
vernment close to equilibrium or into a small surplus is the main aim of
each member country. Balancing the budget relates to its structural ba-
lance, while the cyclical component of the budget can be adjusted de-
pending on the state of the economic cycle, which makes possible the
working of automatic stabilisers.x* In addition to balancing the structu-
ral budget, the largest deficit of the budget of general consolidated go-
vernment is limited to 3% of GDP. In emergency situations, which are
defined as a reduction of GDP by more than 2 percentage points, the re-
sort to sanctions laid down by the SGP is automatically suspended.
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The SGP imposed constraints are stated in such a way that they
allow for the working of automatic stabilisers in the case of the normal
cyclical fluctuations. In the definition of the restrictions, attention was
paid to the potential rate of growth of the economies, fluctuations in
growth and sensitivity of the budgetary balance to cyclical movements.

The potential rate of growth in member countries is about 2.5%,
while in the case of a reduction of the growth rate by 1% below the po-
tential on average there is a cyclical budgetary deficit of 0.6% of GDP.
Since the average largest output gap recorded in the member countries
during the period from 1960 to 1997 was 4%, which corresponded to a
1.5% reduction of GDP, appeals to extraordinary circumstances in the
context of the SGP should be a rarity (European Commission, 1999). Of
course, fluctuations in GDP are not the same in all the countries, and the
automatic stabilisers do not react equally strongly because of differen-
ces in the structure of revenue and expenditure. For this reason those co-
untries that are exposed to greater shocks and that have more powerful
automatic stabilisers, or that wish to back them up with active counter-
cyclical fiscal policy, must aim at higher budgetary surpluses.

Fiscal constraints from the SGP also enable the stabilisation of
the level of public debt. Thus an average budgetary deficit at the level
of 3% of GDP, with an expected 5% growth rate of nominal GDP,xxi is
in line with the maintenance of public debt at a level of 60% of GDP.
This level of public debt is also prescribed by the SGP as the highest
permissible level of public debt that all members with a higher public
debt should aim at. Since the SGP nevertheless prescribes the balancing
of public finances, in the event of achievement of it, in the mid-term re-
duced levels of public indebtedness should be expected (Mathieu and
Sterdyniak, 2003).

Effects of fiscal rules on future members

Immediately on joining the EU new members assume all obliga-
tions laid down by the SGP. For this reason, accession countries and
candidates usually take part in a pre-accession fiscal surveillance pro-
cedure in order to prepare as well as possible for the obligations that
membership will entail with regard to running macroeconomic policy,
within the context of which they do not have any formal obligations ex-
cept to inform the EU of their economic policy and establish communi-
cation channels. Of course, after entry into the EU, before joining the
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EMU, which is actually obligatory for new members after they have
met the Maastricht criteria,xii provisions regarding sanctions for not
fulfilling the SGP do not apply to new members. Although they will not
be exposed to financial penalties, they will be under very strong pressu-
re to start running their fiscal policy in line with common rules.

Figure 1 Rate of GDP growth and budget balance in the accession countries,
candidates and Croatia (2002)
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Source: European Commission (2003), CBS and Ministry of Finance

If the degree of fiscal adjustment in Croatia is compared with
that in the accession and candidate countries, it can be concluded that
the situation is not all that bad.xxii Only Estonia had a budgetary sur-
plus, and a total of half of the twelve countries met the 3% deficit limit,
although in 2002 GDP did not fall in a single country. In Croatia the de-
ficit was 0.9% worse than the average, but the growth rate was 1.4%
higher than the average, which came to 3.8%, and this should also be
taken into account when assessing the differences in the structural de-
ficit. In addition, all the countries with worse indicators with respect to
budgetary deficit also had lower rates of growth than Croatia. Accor-
ding to these indicators, we can conclude that Croatia, like most of the
transition countries, is only coming up to the process of fiscal consoli-
dation. Hence, considering the rate of growth that can be expected in
the mid-term, probably a little lower than the current rate, in Croatia the
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budgetary deficit should be reduced by about 6% of GDP, so as to en-
sure a structurally balanced budget.

We have already mentioned that the effects of the SGP on the fi-
scal policy of each member depend essentially on its characteristics.
Future members, like Croatia, differ in several important features from
the current members. Firstly, these countries are much poorer than the
current members and they possess a considerable potential for real con-
vergence. In this paper we have assumed the potential rate of real
growth for Croatia to be 4%. Secondly, because of the level of prices
that is about half the EU average, nominal convergence brought about
by the Balassa-Samuleson effect and a growth of the level of admini-
strative prices can be expected. This will make the differences in rates
of nominal growth, which is essential for the dynamics of public debt,
still greater than the difference in the rates of real growth. Also, the le-
vels of public revenue and expenditure in the future members, inclu-
ding Croatia, irrespective of the lower level of development attained,
are not essentially below the revenues and expenditures of the current
members. This means that the automatic stabilisers should not be any
weaker than in the present members. However, the future members ha-
ve a relatively unfavourable structure of expenditure, with a high pro-
portion of fixed expenditures, like pensions and healthcare expenses,
which do not change depending on the state of the business cycle (Rich-
ter and Romisch, 2003). Although it would seem that because of the
weaker automatic stabilisers the new members will not be confronted
with the appearance of impermissible deficits, they will actually have
to depend even more on an active fiscal policy in order to stabilise the
economy. This has proved dangerous to date in their case because after
the end of the recession the cyclical deficits gradually turned into struc-
tural deficits (Kopits and Székely, 2003). Finally, future members, inc-
luding Croatia, are on the whole smaller and more open than the pre-
sent members. This means that fluctuations of production will be grea-
ter in their case, as will the need for the concomitant stabilisation,
which can bring about greater cyclical deficits during some periods
than those common with the old members.

All these features could well have a negative effect on the effi-
ciency of fiscal policy in Croatia and in some other transition countries
within the framework of the SGP. For example, for Croatia, because of
its relatively high potential rate of growth, the sanctions provided for in
the SGP would be suspended only in the case of a reduced rate of
growth of GDP by 6 percentage points below the potential, while for
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member countries this reduction comes on the average only to 4.5 per-
centage points. For this reason, Croatia will have to make a stronger ef-
fort toward fiscal adjustment if it wants to retain flexibility of fiscal po-
licy. Furthermore, automatic stabilisers constitute a special problem. In
Croatia at the moment we have no understanding of the structural ba-
lance of the budget or of the working of automatic stabilisers, because
of which we are unable to say whether they will suffice to stabilise the
economy, or in what way the budget balance will react to a change in
the rate of growth. If it is concluded that automatic stabilisers are too
weak to bring the economy into balance, of which there are already in-
dications, it would be good to think about ways of preparing an active
fiscal policy to respond fast and effectively to the state of the economy,
that is, how the budget deficit could be simply increased or reduced in
the current year.

Also relatively unfavourable are the consequences that EU fiscal
rules will have on the level of public debt of new members in the event
of the strict application of the SGP. Because of the essentially higher po-
tential rate of growth of nominal GDP, bringing the structural budget in-
to balance will rapidly reduce their public debt. While for EU countries
with a structural deficit of the budget at the level of 3% one can expect
an equilibrium level of public debt at 60% of GDP, for transition coun-
tries, assuming a nominal rate of growth of 7% and an identical start le-
vel for public debt, their convergence on 43% of GDP can be expected.
In addition, in the case of a structural imbalance of the budget, in the
new members it is possible to expect a much more rapid reduction of the
ratio of public debt and GDP. In case of the initial assumptions concer-
ning growth and level of indebtedness, new members could halve this
ratio in some ten years. This means that new members, which because
of the high expected rates of growth have a greater capacity to take on
debt and a larger need for infrastructure investments, will in fact be for-
ced into a more rapid reduction of public debt.

CONCLUSIONS AND RECOMMENDATIONS

The Government has made fiscal projections up to 2007, by
which time we assume that with a bit of luck Croatia might enter the
EU. According to Government’s projects, the deficit of the budget of
general consolidated government might by that year be reduced to 2%
of GDP.xxiv However, the actual fact that Croatia will have greater net
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transfers from the EU budget than payments into the budget does not
necessarily mean that joining will not entail additional costs for the
Croatian budget. Our estimates say that in 2007 we might expect nega-
tive fiscal effects of accession in a total amount of about 1% of the an-
ticipated BDP. Of course, the reserve of potential savings through the
reduction of state aid should also be kept in mind, which might be con-
siderable, although its dynamics would be hard to predict in that year.

Additional difficulties derive from the framework of the SGP for
running fiscal policy. The possibility of running an anti-cyclical fiscal
policy in line with these rules will not be retained with a structural de-
ficit of the budget of 2% of GDP, as the Government’s projections look
for, or even 3% of GDP, if we count on the potential fiscal effects of jo-
ining. In connection with this, certain recommendations as to how to
prepare fiscal policy for the challenges of EU membership might be
drawn from the paper:

» As soon as possible it is necessary to realistically assess the structural
balance of the budget, and also the effect of the automatic stabilisers
on the budgetary balance.

* [f the automatic stabilisers are judged to be inadequate to stabilise the
economy, which is likely because of the structure of budgetary reve-
nues and expenditure, it will be necessary to develop a fiscal activism
policy capable of rapidly and flexibly increasing and decreasing the
budgetary deficit in line with the movements of the business cycle.

» According to an assessment of the structural balance of the budget and
the strength of the automatic stabilisers, or the expected degree of fi-
scal activism, it is necessary to draw up a projection of fiscal adju-
stment to facilitate the running of an anti-cyclical fiscal policy that
does not involve infringements of the SGP. Because of a rate of po-
tential growth higher than that of current members, Croatia would
very likely have to create a structural surplus so that the automatic sta-
bilisers could act without exposing Croatia to possible sanctions in the
case of a deeper recession.

It is important to realise that all these recommendations lend for-
ce to the already routine steps that the European Commission takes
when estimating the harmonisation of each country with the SGP. In
addition, they are a necessary part of the consideration of each of the
candidates of the EU as it prepares to join the EU. On its way to mem-
bership in the EU Croatia will certainly meet the necessity of carrying
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out all these steps. However, we think that these steps should be taken
as soon as possible because of the long period in which fiscal adju-
stment is usually made, and the shortness of the time span in which
Croatia plans to become an EU member. Finally, we are of the opinion
that current plans for fiscal adjustment do not lead to a completely ef-
ficient policy within the context of the EU.

iii
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There is an intermediate key according to which a certain percentage of revenue
from VAT is paid into the EU budget.

Inflation of 3% is not essentially greater than the indirectly targeted inflation of the
EU, and yet also allows space for adjustment of relative prices in the remaining pro-
tected sectors, and the working of the Balassa-Samuelson effect (which comes out
particularly in the transition countries with an intensive growth of productivity). We
recall that the Balassa-Samuelson effect arises when growth of productivity within
a sector of internationally marketable goods rises faster than the rate of production
within the sector of international non-marketable goods, which in turn assuming
mobility of labour brings about a wage cost rise, and then of prices in the interna-
tionally non-marketable goods sector.

This is a negligibly greater value than the average value if the 2000-2002 period is
taken into consideration. Actually, for a considerable number of years, the value of
imports has come to between 50 and 60% of GDP.

The value of the proportion of imports in GDP from countries with which Croatia
has made free trade agreements has remained unchanged (about 80%) irrespective
of the making of these treaties. For this reason, it can be assumed that these shares
will not change in the new future either, i.e., there will not be any significant effect
of changes in trading.

There are good reasons for expecting a reduction of the rate in the next four years
(the EU is negotiating with several countries about free trade) but since we can only
guess how much this might come to in the end, it seems most appropriate to work
with the current rate, 2.6%.

The loss might be even greater, depending on the deepening of the difference
between the average customs rate in the EU and here (see note 5 above).
Interesting here is Kischel’s (2003) finding, which recalls that the harmonisation of
excises on mineral oils, tobacco and alcohol in the EU started as long ago as 1972,
and is still not complete.

Here it is perhaps more correct to speak of the amount of individual excises rather
than of structure, because different countries can have different excises; yet what is
essential is that the amount of the excises for agreed-on kinds (mineral oils and
fuels, tobacco and alcohol) is harmonised among the member countries.

European Parliament Fact Sheets, ch. 3.4.7 The Taxation of Energy.

1t is expected that the administration of the EU funds will be done by the newly-
founded Fund for Regional Development (at the current time this has only 7 employ-
ees) and the Fund for the Development of Employment (4 staff members) and spe-
cialised agencies whose organisation is earmarked for the future.

This principle has been the subject of great debates since it directly disrupts com-
petition in the farm sector. The reasons for the introduction of such a discriminato-
ry regime for new member states lies in the great expense of farm policy (the budg-
et would be faced with great expenditures if new member states that have a much
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greater farm sector were to be paid the same support as old members without
reform of their agricultural policy), and in claims that new members are incapable
of making use of greater transfers.

Income support is paid from the national budget in October, while resources from
the EU budget arrive only in January.

If we assume that Croatia will not make use of the possibility of cofinancing income
support in the first years of membership.

Estimate of absorption power made on the basis of data for existing member states
(Mayhew, 2003).

GNI includes all the income of residents, irrespective of whether it is made inside
the country or abroad. Since Croatian GNI from 1997 to 2002 on average differs
from GDP only by 0.2%, we can use the already calculated projection of GDP for
2007 for the same period.

In 2002 6.3% of GDP was earmarked from the budget for capital expenditures. This
is well above the value for other countries (candidates), which earmark from 2.3 to
5%. Here, however, it would be important to point out that any relevant analysis
should take into account a longer number of years, and in our case exclude capital
expenditure for reconstruction, which is a distinctive feature of the Croatian case.
The span of the estimate is broad, because of the uncertainty with respect to unit
costs and of the uncertainty of the effectiveness of investment strategies.

About 40% of total expenditure will be done in the first 6 years, and of this 30% will
be financed by the government, 60% by the private sector and 10% by external
resources.

Total expenditure (private and public) will have to be increased by at least 200 mil-
lion euro (about 0.6% of GDP).

The work of automatic stabilisers implies the automatic increase or reduction of
revenue and expenditure of the budget depending on the phase of the economic
cycle (and not on changes in tax regulations and/or discretionary changes in expen-
diture).

Expected rate of growth of nominal GDP is more or less the same as the sum of the
potential rate of real growth and the rate of inflation. The ECB has adopted a rate,
as unofficial rate of inflation, that is lower than 2%, but it is close to this level, so
that the rate of nominal growth in the EU will probably be a little lower than 5%,
though not much.

Like Denmark and the UK, which have the right of derogation, so far Sweden has
not introduced the euro, which does not have this right, because it joined in the last
round of enlargement, but so far it has avoided the introduction of the euro by refus-
ing to join in the ERM-2 exchange mechanism. This means that those transition
countries that really want to, will probably be able to put off joining in the EMU, as
well as the implementation of the SGP in its entirety.

Turkey is excepted from the comparison because of the recent financial crisis and
the uncertain future vis-a-vis European integration.

Session of the Government of the Republic of Croatia, September 1, 2003.



73

LITERATURE

Arbutina, H., Kuli§, D. and Pitarevi¢, M., 2002. “Comparision and
harmonisation of the Croatian tax system with the tax systems in the
European Union” [online] in: K. Ott ed. Croatian Accession to the
European Union: Economic and Legal Challenges. Zagreb: Institu-
te of Public Finance: Friedrich Ebert Stiftung, 89-112. Available
from: [http://www.ijf.hr/eng/EU/arbutina-kulis-pitarevic.pdf].

Backe, P., 2002. “Fiscal Effects of EU Membership for Central Euro-
pean and Baltic EU Accession Countries”. Focus on Transition, 3
(2), 151-164.

EBRD, 2002. Transition Report 2002. London: EBRD.

EIZG, 2003. Projekcije gospodarskih kretanja do 2007. godine, mi-
meo. Zagreb: Ekonomski institut.

European Commission, 1999. “Budgetary Surveillance in EMU: the
New Stability and Convergence Programmes”. European Economy,
Supplement A, no 3, March 1999.

European Commission, 2002. Co-ordination of economic policies in
the EU: a presentation of key features of the main procedures. Di-
rectorate-General for Economic and Financial Affairs, Euro Papers,
No. 45, July 2002.

European Commission, 2002. Simulation of net budgetary positions
afer enlargement of the N-10. DG Budget.

European Council, 2000. European Council decision on the system of
the European Communities' own resources. 2000/597/EC, Euratom.
Available from: [http://europa.cu.int/comm/budget/pdf/financing/-
decisionrp_09_2000/jol253en.pdf].

European Parliament Fact Sheets. 7The Taxation of Energy [online],
chapter 3.4.7. Available from: [http://www.europarl.eu.int/fact-
sheets/3_4_7_en.htm].

Funck, B. 2002. Expenditure Policies Towards EU Accession. Wa-
shington: World Bank Regional Study.

Italianer, A. 2002. The macroeconomic policy framework for EU
membership and euro area participation - the role of budgetary po-
licy. Paper presented at conference on EU Accession - Developing
Fiscal Policy Frameworks for Sustainable Growth, Brussels, 13-14
May 2002.

Kesner-Skreb, M., Plese, I. and Miki¢, M. 2003. “Drzavne potpore
poduzec¢ima u Hrvatskoj 2001. godine” [online]. Financijska teori-
ja i praksa, 27 (3), 287-330. Available from: [http://www.ijf.hr/fi-
nancijska_praksa/PDF-2003/3-03/skreb_plese_mikic.pdf].



74

Kischel, D., 2003. Experience of the European Union in the Area of
Excise Tax Harmonisation. Presentation material.

Kopits, G. and Székely, 1. P., 2003. “Fiscal policy challenges of EU
accession for the Baltics and Central Europe” in: G. Tumpel-Guge-
rell and P. Mooslechner eds. Structural Challenges for Europe.
Chentelham: Edward Elgar Publishing.

Mathieu, C. and Sterdyniak, H., 2003. Reforming the Stability and
Growth Pact: Breaking the Ice [online]. Available from:
[http://www.ofce.sciences-po.fr/pdf/dtravail/wp2003-02.pdf].

Mayhew, A., 2003. The Financial and Budgetary Impact of Enlarge-
ment and Asseccion. Brighton: Sussex European Institute.

Mihaljek, D., 2002. “Macroeconomic aspects of Croatia's accession to
the European Union” [online] in: K. Ott ed. Croatian Accession to
the European Union: Economic and Legal Challenges. Zagreb: In-
stitute of Public Finance: Friedrich Ebert Stiftung, 23-62. Available
from: [http://www.ijf.hr/eng/EU/mihaljek.pdf].

Paukovié, Z., 2002. “Drzavne potpore” in: Prilagodbe politikama unu-
tarnjeg trzista EU-ocekivani ucinci. Zagreb: Ministarstvo za europ-
ske integracije.

Richter, S. and Romisch, R., 2003. Financial and fiscal aspects of ac-
cession. Paper presented at WIIW Spring Seminar 2003: The Acce-
ssion Deal: Consequences for New Members, 28 March 2003.

Serafin, T. and Mayhew, A, 2003. The Financial and Budgetary Im-
pact of EU Accesssion: the Case of Poland, mimeo.

Sporazum o stabilizaciji i pridruzivanju izmedu Europskih zajednica i
njezinih drzava c¢lanica i Republike Hrvatske. Available from:
[http://www.mvp.hr/pdf/011029_sporazum.pdf].

World Bank, 2003. Croatia: Country Economic Memorandum, A Eu-
ropean Integration and Growth Strategy, mimeo. Zagreb: World
Bank.



75



99% 0 149 6C 601 8¢ 84} 19 9C 6 I amyipuadxa [euonIppy
s ¥ €€ L1 81 1T 99¢C L 6 9L 6 soptjod [eusoju]
epee el a4 IS1 €0¢ 6S 9LLT 8¢ 88 gse 14! 9due)sIsse [eImonng
84T'C 8 S0¢ 911 8TC SCl TIST S [43 26¢ LE 2IM)NoLSY
186°1 4 0l 98 o1l 1374 €C8 661 LS €51 9 90UE)SISSE UOISSIOIL-31d
§00T
LLL'T 9T €LT So6l 66T 08 01 0LT 4! 8LI LT uonisod JON
996°¢- - Sce- 0L- vl- L8I- 6LS1- S¢S 9¢- €79 SoI- ONUIASIL UMO [BI0],
0ce- € 0c- 9- or- L1- 8yl- ot S 9¢- 8- 9jeqal 3N
At £€C 8yl- 8- 8L- 6CI- PI1T- (945 LE- 9T~ 09- IND WO} onuaAY
0Ty~ - 9C- 8- I- % v61- 19- 9- YL~ ol- LVA WOl onuaAdy
Sl I- €€ L- [ 81- €Cl- L6” 8- 99- LT 9NUSAII UMO [EUORIPEBL],
€pe9 0L 86¢ 9T €y L9T €86°C Y8 181 108 [€1  Qumrpuadxo pajesof[e [el0],
9¢C 8¢ 0 0 0 0¢ 0 0 0 STl 69 uonesuadiod
Areyo3pnq Aresodwo |
1101 cl €9 61 Se <9 1324 SCl 91 SLI 8¢C JudwaSueLE
MO[J-ysed [eroadg
c6¢ 0 1T 8¢C 8 8¢ Iel 8¢S Y4 L 0 amyipuadxa [euonIppy
SO¢ [4 61 0l 11 Cl Sl (44 S 144 S sontjod [eusoju]
7651 L 811 99 6 LT 658 60C 6¢ 691 9 90Ue)SISSE [eIMOnng
116 € LS [44 €L 1374 9ty STl 6C 001 Cl [eInynoLsY
698°1 L 0cl 66 LTI IS 0L6 GeT L9 181 I 9OUBSISSE UOISSIOIL-3ld
00T
1991 11 €Tl 78 SIIT Sy 8 L6l 9 0LT 91 QJUB)SISSE UOISSIOIL-1d
£00T

e, B[R] BD[BAO[S  BIAJRT]  BIUBNUI] BIUSAO[S puejod AreSuny  emoysgy  yoez)  snidh)
© 80v0T°1 ¥780°1 Spunj 1930 pue wuej :10je[Jop uoSequado)
~ €LOT'T 9980°1 QIMIPUAdx0 IOYJ0 + SOINOS UMO :IOJB[JOp $007 ‘T AeJN UOISSa00E N7
00T £00T soIno uoryIur ‘saotid 6661

Ju2W2340]Ud () [-N 423fp uoyisod Aivja3png joN | Xouup



77

poriad 900Z-+00Z Y} 40f p2ipdidyup aq 01 2avy JjIM 2.4mpupadxa fi 0.4nd uojIu /7] [PUONIPPY up SNLdA) uo juawaa.3p [pan1od Jo 1uadd ay) uj (gN

8€S‘S

099°G-
6C6-
€6L'E-
1L9-
L99-
861°11
96¢

9

181
80L
866°¢
S60y
9L6

918t

816G~
Lo6Y-
L69°¢-
LS9-
L99-
reC01
(Y44

YyL

139

89-
c-
9¢-
9-
Ic
11
€9

LT

19¢

65¢-
4
(434
Iy~
¥S-
0CL
0

I

[43
Sy
68¢
09¢
¥9

143

011~
I-
9L-
€l-
I-
1894
0

8¢C
[44
681
9¢1
[43

S6c

LOT-
01-

€l-
I-
(4014

0LS

961-
L1~
€l
(1%
€e-
99L
0

LTI
4
8¥C
¥6¢
99

€8y

161-
91-
0¢I-
Ic
€e-
L9

4

96C-
8¢
€0¢C-
9¢-
6C-
8LE
9¢

81

8¢
8¢C
€L
8S1
LT

8
88¢C-
LT
861-
Se-

0LE
99

81

6L6°C

61S°C-
-
TSLT-
or¢-
€Iz
86%°S
0

oSy

(41
65¢
LO1'T
vE6°T
60S

¥19°C

YS¥C-
0€C-
LOL'T-
Y0¢-
cIe-
890°S

0SS

¥19

€L8-
LL-
6vS-
L6~
0s1-
L8Y'1
0

8¢C

19
L6
1445
€59
vCl

06

€68~
CL-
3%

0s1-
el

8¢C

00¢

68-
g-

86-
01-
1%
88¢C

9¢
Cl
OTT1
01
33

L0€

886~
€6~
0L9-
611-
SoI-
v6T°1
S8

6

01
LTy
€8y
86

£6C

€96~
88-
€59-
911-
Sor-
SST'1
8LI

6

53

€91~
€l-
v6-
LI~
(U
v61
48!

Cl
81
4

53

091-
cl-
16~
9I-

161
611

uonisod 19N

QNUOADI UMO [BJO],
eqgaI 3N

IND WOI} ONUOAdY

LV A WOIJ dnuoAdy
SONUIAI UMO [EUOTIIPRIL
amyipuadxa pajeso[ye [e10 ],
uonesuadwod

K1eyodpnq Arerodwo [,
JjuowRIuRLIR

MOJ-ysed Teroadg
amyipuadxa [euonippy
sonrjod [eurejuy
QOUB)SISSE [EINIONIS
QI[NNI

QOUR)SISSE UOISSIIR-I]

900¢
uonisod JoN

QNUOADI UMO [8JO],

eqaI I[N

IND WO} ONUOAdY

LV A WOIJ oNudAdI UM
ONUOASI UMO [BUONIPEI],
armyrpuadxa pajeso[e (810
uonesuadwod

K1eyo3pnq Arerodwo
JjuowoFuRILIR

MO[J-yseo Teroadg




79

Chapter 4

POVERTY, INEQUALITY AND SOCIAL
EXCLUSION IN THE EUROPEAN UNION
AND CROATIA

Predrag Bejakovié¢
Institute of Public Finance
Zagreb

Believing that reunited Europe intends to continue along this path of
civilisation, progress and prosperity, for the good of all its inhabitants,
including the weakest and most deprived.

The European Council meeting in Thesaloniki on 20 June 2003, Draft
Treaty establishing a Constitution for Europe

ABSTRACT

The issue of co-ordination in welfare policy in the European
Union (EU) has been the subject of many analyses and discussions, but
still it has not attained the same level of importance given to the co-
ordination of economic policy. The aim of the paper is to determine the
situations and actions in Croatia and the EU in the eradication of pover-
ty and social exclusion. The paper starts with the theoretical and
methodological framework, which is followed by an account of the
states of affairs in EU member-states. After the description of the situ-
ation in Croatia, especially of its advantages and disadvantages as com-
pared to other transitional countries and future members of the EU, the
paper ends with a conclusion and proposals for improvement.

Key words:
poverty, inequality, social exclusion, European Union, Croatia
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INTRODUCTION

Debates about a common social and welfare policy and common
actions have long been held at a national level and are slowly but sure-
ly taking shape at the European level. In political terms, Europe has
achieved its greatest successes in fields other than social policy, with
the creation of a common market and the transition to phase three of
economic and monetary union with the introduction of the euro. This is,
of course, not to say that these successes are not also of social signifi-
cance. But it is often said that they have created more social problems
than they have solved, thus prompting action at a European level.

The issue of co-ordination in welfare policy in the EU has been
the subject of many analyses and discussions, but still has not managed
to attain the same importance assigned to the co-ordination of econom-
ic policy. One of the most important reasons for intentions to harmonise
social policy is the wish to enable and enhance labour force mobility
because there is a belief that the (non)existence of an adequate safety
net is an important factor in worker mobility. On the other hand, EU
members often mention that because of the different levels of econom-
ic development it is very hard or almost impossible to harmonise dif-
ferent welfare systems. Harmonisation would require huge financial
resources that are at present not available.

The aim of this paper is to determine the situations in the EU and
Croatia and actions taken to eradicate poverty and social exclusion. We
start with a brief explanation of the theoretical and methodological
framework. In the second part we discuss the situation in EU member-
states regarding poverty and inequality, as well as activities at the EU
level for reducing these unfavourable situations. Section three describes
the situation in Croatia, especially its advantages and disadvantages as
compared to other transitional countries and future members of EU.
The paper ends with a conclusion and proposals for improvement.

THEORETICAL FRAMEWORK AND
METHODOLOGICAL ISSUES

To understand poverty, it is essential to examine the economic
and social context, including the institutions of the state, markets, com-
munities, and households. The persistence of poverty is linked to its
interlocking multidimensionality: it is dynamic, complex, institutional-
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ly embedded, and also a gender and location-specific phenomenon. The
patterns and shape of poverty vary by social group, season, location,
and country. Poverty differences cut across gender, ethnicity, age, loca-
tion (rural versus urban), and income source. Usually, in households,
children and women suffer more than men. Poverty outcomes are the
result of a complex interaction between policies and institutions in the
economic and the political spheres. Poverty outcomes depend not only
on what happens with the national income, but more fundamentally on
how these changes in the national income translate into changes in
household measures, and on what happens to the distribution of this
consumption.

It is very important to fix on the manner of measuring poverty
because this determines (or confuses) attempts to formulate sensible
policies for helping the poor and for the redistribution of income. The
most commonly used way for measuring poverty is based on income or
consumption levels (for the main indicators and explanation, see Box 1.
Information on consumption and income is obtained through sample
surveys, during which households are asked to answer detailed ques-
tions on their spending habits and sources of income. Such surveys are
conducted more or less regularly in most countries. These sample sur-
vey data collection methods are increasingly being complemented by
participatory methods, where people are asked what their basic needs
are and what poverty means for them. Interestingly, recent research
shows a high degree of concordance between poverty lines based on
objective and subjective assessments of needs.

It is common to measure inequality in living standards using
income or expenditure across individuals in a given month. However,
due to problems in measuring poverty, income or expenditure in a
given month is only an imprecise measure of the living standard of a
household. In order to obtain a more representative approximation of
inequality, it is better (and more complicated) to reckon poverty and
inequality using data over a longer period (presumably over four peri-
ods like, for example, the average in the current month, 12, 24 and 36
months ago) than data for a single month.

Especially for countries in transition, researchers mostly use
measures of poverty and inequality based on consumption (money
expenditures plus the value of food produced on the household plot).
Grootaert and Braithwaite (1998) believe that this measure is more
accurate than income due to the high volatility of current income, since
people are paid very irregularly, with several months of wage arrears
being common. Furthermore, income underreporting is widespread,
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Box 1 Main indicators of poverty, inequality and social exclusion

Absolute poverty measures the proportion of a population
surviving on less than a specific amount of income. This specific
amount is the poverty line.

Absolute poverty lines set an absolute minimum standard of
living and are typically based on a fixed basket of food products
(deemed to represent the adequate minimum nutritional intake nec-
essary for good health) plus an allowance for other expenditures
(such as housing and clothing). Hence absolute lines can vary
across countries, depending on the composition of the consumption
basket. While there is clearly some arbitrariness in determining
what is adequate, the notion of a poverty line still provides a useful
benchmark.

Relative poverty lines define poverty relative to national liv-
ing standards because irrespective of absolute needs, people may
consider themselves poor when their living standards are substan-
tially below those of others in their country. Relative poverty lines
are usually set as a fixed percentage of median or mean equivalent
household income. The World Bank (2000) calculates poverty pro-
files using 50% of median income as a base for international com-
parison.

The poverty gap measures how much income would have to
be transferred to the poor population to raise every household's
income to the poverty line (assuming the transfers have no effects
on the recipients' work effort).

Gini coefficient is bounded between 0 and 1, with 0 indicat-
ing absolute equality and 1 indicating absolute inequality.

Poverty intensity is the common indicator taking into
account the number of poor, the depth of poverty and inequality
among the poor. For practical purposes, the percentage change in
the poverty intensity can be approximated as the sum of the percent-
age changes of the poverty rate and the average poverty gap ratio.

Social exclusion is a multidimensional process which weak-
ens the links between individuals and the rest of society. These links
can take on economic, political, socio-cultural and spatial perspec-
tives. The more dimensions by which a person is excluded, the
more vulnerable this person becomes. The characteristics of exclu-
sion are linked to accessing labour markets, basic services and
social networks. Depending on the general level of development of
an economy, the following dimensions can be of relevance: exclu-
sion from goods and services, from labour market, from security
and from human rights.
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because survey respondents are not willing to fully disclose illegal or
semi-legal income sources. Finally, produce from the household plot
has become a mainstay of food consumption and this is not a standard
component of money income. While consumption may be a more accu-
rate measure of material well-being, examining income inequality
offers two benefits. First, it is easier to make international comparisons
using income inequality since income inequality statistics are available
for more countries. Secondly, it can produce insights into the drivers of
inequality by decomposing income inequality into the contributions of
the various income sources (World Bank, 2000).

However, the above discussion suggests that it might be fruitful
to consider income and expenditure not as alternative, but rather as
complementary, measures of well-being. Support for this approach is
provided by Atkinson (1989), who distinguishes between two concep-
tions of poverty: a standard-of living approach, which emphasises min-
imum levels of consumption of goods and leads naturally to an expen-
diture-based measure, and a minimum-rights approach, which empha-
sises the provision of minimum incomes but does not prescribe how
they should be spent.

POVERTY, INEQUALITY AND SOCIAL
EXCLUSION IN THE EUROPEAN UNION

The drive for solidarity and social integration found its initial
expression in the Single European Act (1987), and subsequently in the
Protocol on Social Policy in the Maastricht Treaty (signed 1992,
applied from 1993). The idea was to refine social protection systems in
order to improve everybody’s chances in general without losing sight
of the goal of more equal opportunities. The Treaty of Amsterdam
(entry into force: 1st May 1999) gave concrete expression to this con-
cern by including a title on employment and incorporating the protocol
on social policy. This gave the Community some scope for action in the
field of social policy, though this was somewhat restricted and bound
by the principle of subsidiarity. Since then, the Commission and the
Member States have had to review the employment situation annually
and draw up employment policy guidelines. This has brought social
policy much further into the limelight of European politics. In late
1997, when the situation in virtually all labour markets was giving
cause for concern, the Luxembourg employment summit was held.
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Measures were decided on to stimulate the efficiency of labour mar-
kets. The Cardiff summit (June 1998) focused on stepping up the pace
of structural reform in the employment market, whilst Cologne (June
1999) concentrated on promoting sound, non-inflationary growth to
create new jobs.i

However, it is really only since the Lisbon European Council
meeting of March 2000 that we have deemed social policy to be on a
par with economic, monetary and financial policy. In the course of this
development, a common goal has emerged: the European social model
must not just be maintained, it must also be adapted and consolidated.
The EU set itself a new strategic goal for the current decade: “To
become the most competitive and dynamic knowledge-based economy
in the world capable of sustainable economic growth with more and
better jobs and greater social cohesion”. Successful implementation of
the Lisbon strategy depends upon simultaneous and coherent policy
action being taken in a wide range of areas in the economic, social and
environmental domains.

No doubt, the issues of poverty, inequality, social exclusion and
welfare policy have the key role in reaching the mentioned goal. Social
policy and social cohesion are directly included in the principal areas
under the shared competence of EU members. On the other hand, there
are huge differences in EU members in terms of current situation and
policy towards the eradication of poverty and increasing social inclu-
sion, as well as of general attitude to welfare policy and the role of
state. Thus, it is probably neither desirable nor possible to develop a
single comprehensive European definition of the content of welfare
policy of general interest and its role. However, existing Community
legislation on welfare policy of general economic and social interest
contains a number of common elements that can be drawn on to define
a useful Community concept of welfare policy and its realization.
These elements should have such desirable characteristics as economic
efficiency, social or territorial cohesion and safety and security for all
citizens. The future desired concept should be used by all countries in
proposing and implementing an adequate policy capable of reducing
poverty and social exclusion.

The EU Summit in Nice in December 2000 reinforced a number
of the proposals made in Lisbon. The most significant of these in rela-
tion to combating poverty and social exclusion is the approval of a new
Social Policy Agenda (Official Journal of the European Communities,
2001). In setting out priorities for action in social policy over the next
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five years, strategic guidelines were identified as follows, all of them
having a bearing on anti-poverty policy: (1) more and better jobs; (2)
anticipating and capitalizing on changes in the working environment by
creating a new balance between flexibility and security; and (3) com-
bating poverty, exclusion and discrimination in order to promote social
integration.

One of the most significant developments has been the approval
of the proposal for a National Action Plan against Poverty and Social
Exclusion (NAPincl) in EU members.i The NAPincl is intended to
develop a common EU-wide basis for national actions against poverty
and social exclusion. The NAPincl has four main objectives: (1) to
facilitate participation in employment and access by all to resources,
rights, goods and services; (2) to prevent the risks of exclusion; (3) to
help the most vulnerable; and (4) to mobilize all relevant bodies.

The NAPincl is intended to bring social and employment poli-
cies closer together at both the national and EU level. An increased
emphasis on indicators and monitoring of progress is evident in relation
to the NAPincl. A bilateral meeting to discuss the NAPincl should take
place between different social representatives (including Governments,
Social Partners and relevant Agencies) and the European Commission.

All countries have national insurance systems which protect
their citizens from major risks like unemployment, the loss of income
or subsistence; special needs for sickness, family burdens or poverty.
However, both the extent and the consignment of such social insurance
differ widely among these countries. Many analyses have found empir-
ical evidence for a high correlation between expenditures for social
insurance and the incidence of poverty (for example Voges and
Kazepov, 1998). It seems that the differences between countries con-
cerning the reduction of poverty incidence result more from the extent
of the welfare state than from the varying effectiveness of poverty
reduction policies.

Over the last few decades, unemployment, poverty and inequal-
ity have generally increased in Europe, although there have been peri-
ods (notably the late 1980s) and countries (for example, the
Netherlands and Denmark) where social conditions have improved or
at least not deteriorated. In almost all EU members a main factor con-
tributing to poverty and social exclusion is unemployment, especially
long-term joblessness. The EU average unemployment rate increased
from 2.3 in 1960 to 7.7% in the year 2001. But while some countries
have managed to halt and even reverse the rise (notably the Nether-
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lands, Ireland and the UK), others could only achieve partial success,
which still leaves unemployment rates much higher than in the 1970s
(for example, Sweden, Germany, France and Spain).

Table 1 Unemployment rates in June 2003 (%)

EUI5 8.1 Sweden 5.4
Euro-zone 8.9 Portugal 7.3
Luxembourg 3.7 Belgium 8.0
Netherlands2 4.1 Finland 9.3
Austria 4.4 France 9.4
Ireland 4.7 Germany 9.4
Denmark? 5.2 Spain 11.4
a data for May

Source: Eurostat (2003)

As we can see in Table 1, the average unemployment rate is over
8% (higher in the Euro-zone than in the EU1S5). The lowest rate is in
Luxembourg and the highest in Spain. The risk of social exclusion
increases with the length of unemployment. So, long-term unemploy-
ment (waiting for job longer than one year) is regarded as a primary
indicator of social exclusion. In 2001, 3% of EU’s active population
were unemployed for at least 12 months. Again, this percentage con-
ceals differences: from less than 1% in Luxembourg, Denmark,
Netherlands and Austria, to more than 5% in Greece and Italy.

Otto and Goebel (2002), using cross-sectional equivalent
income, analyze the poverty rate (incidence) and intensity of poverty in
European countries. The ranking of poverty incidence among the coun-
tries analyzed is relatively robust. The representatives of socio-demo-
cratic welfare states - Denmark and Finland - have the lowest rates of
poverty incidence (more than 5%). The highest poverty incidence is
found in southern European countries (Portugal and Greece more than
20%). With the exception of Ireland, the poverty intensity measure
yields the same picture of poverty.

Spells of poverty are also important indicators of a particular sit-
uation. Regarding permanent poverty there are also huge differences
among EU members. Extreme positions are found in Denmark and
Portugal: permanent poverty is a small phenomenon in Denmark, while
permanent poverty in Portugal is the highest. Thus, more than 20% of
the Portuguese population can be described as permanently poor. In all
other EU members less than 10% are permanently poor.
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In spite of many surveys, (more about this in Dauderstédt, 2002),
it is almost impossible to determine the trends of (in)equality in the EU.

Inequality (not only in Europe) cannot be sensibly studied only
in terms of income distribution statistics - despite the importance they
have - because there is the issue of political debate linked with an
inequality of another kind, that of political participation. Thus, in ana-
lyzing unemployment, poverty and the related social exclusion there
should be some attention to at least some of the distinct concerns for the
person and society as a whole. Sen (1997) believes that the list of men-
tioned concerns would have to include among other things, for a socie-
ty: loss of current output and fiscal burden; for a person: loss of free-
dom of decision (which goes well beyond decline in income); skill loss
and long-term damage (just as people learn by doing, they also unlearn
by not doing — by being out of work and out of practice); psychologi-
cal harm, health problems and damage to morale; motivational loss and
loss of future work; loss of human relations and family life (unemploy-
ment and poverty can be very disruptive for social relations and may
also weaken the harmony and coherence within the family, as links
with friends and relatives), and finally, loss of social values and respon-
sibility (people in long term unemployment and poverty can develop
cynicism about the fairness of social arrangements, and also a percep-
tion of dependence on others. These effects are not conducive to
responsibility and self-reliance).

Inequality would be much higher without the correcting influ-
ence of redistributive and social policies. Social expenditure as a per-
centage of GDP increased significantly in most countries between 1960
and 2000, due to aging populations and higher unemployment. It con-
tinued to rise, especially in the poorer Southern European countries —
including Italy — as well as in France and Finland. As a consequence,
the EU average share of social benefit in GDP continued to increase as
well, in spite of the relatively stable or even falling shares in some
countries (Germany, Austria, Netherlands). The effect of social trans-
fers (excluding pensions) in reducing the at-risk-of-poverty rate varied
greatly between Member States. Social transfers had the strongest
effect in Sweden and Denmark and the weakest in Italy and Greece
(Eurostat News Release, 2003).

Results by Simon et all. (2003) suggest that there is no evidence
of long-run or strong convergence in social protection expenditure on
GDP ratios to imply equalisation of the importance of social transfers.
However, they do find evidence of catching-up or weak convergence



88

with respect to both Germany and the EU-12 average for all countries,
except Greece. These results, in turn, suggest that some countries have
been making a stronger effort as far as social protection is concerned,
resulting in their situation converging on that of other countries where
social protection expenditure has been much more significant all
through the period. The enlargement of the Union is bringing more het-
erogeneous, but particularly poorer players onto the leveled playing
field. Competition from the numerous poorer regions will exacerbate
problems of welfare systems that are already being subjected to mas-
sive pressures of adjustment as a result of demography and globalisa-
tion. There is a risk of increasing unemployment and inequality, and
this often means that national governments are unable to implement the
necessary painful reforms (Dauderstédt, 2002).

It is very hard to estimate future trends of poverty and inequality
in new members of the EU, but something could be learned from previ-
ous EU enlargements. The Portuguese and the Spanish experiences after
accession to the EU provide a natural field in which to search for the
determinants of the distributive implications of economic integration.
According to the results by Jimeno et all. (2000), inequality increased,
with some exceptions, for both countries after their accession to EU.

We should stress that the EU is trying to eradicate poverty and
reduce inequality and social exclusion. For new members of the EU an
increased future polarisation of society can be predicted. On one hand,
there is an important (growing) proportion of young and relatively well-
educated people with rather good employment opportunities and rela-
tively high wages. On the other side, there is persistent or increasing
number of older unskilled or semi-skilled workers, participating most-
ly in the unofficial labour market, who are more likely to be made
redundant, to have lower wages and temporary employment. With an
adequate and well targeted welfare policy, the position of the latter
group could be improved.

POVERTY, INEQUALITY AND SOCIAL
EXCLUSION IN CROATIA

Poverty increased dramatically in most of the transition coun-
tries of Europe during the past decade. Not only is the increase in
poverty unprecedented, but it has taken place in the context of profound
changes in economic, social, and political life. In most of Central and
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South Eastern Europe certain subgroups of the population have a high-
er incidence of poverty than others - particularly the unemployed, the
less educated and the rural population.

Poverty and inequality are serious obstacles to economic
growth, especially in transitional countries, because high inequality
leads to a sharper crisis in response to external shock as distributional
conflicts between the rich and the poor impair the functioning of the
newly established democracy. Higher inequality leads to significantly
higher rates of violent crime because of the relatively higher pay-off
from crime to those who are poor. Inequality also leads to deterioration
of the (already small) social capital and lower participation in civil
society, thus reducing opportunities for the poor to influence policies.

Although the collapse of output and increasing inequality can
account for much of the quantitative rise in poverty, these two factors
are in some sense just proximate causes, behind which lies a complex
interaction of economic, social, and political processes. These underly-
ing processes help explain why outcomes diverged as much as they did
and are the key to how the worst outcomes may be improved. The ques-
tion to answer is not so much whether poverty rose because output col-
lapsed and inequality rose - the answer is an unambiguous yes - but
why did output collapse so much more in some countries than in oth-
ers? And why did inequality follow such different patterns? Almost the
most important factor behind the path of output and incomes was the
extent and quality of the economic reforms that countries chose to
implement. There is a strong correlation between comprehensive
reform and output performance (World Bank, 2000). Analysts, howev-
er, are beginning to realize that other factors may have mattered just as
much: initial conditions (including location, initial economic distor-
tions, and resource endowment); the state of institutions at the start of
the transition; and the political system. These factors had a direct and
strong impact on output as well. Moreover, these non-policy factors
fundamentally affected the choice of reforms and the extent to which
countries were able to implement them (EBRD, 1999). And these fac-
tors also had an independent impact on the distribution of income and
consumption, and hence on the level of poverty.

Poverty

Knowledge about the incidence and scope of poverty in Croatia
was very limited until analytical work on poverty and vulnerability car-



90

ried out by the World Bank (2001) in collaboration with the Gov-
ernment became available. The analysis was based on the first post-war
household budget survey in Croatia, carried out by the Croatian Bureau
of Statistics in 1998. Results showed that poverty in Croatia is relative-
ly low, i.e., lower than in most transition economies in the region
(except for Slovenia) (Table 2). Only 4% of the population lived on less
than US$4.30 a day at PPP (internationally comparable standard across
transition economies), and about 10% lived on less than US$5.30 a day,
which the study suggested as an appropriate absolute poverty line for
Croatia.

Table 2 Poverty rates according to an international poverty standard! (in %)

Country Year Poverty rate
Belarus 1996 20.5
Croatia 1998 4.0
Estonia 1998 19.3
Hungary 1997 15.4
Latvia 1998 348
Lithuania 1998 22.5
Moldova 1997 68.6
Poland 1998 18.4
Romania 1998 445
Russia 1998 50.3
Slovenia 1993-95 Less than 1.0
Ukraine 1996 35.5

1 US $ 4.30 per person per day
Source: World Bank (2001); for Slovenia Milanovic (1998)

This international standard, however, may not adequately reflect
the specific conditions of each society. For policy makers what matters
is the extent of poverty based on nationally relevant standards. There is
no national official poverty line in Croatia. The World Bank study has
estimated the level of total expenditures (including non-food items) of
households in Croatia at which families, after paying for essential non-
food expenditures, just attain the minimal nutritional needs. This level
of expenditure represents therefore an absolute poverty line and
amounts to 41,500 kuna per year (in 1998 prices) for a couple with two
children or 15,474 kuna for an “equivalent adult”. Around 10% of the
population falls below this nationally specific poverty line.

However, poverty in Croatia is characterized by stagnancy -
those who become poor take a great deal of time to escape from pover-
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ty (World Bank, 2001). There are several dominant groups of poor: the
unemployed and inactive persons, the poorly educated and the elderly.
Although the unemployed and inactive represent a small share of the
poor population in the Croatia (2.9% and 5.4%), they are exposed to the
biggest threat from poverty, while employment is a fairly reliable pro-
tection against poverty. Almost three-fourths of the poor live in fami-
lies whose head has primary education or less. These individuals are
likely to have little prospect of finding work if they are not employed,
or to have low earnings if they are employed. The risk of poverty is par-
ticularly high when poor education is combined with unemployment.
Those living in households with unemployed or inactive household
heads are around 3 times more likely to be poor than the population as
a whole. Thus, poverty in Croatia - having become much more like
poverty in Western Europe — is highly correlated with the situation in
the formal labour market and the skill of individuals (Grootaert and
Braithwaite, 1998).

There is a considerable body of information about welfare recip-
ients in Croatia. Unfortunately, this does not cover detailed analysis of
welfare recipients of working age registered as unemployed. The
Croatian Employment Service does not identify those registrants in
receipt of welfare. The Ministry of Labour and Social Policy has limit-
ed dis-aggregations of unemployed welfare clients. And there is little
research on the characteristics of the group.

However, one study (Suéur, 2001) does offer some insights into
the economic and demographic characteristics of unemployed welfare
recipients in Croatia (the most important welfare right is the mainte-
nance allowance - pomo¢ za uzdrzavanje). The first aim of the survey
was to make distinctions between certain subgroups of users, particu-
larly according to their working (in)activity and how long they had
been receiving maintenance allowances. The second aim was to deter-
mine which factors were decisive in determining the duration of the
period of receiving assistance. Suéur makes a distinction between
recipients of social welfare (the individual appearing as the applicant
for assistance) and users (includes formal applicants and all their fam-
ily members using the received aid). The research was conducted on a
sample of 500 recipients of social welfare. According to their employ-
ment status, welfare recipients can be categorized into two dominant
groups: the unemployed and the incapacitated. In comparison to other
transitional countries, Croatia has a higher share of unemployed in all
welfare recipients. This is the consequence of structural changes that
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have occurred in Croatia. It is important to stress that more than half of
unemployed welfare recipients have been without a job for more than
five years.

The duration of welfare assistance differs significantly in statis-
tical terms, depending on age, level of education and region where the
recipients originated. The older and less educated recipients are more
likely to remain longer in the welfare scheme. The average period of
welfare scheme usage is quite long (almost 5 years). According to
regression analysis, it could be assumed that welfare assistance would
be used for a longer period by applicants of higher age, of lower level
of education, who are unmarried and living in incomplete families, who
have no displaced person or refugee status and who receive other ben-
efits available under the social welfare scheme. The finding of this
research can serve to identify risk groups and to suggest certain meas-
ures aimed at improving the status of income support users.

However, despite the high percentage of social transfers in GDP
(around 25%) Croatia has achieved little redistribution. This is because
most social spending programmes are relatively poorly targeted, while
the relatively well targeted social assistance programmes are fragment-
ed and account for a small portion of total social spending. Instead of
reducing inequality, the overall welfare system acts to enhance it
(World Bank, 2001).

Poverty in Croatia is not only relatively low, but also shallow. The
poverty gap is 1.8% and on average the consumption of a poor household
is 20.7% below the poverty line. To raise all the poor out of poverty with
perfect targeting (i.e., each poor person is given a transfer exactly equal
to the poverty gap) would cost only about 1% of GDP. Croatia is thus
perfectly able to eliminate absolute poverty.

Those who have the misfortune to be poor are seriously
deprived. Life of the poor differs in many respects from the non-poor.
The poor tend to live in overcrowded, poorly maintained dwellings;
their diet is limited to basic staples (especially for the urban poor who
can afford little beyond basic staples); and they are poorly educated.
Only few have savings; they are often immobile, and their social net-
works are very limited. Poverty in Croatia has already many features of
a permanent state: the poor are unlikely to escape poverty easily. This
is due to two basic reasons:

* There are limited economic opportunities because growth so far has
not generated enough jobs. Many old jobs have been destroyed and
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very few new jobs have been created. Growth has benefited primari-
ly those who kept their jobs. But for those locked outside employ-
ment, the effect was close to nil, if not negative. Furthermore, over-
regulation of employment, especially constraints on layoffs, are lim-
iting opportunities for small businesses and flexible working arrange-
ments. Small businesses and flexible working arrangements could
constitute a viable alternative to wage employment for the poor.

The poor are at a disadvantage with respect to benefiting even from
this limited set of opportunities. Once locked outside employment, the
unemployed and economically inactive have limited capacities to
break out of the circle of impoverishment. Over half of the unem-
ployed are long-term unemployed, so analysis of labour market flows
suggests that both the unemployed and the inactive are unlikely to
find new jobs.

Most working-age individuals who are not employed have either
very low educational endowments (primary) or narrowly formed skills
(vocational school graduates). Those who are currently locked outside
remunerative employment due to their level of education are also like-
ly to see their limited opportunities perpetuated for their children.

The first national study of poverty was carried out in 1998
(World Bank, 2001). According to its findings, Croatia has relatively
low poverty rates, especially compared to the other countries in transi-
tion. However, poverty in Croatia is of a persistent nature: those who
become poor take a great deal of time to escape poverty. There are sev-
eral dominant groups of the poor: the elderly and poorly educated, the
unemployed and inactive persons.

Inequality

According to the survey by the World Bank (2001) mentioned,
income inequality measured by the Gini coefficient in 1998 is 0.39,
which is higher than in most neighbouring transition countries. Nesti¢
(2003) objects to the definition of income from self-employment, argu-
ing that it results in overestimation of inequality. Contrary to the gen-
eral perception that inequality increases rapidly over the last ten years,
according to the data he presented there was no strong increase in
income inequality. The compromise value of the Gini coefficient
increased from 0.286 in 1988 to 0.297 in 1998.
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Table 3 Inequality and social spending in accession countries

Country Gini coefficient Social spending (% of GDP)
Pensions Health
1987-1990  1996-1998 (1997) (2000)
Bulgaria 0.23 0.41 6.2 39
Croatia! 0.292 0.303 13.0 8.6
Czech Republic 0.19 0.25 8.9 7.2
Estonia 0.24 0.37 7.64 6.1
Hungary 0.21 0.25 9.4 6.8
Latvia 0.24 0.32 10.7 5.9
Lithuania 0.23 0.34 7.0 6.0
Poland 0.28 0.33 15.1 6.0
Romania 0.23 0.30 6.844 2.9
Slovakia n.d. n.d. 8.0 5.9
Slovenia 0.22 0.30 14.4 8.6

! Compromise value 21988 31998 41993
Source: World Bank, (2002); Barr, (2001); WHO (2002); Nestic¢ (2003)

Inequality increased in all transitional countries, especially in
Bulgaria and Estonia. In 1996-1998 the Gini coefficient for Croatia was
higher than the coefficients for Czech Republic and Hungary, but much
lower than the coefficients for the Baltic countries and Poland (future
members of EU). Milanovic (1998) demonstrates that the increase in
the Gini coefficient in transitional countries in central Europe was
mainly influenced by the growth of the wage concentration coefficient,iii
while the change in income structure contributed to the decrease in
inequality. The sole change in the income composition in Croatia is
similar to the changes in other transition economies. A decrease in the
share of wages and an increase in the share of pensions, other social
transfers and other personal income (excluding wages) during the tran-
sition period are obviously common to all transition economies.
However, the changes in concentration coefficients were very unusual
in Croatia. Milanovic (1998) shows that in transition countries there
was a considerable increase in wage and pension concentration. A
slight increase was observed in the concentration of other private
income, while all other social transfers strongly contributed to the
decrease in inequality. At the same time, Croatia saw a weak increase
in wage concentration and a mild decline in pension concentration. The
equalising effect of other social transfers weakened, while the concen-
tration of other private income (income from self-employment and
from property) grew markedly.
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The percentage of pension and disability insurance and for
health insurance in Croatia in GDP is high and is not sustainable in the
long run. Croatia has almost concluded its pension reform, which
should also be an important factor for providing security for older citi-
zens. Of course, it will be necessary really to see its impacts on pover-
ty and inequality in Croatia, as well as to look forward to the finaliza-
tion of health reform.

In spite of the general perception that inequality in Croatia
increased strongly during the transition period, according to the results
of Nesti¢ (2003) it did not rise tremendously. Thus, the Gini coefficient
rose from 0.286 in 1988 to 0.297 in 1998. Decomposition of the Gini
changes shows that the expansion of social transfers as well as the
absence of any major rise in wage concentration account for there being
only a mild increase in inequality.

CONCLUSION

We might recall that absolute poverty in Croatia is low, but this
diagnosis is deceptively consolatory. The characteristics of the poor in
the Croatia are very similar to those of the deprived population in other
transitional countries in Central and South East Europe, and are mostly
determined by education, number of income earners, employment sta-
tus. The risk of poverty is especially high for households where the
main income earner is unemployed or inactive. There are several dom-
inant groups of the poor, primarily the unemployed and inactive per-
sons. The type of economic growth in Croatia has failed to generate
enough economic opportunities for the poor, and they are at a disadvan-
tage with respect to benefiting from these opportunities.

Generally, poverty cannot be reduced if long-term sustainable eco-
nomic growth does not occur. Absolute poverty can be alleviated if at least
two conditions are met: economic growth must occur - or mean income
must rise - on a sustained basis; and economic growth must be neutral with
respect to income distribution or it must reduce income inequality.
Equitable growth is of the utmost importance for several reasons. Firstly,
it will raise incomes of the working poor, giving them an opportunity to
escape poverty. Secondly, it will provide employment opportunities for
the unemployed and inactive workers — a group with an especially high
risk of poverty. Thirdly, it will provide the tax base for programs to alle-
viate poverty among those who cannot escape poverty otherwise.
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Three conditions are required to achieve equitable growth: sus-
taining macroeconomic stability, creating an enabling environment for
private businesses, and increasing investment in human capital. This
would involve redefining the frontier between the state and the market
on efficiency grounds: the state should withdraw from activities that are
inherently a market domain. A major problem with the economic poli-
cies advocated for the transition period is that they have been based on
minimizing the role of the state. But because of the prolonged and com-
plex nature of the transition, the responsibilities of the state should
increase rather than decrease. This does not imply a return to an
authoritarian, undemocratic state. It also does not mean that the state
should be large relative to the private economy, and certainly not that it
should try to dictate the direction of the economy. It does imply that the
state should be activist and intervene in critical areas where market
forces cannot ensure an efficient allocation of resources or where
access to basic assets and opportunities for people’s livelihoods is
inequitable. In all these things mentioned, accession to the EU could be
helpful, but one should be realistic and not expect too much. Further
strengthening of democratic institutions and opening up Croatia to clos-
er integration with European and global structures should also help to
bring about a reduction in poverty.

RECOMMENDATIONS

Future EU membership will not be able to settle any possible
Croatian inconsistencies and unwillingness to seriously formulate and
implement a financially sustainable and efficient social policy and pro-
gramme for poverty alleviation. Although declining (Stulhofer and
Rimac, 2002), there is still highly widespread and/or deeply rooted
paternalism in Croatia — a belief that government should (or is obliged
and able to) solve all existential problems of its citizens. However,
there is no single model for the eradication of poverty, economic
inequality and social exclusion that is optimal for all societies. Like
every other country, Croatia has to find and develop constitutional and
legal arrangements that best suit its own historical, social, cultural and
economic situations, conditions and possibilities. From the abundant
economic and social literature as well as from everyday practice it is
quite obvious that government (not only Croatian) is incapable of solv-
ing the mentioned issues. Government could provide a stable legal
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framework, the social infrastructure and with the co-operation of its cit-
izens establish the rule of law. Otherwise, the poor and socially exclud-
ed will suffer most from the lack of clear laws and unwillingness of
society to respect those that do exist. It is not so important to produce
new laws and changes in the organization structure, but to enhance
respect for the current laws. However, in order to make the laws work,
political will and leadership commitment is vital. Just as important is
the empowerment of citizens and their full participation in the political
process. Such a paradigm shift takes time and is more likely to be
attained through the younger generation.

Although recent economic performance has on the whole been
satisfactory, Croatia faces more demands than many former socialist
states. Both the demands of transition and of post-war reconstruction
call for an increase in the level of investment. This, in turn, implies a
need to raise the domestic savings rate and possibly to attract resources
from abroad. This objective imposes limits on the type and scale of
social programmes that can be adopted at the present time. Croatia's
prospects for economic growth and job creation look good, provided
that fiscal retrenchment and reforms continue. With continued political
stability, the Government should be well positioned to advance
reforms. There are risks, however, of policy slippage, and vulnerabili-
ty to adverse external developments, including a risk of slower growth
and constrained access to international capital markets.

Approaches to poverty reduction could be categorized into two
alternatives: technocratic or institutional. The former emphasizes tar-
geting and explores programme designs that try to direct limited
resources to the people with the greatest need. The latter approach notes
that the poor lack political power, and that administrative incompetence
and corruption hinder government delivery of services. Poverty reduc-
tion therefore requires institutional development, and changed political
structures, improved governance, and changed attitudes towards the
poor.

Substantial poverty reduction could thus be achieved in Croatia
by careful reallocation of expenditures and improvement of coordina-
tion among existing social programmes. The Government reviewed the
policy and public expenditure implications, and accepted a National
Poverty Reduction Strategy in early 2002 (Vlada RH, 2002). Two key
recommendations emerged: (a) adopt a scheme to prompt a more com-
prehensive role for NGOs in providing services to the poor through out-
sourcing, and (b) ensure closer integration between social assistance
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programmes and education and employment services, in order to
enhance the chances of the poor and unemployed returning to work.
Initiatives in these areas should improve the effectiveness of social
spending over time. To achieve more efficient allocation of resources,
free market mechanisms are vital, but so are mechanisms concerning
social equity. Reforms to build thriving, sustainable market economies
will only succeed if built on successful investment in people.

Successful poverty alleviation is directly linked with consistent
increase in decentralization of sources and services. The structure of
intergovernmental relations affects the efficiency and equity of service
delivery, the social safety net, and poverty alleviation programmes. A
further, more practical problem with central government failure is that
often, because of poor performance at the local level, everyone who can
afford it avoids governmental services. Instead of going to the public
school or public hospital, citizens begin to look for private schools, pri-
vate hospitals, and even private security firms. This not only weakens
the role of the state but leaves the government with the weakest and
most needy part of the population which increases the burdens on gov-
ernmental services and often affects quality adversely. The allocation
of poverty programme grants at the subnational level should be ana-
lyzed carefully within the particular Croatian context since lack of
transparency, or inadequate specificity in transfer design, may some-
times result in wealthier areas receiving more resources than poorer
areas.

Market forces alone can never be relied on to produce a fair or
equitable society. The state must be committed to the reduction of
poverty and inequality, and in order to do so, it must maintain a trans-
parent and equitable system of social protection that relies on a founda-
tion of universal coverage and non-discrimination. It is necessary to
strengthen the social safety net through improved targeting and moni-
toring of social welfare programmes, empowering civil society in the
provision of social services, decentralisation of some social services,
improving the targeting of social assistance, and better design of
employment policy measures. A primary aim of policy must be to get
people into work - or back into work. For most people most of the time,
dependency on state assistance cannot provide a satisfactory alternative
to employment - in terms of either psychological satisfaction or mate-
rial well-being. The opportunity of paid employment is among the sim-
plest ways of escaping poverty and dependency. It is desirable, wher-
ever possible, that people are found (or find themselves) jobs in the for-



99

mal sector. Not only are such jobs more secure, in general, they also
offer more opportunities for training and the acquisition of skills.
Further more, they will increase the tax base and, in some measure
allow a reduction in indirect labour costs.

The low employment rate, or rather an increase in employment,
currently represents one of the main priorities of economic policy in
Croatia. There is clearly a strong association between poverty, educa-
tion, employability and long term unemployment. The problem of long
term unemployment is growing. There has been a continual rise in the
share of the long-term unemployed - those who have been waiting for
more than one year for a job now account for more than a half of all
unemployed. The task is to reduce both the flows into long-term unem-
ployment and the stock of people already out of work for more than a
year. The problems faced by many of the long-term jobless are often
multi-dimensional and frequently include low levels of education and
of motivation. Croatia has a range of active and passive measures to
assist the unemployed. The employability of the long-term unemployed
should be enhanced and social exclusion reduced through participation
in work related activities. There is also the lack of timely evaluation to
assess the true effectiveness of policy measures on the labour market.
This could be addressed through the introduction of new techniques
(tracking studies) for collecting up-to-the-minute data about their
impact.

There is a need for two types of activities in order to improve
public awareness of and access to social programs. First, to support the
reform of the whole social and welfare system, the Ministry of Labour
and Welfare should create a plan for a public education campaign to
inform members of the public about all changes in the legislation, pro-
cedures and new nation-wide social programmes. Then, social pro-
grammes available to the citizens under the reformed system and pro-
vided through the welfare centres by national, regional and local self-
governments should be well publicized through the different systems of
on-going publicity for the potential beneficiary. This system should
include the dissemination of information through various means about
the different benefits available through the particular welfare centre.

Collection of poverty indicators and an accompanying poverty
analysis are important for the sake of acquiring a compact and detailed
insight into the social situation in Croatia. One of the goals should be
to establish the official poverty rate. Objective poverty analysis can
help to put poverty issues in an adequate place on the political priority
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list, at both a national and a local level. Poverty indicators can be a
good base for defining and shaping different measures of social policy.
Monitoring the effects of a social programme is also one of the purpos-
es of these indicators.

Finally, one should recommend that some effort be invested in
improving the quality, range and frequency of collecting data, informa-
tion and social statistics as well as in enhancing research about pover-
ty, economic inequality and social exclusion. Such information and
research are required for social planning and for the formulation of
appropriate policies. If the objective is for safety nets to reach the poor,
information is required on who the poor are and where they are locat-
ed, and how much of the benefits from the programme are reaching this
target group. In most cases, (especially transitional) countries spend
significant resources on safety nets but fail to collect data and monitor
who receives the benefits and how they were affected by them. Such
information should also be made available to the research community
and general public. These two steps will help to make government at all
levels more accountable to the electorate, by providing voters with
more information about the impact of government policies, which
should also raise the quality of public debate and increase the participa-
tion of citizens in the political decision-making process.

i

' Detuails about all summits and related documents can be found on http.//europa.eu.int.
ii

For the activities of the Council of the European Union see http://www.eapn.org, for

Finland http://www.stm.fi/Resource.phx/eng/index.htx, for Ireland http://portal.wel-
__ fare.ie and http://www.entemp.ie.
" The concentration coefficient shows inner inequality in distribution of particular
income, but also its correlation with total income. The coefficient ranges from -1,
when the entire income source is received by the poorest (by income) recipient;
through 0, when all recipients receive the same amount; to 1, when the entire income
source is received by the richest recipients. A concentration coefficient's negative (or
positive) value shows that a given source is negatively (or positively) correlated with
overall income (Milanovic, 1998:16).
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ABSTRACT

An efficient system for the protection of civil and human rights is
essential for the achievement of the ideals that are a precondition for join-
ing the European Union (EU). This paper analyses the origins of the cri-
sis of the Croatian judicial system and the factors that have brought the
length of court proceedings into the centre of professional and political
debates. Strategies for accelerating civil proceedings featured in current
attempts at reform are presented, with an emphasis on the ongoing pro-
cedural reforms in litigation, enforcement and bankruptcy proceedings.
At the end doubts are expressed about whether it is possible to make any
important advances with the operations planned. Without an efficient
judiciary, however, it is impossible to have a complete transition to the
model of the democratic liberal state, and a dysfunctional judicial system
can bring the implementation of economic reforms into question as well.
To this extent, then, a thoroughgoing reform is of first-rate importance
for the creation of the preconditions necessary for EU membership.
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INTRODUCTION

It is universally held that the length of court proceedings is one
of the fundamental and most important symptoms of the crisis in jus-
tice in Croatia. In Croatian justice, however, there are some other if less
obvious and less quantifiable dysfunctions, from lack of experience and
knowledge in trials that result in poor-quality results to difficulties with
the possibility of providing unbiased and just adjudication for some cat-
egories of parties and types of cases. Nevertheless, the problem of pro-
viding for fair trials in reasonable time has, at the beginning of the third
millennium, come to the surface as the most concrete and most striking
problem on the way to creating a state of law and order, and the rule of
law.

The EU enlargement process assumes the inclusion of new
states that have to the greatest extent overcome the difficulties of the
transition, among which is the creation of an effective system for the
protection of rights granted to citizens. A functioning judiciary is a pre-
condition for the accomplishment of the political and legal ideals on
which the EU is based — the ideals of the rule of law. As community of
not only economic but also political and cultural values, the EU
assumes that its member states have the ability to implement pro-
claimed political views, and that the rights granted by the law of the
Community can, if necessary, be effectively protected in the courts of
the member states. Since the harmonisation of EU law is based on the
principle that the legal instruments of the Community are by and large
being implemented by the national courts, the functioning of these
courts is a sine qua non for the functioning of the legal system of the
Community in the territories of the new members.

THE ROLE OF NATIONAL JUDICATURES

Although the EU is increasingly taking on characteristics that, if
it were not for certain resistances and historical sensitivities, could well
publicly be labelled as “federalism”, its legal order is to a great extent
put into life through the national institutions, primarily the national
courts. Accordingly, in the EU, national judicatures are losing their
national or local character and becoming a part of the wider European
system of justice, the national courts becoming European courts.!
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Integration processes in the EU so far have not negated specific
features of organisation and procedure of national justice systems. In
principle, national procedural autonomy has been acknowledged for
each state — that is, the right to organise its own judicial system in the
manner it considers most appropriate. No matter how a particular jus-
tice system is organised, the protection of rights granted to individuals
and legal persons (and rights recognised by EU law) has to be effective.
This idea was, in various forms and manners (though with some incon-
sistencies), expressed also by the European Court in Luxembourg.ii

The emphasis of Luxembourg decisions that have commented
on and directed the activities of the national courts in the EU in the con-
text of the application of European law has most often been on the
achievement of substantial harmonisation in the application of the law
of the Community, and particularly on suppressing discriminatory
effects through procedural mechanisms likely to vitiate the basic prem-
ises of the EU, such as free movement of people, services and good.
The importance of harmonisation at the level of the results of proce-
dures, irrespective of the organisational and procedural differences of
the national systems, is heightened by the fact that all the countries of
the Union participate in a universal system of reciprocal recognition of
judgements and other final decisions made in other member states, so
that a judgment made in Lisbon can without any double-check be sim-
ply acknowledged in Berlin as a judgement of value equal to those of
the German courts and vice versa. In addition, every EU citizen has to
be provided with a roughly equal level of protection of his rights wher-
ever he or she might happen to be in the EU, irrespective of which court
it is that is determining his or her rights. For this reason, one of the pos-
tulates of European integration is that in all the countries of the EU an
equal or maximally equivalent degree of protection of subjective rights
should gradually be attained.

As for countries with aspirations to be EU members, the ques-
tion of the capacity and effectiveness of the judiciary appears addition-
ally at a much more elementary level — at the level of meeting the basic
political criteria that demand future members to be stable democracies
with institutions capable of guaranteeing fundamental human rights and
putting into effect the principle of the rule of law. Thus in the process of
the accession of those countries that will join the EU in the first wave,
an important role was assigned to the reform of their judiciaries, and at
the local and the international level their progress in the creation of a
competent and independent judiciary was monitored most attentively.ii
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One of the indicators of the degree of the readiness of national
judicial institutions for full membership is contained in the practice of
the European Court of Human Rights (ECHR) in Strasbourg with
respect to the candidate countries. As a kind of political entrance lobby
to further integration, the Council of Europe (CoE) has so far covered
practically all the potential candidates for membership in the future,
and the jurisdiction of the ECHR for individual applications with
respect to CoE members has enabled a comparis