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Evan Kraft and Tihomir Stucka

Fiscal Consolidation, External Competitiveness and
Monetary Policy: A Reply to the WIIW

Summary

Recent studies of policy alternatives for Croatia prepared by the WIIW contend that fiscal
discipline in Croatia remains weak, and argue for a policy mix of tighter fiscal policy and loo-
ser monetary policy aimed at achieving nominal exchange rate depreciation. In this reply, we
argue that substantial fiscal adjustment is already taking place and that the goal of sustaina-
ble fiscal deficits is achievable in the medium term. In addition, we argue that Croatia’s trade
problems have a great deal to do with problems such as exclusion from free trade areas and do-
mestic, bureaucratic barriers to domestic investment and FDI. Attempts to achieve substan-
tial nominal depreciation, if technically viable at all, may not even create real depreciation.
They may also have unacceptable consequences for inflation and even the current account de-
ficit, given the apparently low elasticity of Croatian exports and high dependency on imported
intermediate goods.

JEL: P27; P24; E58; E60

Key words: fiscal consolidation; monetary policy; external competitiveness; Croatia

The authors would like to thank without implicating Mia Miki¢ and Vedran Sosié for their insightful
comments. All errors are our own.
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Fiscal Consolidation, External Competitiveness
and Monetary Policy: A Reply to the WIIW

1 Introduction

In the first half of 2001, the Office of the President of the
Republic of Croatia engaged the Vienna Institute for In-
ternational Economic Studies (WIIW) to provide quar-
terly monitoring of economic developments in Croatia.
The analysis is undertaken in a comparative framework
that links Croatia to other CEE transition countries.

In their first two quarterly reports, published in May
and November 2001, Vladimir Gligorov and Hermine
Vidovié of WIIW analyzed recent economic developments
and presented some policy dilemmas and prospects for
Croatian economic development (Gligorov and Vidovié
2001a and b). Their basic findings can be summarized as
follows: Croatia still lacks fiscal discipline, faces an unsus-
tainable level of foreign debt and suffers from a lack of ex-
ternal competitiveness due to overly strict monetary pol-
icy. They recommend a less restrictive monetary policy
aimed at achieving a more flexible exchange rate to sup-
port exports, and fiscal adjustment with a view to sup-
porting investment.

Our intention is to contribute to a constructive eco-
nomic debate by discussing some issues pointed out by the
WIIW authors. We focus on two areas: developments in
fiscal governance and currency depreciation as means of
improving Croatia’s trade balance. Regarding the fiscal
issue, we argue that the government has undertaken ma-
jor steps towards fiscal adjustment in the last two years
and has not overall, as stated in the WIIW analysis, shown
lack of fiscal discipline in 2001. The government is on the
right track towards fiscal sustainability. In our view,
achievement of the deficit targets in the medium term will
probably require a new arrangement with the IMF. Re-
garding the trade balance, we offer an alternative analysis
of Croatia’s trade problems and balance of payments situ-
ation, and make a case that a depreciation of the domestic
currency would do more harm than good to the domestic
economy and is an inappropriate tool to support exports
in Croatia.

2 The Budget and GDP Growth

2.1 Outcomes of the IMF Stand-by Arrangement

After the elections in 2000, the new government resumed
negotiations with the IMF about the implementation of a
stand-by arrangement. The basic intention of the govern-
ment as stated in the Letter of Intent (LOI December
2000) was to lower the deficits of the consolidated central
government (CCG) to 5.3% of GDP in 2001, 4.25% in 2002
and 1.25-1.5% in 2003. Austerity measures were set in

November 2000 and agreed with the IMF. They can be di-
vided into structural and quantitative criteria, with a de-
tailed outline of upper limits expressed in absolute and
not relative terms (i.e. with respect to GDP). Hence,
higher than expected growth of GDP did not have a direct
influence on the achievement of the targets. The targets
were the deficit of the consolidated central government on
an accrual basis, the amount of repaid arrears, net bank
lending to 10 public companies, and reduction of the gov-
ernment wage bill by 10%.

The end-of-year program review of the stand-by ar-
rangement confirmed that three of the four quantitative
measures were completely fulfilled (the consolidated cen-
tral government deficit on an accrual basis, the repay-
ment of arrears and net bank lending to 10 public compa-
nies). In this sense, it is difficult to speak of lax fiscal disci-
pline during 2001.

However, some of the data published by the Ministry
of Finance may give a false impression of fiscal develop-
ments. Since the fiscal accounts continue to be presented
on a cash basis, the figures suggest that the deficit rose in
2000 and continued to rise in 2001. But this increase actu-
ally reflects the repayment of arrears (i.e. payment of obli-
gations accrued in earlier years). In accrual terms, we see
that the fiscal deficit has in fact been decreasing. In 2002,
the cash presentation should not differ substantially from
the accrual presentation since the bulk of arrears has
been repaid.

Figure 1: Measures of Government Deficit
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While it is true that the government failed to decrease
the gross wage bill in the budget by 10% as agreed upon in
LOI (the fourth quantitative target), this did not prevent




the government from meeting its overall deficit target.
Moreover, in addition to the quantitative measures, an
extensive set of structural measures was fulfilled accord-
ing to the agreement. Thus the WIIW authors’ conclusion
that the austerity measures announced were not imple-
mented is essentially incorrect.

We say essentially incorrect, because the deficit reduc-
tion was not in fact achieved in exactly the planned man-
ner. Since the target for wage reduction was not met, a de-
cline in capital spending provided the bulk of deficit ad-
justment. The lower wage bill in public administration
played a smaller role (the wage bill decreased 4.0%), along
with reduced subsidies and transfers to households. Re-
ducing those positions in the consolidated budget in 2002
will represent a great challenge for the government.

Some measures were undertaken at the end of 2001.
For example, legislation on child benefits was changed,
aiming at a strong cutback. In 2001, child benefit trans-
fers were approximately twice as large as the initial tar-
get. Pension reform is under way, as well as health re-
form, although the latter is still somewhat lethargic. The
strong reduction in capital expenditure during 2001
might create additional capital costs in 2002, which will
have to be strictly controlled.

2.2 Fiscal Contribution to GDP Growth

Taking into account the fact that total CCG expenditures
were 0.17% lower in nominal terms in 2001 than in the
previous year, we find it hard to agree with the WIIW
opinion that “one obvious reason [6f higher than expected

Table 1: GDP by Expenditure, in 1997 prices, in million HRK

growth(Jis higher than projected public expenditure”
(WIIW 2001b, p.1). Estimates demonstrate that govern-
ment consumption contributed negatively to GDP during
2001 at a rate of —-1.0% (Table 1). In other words, govern-
ment consumption in real terms was lower in 2001 by
3.9%.

The main generators of GDP growth were domestic
consumption, capital investment and growth in invento-
ries. Private consumption grew 4.6% and capital invest-
ment some 9.7%, of which private capital investment ac-
counted for an estimated 12.3%".

The strong growth of imports in 2001 can partly be at-
tributed to an increase in machine imports. They grew by
32% in USD terms, accounting for 20% of total imports. In
addition, a one-off increase in car purchases caused by the
announcement of abandoning certain fiscal benefits for
war veterans amounted to 24% in the first eleven months
of 2001 compared to the previous year. A trade deficit in-
duced by a substantial magnitude of capital goods imports
does not necessarily represent a negative economic devel-
opment. Increased capital goods imports should mean in-
creased potential output and higher productivity in the
future.

3 Public Debt Sustainability

When discussing the issue of debt sustainability, we focus
on the fiscal sector since this issue represents the major
policy concern. High government debt, if financed domes-

2000 2001
a1 (1] a3 2000 (1] a3 04 200%e

Constant prices (1997), mil. HRK

GDP 30,332 32,450 35,132 33,241 131,156 31,602 33,976 36,555 34,372 136,506
Final consumption 26,840 27,664 26,499 29,452 110,455 27,601 28,664 26,313 30,113 112,691
Households 18,560 19,428 18,304 21,223 77,514 19,543 20,749 18,685 22,065 81,042
Government 8,280 8,236 8,195 8,229 32,941 8,058 7,915 7,628 8,048 31,649
Gross fixed capital formation 6,177 8,164 7,799 7,157 29,298 6,892 8,793 8,097 8,351 32,133
Changes in inventories 1,094 713 -2818 2,396 1,386 2,109 3,570 3,533 603 2,748
Exports of goods and services 10,610 13,411 21,204 12,614 57,838 11,066 13,756 24,254 13,989 63,066
Imports of goods and services 14,389 17,503 17,551 18,378 67,821 16,066 20,806 18,576 18,684 74,133
Contributions (percentage points)

GDP 3.7 45 4.1 2.4 3.7 4.2 4.7 4.0 3.4 4.1
Households 33 35 0.8 2.2 2.4 3.2 41 1.1 25 2.1
Government 0.5 -0.3 -0.3 -0.6 -0.2 -0.7 -1.0 -1.6 -0.5 -1.0
Gross fixed capital formation -1.0 -0.8 -0.3 -1.3 -0.8 2.4 1.9 0.8 3.6 2.2
Changes in inventories 0.3 1.4 -0.9 2.4 0.8 3.3 8.8 -2.0 5.4 1.0
Exports of goods and services 1.7 3.8 1.2 1.6 3.7 1.5 1.1 8.7 4.1 4.0
Imports of goods and services -1.1 -3.1 -2.4 -2.0 -2.2 5.5 -10.2 -2.9 -0.9 4.8

Source: CNB database

1

Source: LOI, March 15, 2002, Table 3, p. 22.




tically, could lead to tax increases or, through interest
rate increases, to crowding out. If financed externally,
high government debt could force drastic macroeconomic
adjustment, upsetting stability.

One might also focus on the sustainability of the over-
all foreign debt. However, in the Croatian case, private
foreign borrowing is not a major factor at the moment.
Banks and other sectors account for 44% of total foreign
debt, whilst the government’s share is 45%. Relatively
few non-financial firms have access to international capi-
tal marks. Banks do have access, but trends in bank bor-
rowing are not such as to cause great concern at present.
Furthermore, since foreign banks control nearly 90% of
the assets of the Croatian banking system, their “parent”
banks support (if not exactly guarantee) their borrowing.
Of course, we recognize that foreign borrowing by the pri-
vate sector in the mistaken belief that the exchange rate
will not change has been a factor in recent financial crises,
for example in Indonesia and Thailand. However, this
does not seem to be a major issue in Croatia as yet.

Public debt sustainability can be defined as the level of
public debt that can remain unchanged in the long run
and does not imply the need for a change in fiscal policy®.
Croatia’s debt is not sustainable in this sense, and fiscal
reforms are being implemented with the aim of reducing
the deficit. Hence the proper question is not whether
sustainability has been achieved, but whether the govern-
ment’s policies are headed in the direction of
sustainability.

Before discussing the issue of government debt
sustainability in more detail, it may be useful to look at
the recent past. The history of the Croatian government’s
access to international financial markets is not long. For-
eign debt exceeded domestically-raised debt for the first
time in 1997 (Figure 2). Foreign debt provided cheaper fi-
nancing, given that domestic interest rates were ex-
tremely high, and avoided fears of crowding-out. From
1998 to 2000, total consolidated central government debt
grew constantly, reaching 38.1% of GDP in 2000, mainly
externally financed. From 2001, total debt stagnated in

Figure 2: Domestic and Foreign Borrowing
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kuna terms (38.6% of GDP), predominantly due to a re-
duced government deficit and, to a lesser extent, to a
stronger domestic currency. The stagnating trend is ex-
pected to continue in 2002.

There are several approaches to evaluating govern-
ment debt sustainability. The dominant approach is pri-
mary deficit analysis. The World Bank used this method-
ology to show that fiscal policy up to 2000 was not
sustainable®. In that period, the government ran accrual
primary deficits of 4.7% of GDP (in 1998) and 2.7% (in
1999). The approximate long-run sustainable level of the
primary deficit in the baseline scenario was estimated at
0.3% of GDP. If the initial debt is adjusted for central
bank’s reserve assets, likely future privatization revenues
and contingent liabilities, the sustainable primary deficit
rises to 0.5% of GDP. This primary deficit level would en-
sure no-Ponzi financing.

IMF estimates of the primary deficit differ to a certain
extent from those of the World Bank. According to their
assessment, the accrual primary deficit-to-GDP ratio has
declined from 5.8% in 1999 to 3.5% in 2001. The primary
deficit is projected to decline further to 1.4% of GDP in
2002. So, even though a sustainable level has still not
been achieved, the government is on the right path to-
wards sustainable fiscal policy.

3.1 Simulations of Maastricht Criteria Fulfillment

Another way of analyzing fiscal policy is to simulate the
Maastricht criteria, which Croatia will have to fulfill in
the next six to eight years. Such simulations can be car-
ried out using difference equation models*. According to
the Maastricht Treaty, which sets preconditions for entry
into the European Monetary Union, the maximum
debt-to-GDP ratio is 60%, the maximum budget defi-
cit-to-GDP ratio is 3%, and inflation is allowed to exceed
the inflation of the three countries with the lowest infla-
tion rates in the EMU by 1.5% points.® Let’s assume that
inflation rates in the countries with the three lowest infla-
tion rates in the EMU are going to remain at around 1.5%
forever. Hence, Croatia should maintain an inflation rate
of no more than 3.0% in the long run®.

There are three types of simulations one can under-
take. The first simulation encompasses fixing the
debt-to-GDP ratio and calculating the effects of different
trend growth rates of GDP on the budget deficit. In par-
ticular, we simulate an approximate trend real growth
rate of 4%, 3% and 2% of GDP. For a trend real growth
rate of 3% of GDP, Croatia could “afford” an average defi-
cit of 3.4% of GDP and stay within the Maastricht debt
level. In the second simulation, we fix the debt-to-GDP ra-
tio and assume three different outcomes of the budget
deficit in order to distinguish the implied trend real
growth rate of GDP. Applying both Maastricht criteria
(debt ratio and average deficit), it turns out that Croatia

World Bank, 2001, Annex Al, pp. 91 — 95.

4 Iftrend growth of GDP is a%, and the average deficit-to-GDP ratio is
b%, then the stock of debt will trend towards b% + b%/a%.

5 The treaty also stipulates that long-term interest rates must be no
more than 2% above those in the countries with the three lowest infla-
tion rates, and that the exchange rate must have been stable in the
previous two years.

6 In 2001, the inflation rate was 2.6%.




needs at least a 2.3% trend real growth rate of GDP to
meet the criteria. If the average deficit is managed at a
level of 2%, as planned in the medium term, the corre-
sponding minimum trend real growth rate of GDP is only
0.4%. The third scenario contains a fixed budget deficit
and different trend real growth rates of GDP. The simula-
tion results suggest that if the government sticks to the
average deficit level of 3% of GDP and the economy expe-
riences a trend real growth rate of 3%, then the stock of
debt would tend towards 53% of GDP.

To summarize, simulation results for a constant infla-
tion rate of 3% show that Croatia does already fulfil the
debt ratio criterion. The government intends to achieve a
budget deficit of 3% of GDP by 2003. In order to achieve
the Maastricht criteria, a 5.3% trend nominal growth rate
of GDP is the minimum requirement. This implies a real
growth trend of only about 2.3%, a figure that we consider
being comfortably achievable.

Table 2: Simulations of Outcomes to Achieve Maastricht Criteria, in %

GDP growth Budget deficit Stock of debt

Scenario 1 7.0 39 60.0
1 Scenario 2 6.0 3.4 60.0
Scenario 3 5.0 29 60.0
Scenario 1 5.3 3.0 60.0
2 Scenario 2 4.3 25 60.0
Scenario 3 3.4 2.0 60.0
Scenario 1 7.0 3.0 45.9
3 Scenario 2 6.0 3.0 53.0
Scenario 3 5.0 3.0 63.0

Source: authors’ estimates

In short, these simulations suggest that Croatia can
relatively easily meet the Maastricht criteria even with a
modest rate of growth. Faster rates of growth, of course,
would give more room for larger fiscal deficits, but it
would certainly not be prudent to project a real growth
rate above 4%.

One might still say: very well, Croatia can meet the
Maastricht criteria, but these criteria are somewhat arbi-
trary and may not apply to transition countries in the way
that they applied to current EU members. But there are
in fact several further arguments to be made about debt
sustainability. In particular, we do not consider the gov-
ernment debt projection to be alarming because of the fa-
vorable debt maturity profile. 2001 was a difficult year
from a fiscal point of view, with very large principal pay-
ments and the bulk of arrears to be repaid. During the
next four years, there is enough space for refinancing the
old debt and, hence, lowering the cost of financing. Apart
from that, foreign investors’ confidence has improved, al-
lowing Croatia to borrow at longer maturities. This pro-
vides a budget with a smooth repayment path.

At the same time, Croatia expects considerable privat-
ization revenues during 2002 and 2003. These revenues
will be generated by privatizing the national electric util-
ity and petrol company (25% to 35% of HEP and INA), the
Janaf pipeline, the national insurance company Croatia
osiguranje, the remaining government shares in the

Figure 3: Foreign Debt Maturity Profile and Debt Servicing Costs
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banking sector and an IPO of its remaining shares in Cro-
atian Telecom. This should provide the government with
some “breathing space” and give room to further consoli-
dation of the public finances in 2002 and 2003. Privatiza-
tion revenues are targeted at 1.4% of GDP in 2002.

3.2 A Practical Quantitative Approach to Fiscal
Sustainability

An alternative, practical approach looks into public fi-
nance sustainability from the perspective of
controllability”. In that sense, net government liability
flows are the most important issues rather than levels of
deficit and debt. Increasing flows of net government lia-
bilities can have a severe impact on currency stability
through disruptive adjustment in terms of rising interest
rates, strong cuts in spending and higher taxation, as al-
ready mentioned above. Perotti, Strauch and von Hagen
(1998) suggest a practical tool for defining whether a
country is on the right track to regaining fiscal sustaina-
bility. These quantitative measures were suggested for
evaluating the readiness of all EMU candidates to join the
EMU.

Three quantitative stages for a practical evaluation of
sustainability are defined. In the first stage, one assesses
whether there has been a movement towards a lower pri-
mary deficit-to-GDP ratio of at least 0.5 percentage points
of GDP. In the second stage, one evaluates whether the
relative contribution of the share of spending cuts in the
reduction of the deficit during the consolidation is at least
2/3 of the initial contribution to the fiscal deterioration.
The third and final stage requires an assessment of
whether steps have been undertaken to reverse the in-
crease in spending items that led to the deterioration of
the deficit. Hence, if a country passes the final stage of as-
sessment, it has succeeded in reversing expenditure
growth in the actual source of deficit deterioration.

We assume that fiscal deterioration (on an accrual ba-
sis) started in 1997. Before that period, data on arrears do
not exist. From 1997 to 1999, the primary deficit® deterio-

7  This paragraph draws on Perotti et al (1998).
8 The data in the example is not cyclically adjusted.




Table 3: Change in the Consolidated Central Government Deficit, as % of GDP

1997 1998 1999 2001 (1999-97) (1999-98) (2001-99)
Revenues 42.5 45.6 42.8 38.9 0.3 -2.8 -3.9
Primary expenditure 42.9 471 48.5 421 5.6 1.4 6.4
Primary balance -0.4 -1.5 -5.7 -3.2 -5.3 -4.2 25

Source: LOI, February 14, 2002

rated by 5.3 percentage points. By 2001, the primary defi-
cit had decreased 2.5 percentage points. Hence, the first
sustainability test is fulfilled since the deficit adjustment
is above the limit of 0.5 percentage points of GDP.

In the second stage, the budget is broken down into its
basic components, as shown in Table 3. Based on empiri-
cal evidence, the authors suggest that a country can move
to the third stage if the following condition is fulfilled:

PE, - PE,
PB, -PB,

PE,-PE, >9/3
PB, -PB,
where PE represents primary expenditures and PB the
primary balance. In the formula, t denotes the current pe-
riod (in the case of Croatia the year 2001), T is the year
when fiscal adjustment started to take place (from 1999

onwards) and T is the year when fiscal expansion commen-
ced (1997).

Table 4: Contributions to Fiscal Deterioration and Fiscal Adjustment

Deterioration Actual Required
outcome outcome
Contributions (1999-97) (2001-99) (2/3 of 1997
expansion)
Revenues -6 -156 —4
Primary spending 106 256 70

Source: Table 3

During the fiscal expansion period, the primary deficit
deterioration was mainly caused by an increase in the pri-
mary expenditures ratio. In the recovery period (2000 —
2001), the revenues ratio decreased by 3.9 percentage
points and the primary expenditures ratio by 6.4 percent-
age points. According to the “2/3 criterion”, at this level of
disaggregation, Croatia passes the second stage test.
However, revenues under-performed the target set. We
conclude that fiscal consolidation has been achieved
through spending cuts rather than revenue increases.

The question remains whether the appropriate mea-
sures have been undertaken on the expenditure side to re-
gain fiscal sustainability. The final quantitative stage en-
compasses a further disaggregation of the source of the
fiscal deterioration.

The increase in the primary deficit can be attributed
to increases in transfers and subsidies and an increasing
wage bill. On the disagregated level, the requirement for
adjustment decreases from 2/3 to 1/2. In that respect,
Croatia does not fully pass the final quantitative stage
since transfers and subsidies have not decreased suffi-
ciently to satisfy the proposed practical rules-of-thumb.
However, the lack of adjustment in transfers and subsi-
dies was more than compensated for by a decrease in
wages and investment. Thus it seems that Croatia is on
the right path to regaining fiscal sustainability.

Increasing pressure on the budget in 2002 will stem
from the pension reform, which will lower tax revenues by
around 1.3% of GDP®. This will be financed through

Table 5: Contribution to Fiscal Deterioration by Expenditure Positions, as % of GDP

1997 1998 1999 2001 (99-97) (01-99)
Transfers and subsidies 16.7 17.0 19.8 20.2 3.1 0.4
Consumption 211 23.3 22.1 18.3 1.0 -3.8
Wages 10.3 10.7 11.7 10.3 1.4 -1.4
Purchases 10.8 12.6 10.4 1.9 -0.4 -2.5
Investment 4.6 5.8 5.6 3.3 1.0 -2.3
Deterioration Actual outcome  Required outcome
Contributions (99-97) (01-99) (1/2 of 97) expansion
Transfers and subsidies 58 -16 29
Consumption 19 153 9
Wages 26 54 13
Purchases -8 98 —4
Investment 19 91 10

Source: LOI, February 14, 2002

9 LOI, February 14, 2002.




bonds with 10-year maturity, most likely indexed to the
euro, increasing government debt, but at the same time
improving the term structure of domestic debt. Also, am-
bitious government capital investment plans involving
housing and motorway construction will stretch the pub-
lic finances, the latter through the newly founded agen-
cies HAC and HC'™. Finally, the debt servicing costs are
projected to increase from 3.6% of current revenues in
1999 to 5.2% in 2002. Interest payments are vulnerable to
exchange rate shocks since 55% represents foreign debt
servicing. Needless to say, substantial capital invest-
ments aimed at boosting employment such as the
Zagreb-Split highway, which all of Croatia’s governments
since the 1990’s have promised and failed to deliver, do
represent a potential risk for the budget targets, if costs
are not strictly controlled.

The question remains of how the government is going
to respond to growing unemployment pressures. Growing
fiscal interventionism via increased transfers and subsi-
dies and large capital investment projects will lower the
ability of the government to decrease the tax burden.
However, lowering the tax burden is a key to improving
exporters’ competitiveness through lower production
costs. Private investment has grown substantially in 2000
and 2001, and it would be a pity to stamp out the tender
shoots of private investment with the heavy boot of taxa-
tion.

To summarize, the view that Croatia is still pursuing
an unsustainable fiscal policy is rather unconvincing in
the light of the ongoing reforms. We have argued that the
budget is on a path to meet sustainability as defined by
primary deficit analysis and to achieve the Maastricht cri-
teria under plausible scenarios. Furthermore, favorable
repayment schedules and substantial expected privatiza-
tion revenues strengthen the case. At the same time, a
second arrangement with the IMF is vital for strengthen-
ing the government’s determination and credibility in
pursuing prudent fiscal policy in the light of forthcoming
elections and relatively high unemployment.

4 External Sector

4.1 Sources and Financing of the Current Account
Deficit

Croatia’s current account deficit exploded in the immedi-
ate postwar years, peaking at a frightening 11.6% of GDP
in 1997. The deficit has fallen substantially since then,
reaching a low of 2.3% in 2000 and rising to an estimated
3.3% in 2001. The size of the current account deficit in the
last two years does not seem especially large, especially
given that it has been financed substantially by FDI (see
below). In addition, the country has run substantial bal-
ance of payments surpluses on combined current and cap-
ital account through the whole period.

According to estimates made by the IMF and accepted
by the Croatian government'', Croatia’s current account
deficit originates in recent years from the investment side

10 HAC - Croatian motorway company, HC — Croatian roads.
11 LOI, March 26, 2002.

rather than a consumption boom. This view is supported
by an increasing savings rate. The domestic savings-in-
vestment gap has decreased from a 1997 high of 11.9% of
GDP to an estimated level of 3.2% of GDP in 2001. The
bulk of investment is carried out by the private sector.
However, the picture is not clear-cut, since the non-gov-
ernment sector in the statistics includes public enter-
prises and lower levels of government. Furthermore,
there is reason to believe that a high proportion of invest-
ment is undertaken in the non-tradable sector, such as
housing and infrastructure construction. These invest-
ments are less likely to be associated with a sustainable
current account deficit through improvements in compet-
itiveness, nor do they increase production capacities.

Figure 4: Domestic Saving — Investment Gap
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Both the trends in the current account deficit and the
presence of an overall BOP surplus suggest that, from a fi-
nancial point of view, Croatia does not actually have a
BOP problem. However, recent experience around the
world has made it clear that a large current account defi-
cit, even if comfortably financed with a resulting BOP
surplus, can be a problem when capital flows are subject
to sudden reversals. In the Croatian case, there is little
doubt that privatization-based FDI will roughly cover the
current account deficit in 2002 and 2003. Just for illustra-
tion, FDI in 2001 was about USD 1.2 billion, almost dou-
ble the current account deficit of USD 0.65 billion.

Looking beyond that, there is more uncertainty. We
believe that it is plausible to argue that, over the rest of
the decade to 2010, a current account deficit of 3-4% of
GDP can be largely financed by FDI and portfolio invest-
ment. We believe that Croatia’s deepening economic de-
velopment and the run-up to EU membership will attract
FDI. Portfolio investment will be attracted by continued
interest-rate differentials in favor of Croatia. With this
combination of FDI and long-term (above 5-year) interna-
tional bond financing, Croatia is not especially vulnerable
to capital account reversals. These forms of capital inflow
are much less reversible than short-term loans or foreign
holdings of domestic securities, which are extremely lim-
ited in the Croatian case. It should be noted that half of
Croatia’s long-term financing is currently provided by in-
ternational financial organizations that, unlike private




creditors, are not prone to withdraw unexpectedly. Thus,
we do not see any signs of BOP financing problems in the
foreseeable future, due to the availability of more “luke-
warm money” than “hot money”.

4.2 The Merchandise Trade Deficit

The WIIW report focuses on the merchandise trade deficit
as a cause of Croatia’s economic problems. This suggests
to us (there is no explicit justification in the text) that the
main motivation for the WIIW’s focus on the merchandise
trade deficit is the belief that merchandise trade has a
strong effect on employment and overall competitiveness.
We are not entirely convinced that this argument holds
water. It could well be argued that a substantial merchan-
dise trade deficit is entirely acceptable for Croatia, given
its strong service orientation and favorable international
liquidity. Large merchandise trade deficits allow Croatia
to import needed capital goods for restructuring along
with consumer goods badly wanted by the population.
Note that countries such as Ireland and New Zealand
have experienced very large trade deficits and current ac-
count deficits at a certain phase of their development
without major negative effects.

At the same time, we are inclined to accept the argu-
ment that, on the whole, manufacturing exports lead to
better paid, more stable jobs than services’ exports (tour-
ism)."? Employment in tourism is highly seasonal, with
jobs often lasting less than six months; in addition, tour-
ism flows are highly sensitive to regional instability and
reversals in “tourism fashion”. For this reason, we will ac-
cept that the merchandise trade deficit might be a prob-
lem (although probably not to the extent that the WIIW
would argue). In this section, we will sketch the nature of
the merchandise trade deficit and its causes, and then
comment on the WIIW’s proposed solution.

Croatian merchandise exports have grown slowly in
recent years, rising unsteadily from USD 4.2 billion in
1997 to about USD 4.7 billion in 2001. At the same time,
imports have risen from USD 7.8 to USD 8.8 billion. Re-
cently, the merchandise trade deficit has been largely
compensated by exports of services (tourism), decreasing
the deficit for goods and services together below USD 1
billion. In countries such as Croatia, with a strong dias-
pora population, the goods and service deficit is further
offset by the net current transfer inflow in the balance of
payments. Over the past few years, this net inflow has
ranged between USD 0.2 billion and USD 1.0 billion.

Since 1998, the financing of the current account defi-
cit has changed character. Foreign direct investment and
portfolio investment rather than loans have become the
primary form of financing the current account deficit.
However, foreign direct investment has been mainly a
consequence of privatization. During the past nine years,
greenfield investment has accounted for only around 10%
of total FDI. Unfortunately, the vast majority of the FDI
projects thus far has been oriented to the domestic mar-
ket and not export-oriented.

12 There are some high-paid services jobs, such as business consulting
and computer services. The WIIW report ignores these jobs and the
measures needed to create them. We owe this observation to Mia
Mikié.
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The unfavorable merchandise trade development can
be explained to a large extent by the political framework
rather than price competitiveness. The long-lasting war
and the subsequent political isolation of Croatia did not
encourage export-oriented FDI investment, which cer-
tainly must be sensitive to the barriers to Croatian trade.
The extent of this problem becomes clear when we note
that, while the Czech Republic, Slovakia, Poland, Hun-
gary and Rumania joined CEFTA in 1993, and Slovenia
joined in the beginning of 1996, Croatia only signed bilat-
eral trade agreements with CEFTA countries in 2000 and
will join in July 2002. Full CEFTA membership is ex-
pected to be effective as of January 2003. Furthermore,
Hungary in 1994, the Czech Republic, Slovakia and Po-
land in 1995, and Slovenia in 1996 signed EU Accession
agreements, while Croatia signed its Stabilization and As-
sociation Agreement (a rather weaker contract) in Octo-
ber 2001. Therefore, a comparison with Slovenia and
other advanced transition countries is inappropriate in
this respect.

This exclusion from free trade zones certainly had
many important effects. These effects included limitation
of demand for Croatian exports. On the supply side, what
Croatia missed can be seen from the example of Slovenia.
Slovene companies succeeded in preserving and further
developing strong ties with EU companies dating from
co-operation in the pre-transition period, and there is lit-
tle doubt that the Accession Agreement played an impor-
tant role in cementing these ties.

Furthermore, Bevan and Estrin (2000) have shown
that accession announcements for CEEC countries not
only influenced country credit ratings but also had a di-
rect impact upon FDI, which in turn improved credit rat-
ings. This feedback relationship contributed towards an
increasing differential between accession countries and
countries lagging in accession. Croatia was an accession
laggard until 2001. In the meantime, market dynamics
feeding on spillover effects from export-oriented FDIs in-
fluenced competitiveness in the domestic market.

There is strong evidence in favor of the notion that
FDI has a major positive effect on competitiveness: FDI
firms tend to be more efficient than domestic firms, and
there are spillovers of know-how and technology to do-
mestic firms'®. In Croatia, the main obstacles preventing




a better flow of foreign as well as domestic investment are
bureaucratic procedures for obtaining numerous licenses,
which are non-transparent and time-consuming. The
problem areas include labor entry (immigration proce-
dures, work permits), business establishment (company
registration and various licensing procedures), and loca-
tion procedures (land acquisition and registration), which
introduce uncertainty and encourages bribery and cor-
ruption. Note that none of this has anything to do with
the exchange rate.

4.3 Trade Competitiveness and Monetary Policy

The WIIW analysis argues that the exchange rate was not
supportive of exports and growth and that a more flexible
monetary policy should be conducted, presumably imply-
ing a depreciation of the domestic currency. As we have al-
ready tried to show, there have been other very important
barriers on both the demand and supply side. While a
weaker exchange rate might have partially offset some of
the demand side barriers, it would not have helped the
supply side problems. Nevertheless, there are three argu-
ments against the WIIW’s approach to monetary policy.
The first argument is that real exchange rates rather
than nominal exchange rates reflect the price competi-
tiveness of exporters. The euro (61%) and the US dollar
(835%) dominate Croatia’s currency structure of exports.
Dollar trade mainly encompasses shipbuilding, a very im-
portant export sector, trade in oil derivatives,
pharmaceuticals and electrical equipment. It should be
noted that the sharp depreciation of the kuna against the
dollar since the mid-1990’s (similar to the depreciation of
the Euro against the dollar) should have substantially in-
creased the price competitiveness of shipbuilding,
pharmaceuticals and electrical equipment. At the same
time, a weak kuna vis-a-vis the dollar increases Croatia’s
oil import bill (oil demand is rather price inelastic). In ad-
dition, one should not ignore the fact that most trade is
undertaken in differentiated manufacturing goods oper-
ating in imperfectly competitive markets, where the price
(i.e. real exchange rate) is only one of the decisive attrib-
utes. Other factors such as reliability, quality and repairs
can also be decisive for these products. This partly ex-

plains the results of many studies, which show that the re-
sponse of trade to movements in real exchange rates is
limited.

If we now turn to the real effective exchange rate at
producer prices, which is the most widely accepted overall
indicator of the real prices facing producers, we see that
things were not so bleak. On average, the real exchange
rate index depreciated by 5.6% in 1999 and a further 2.0%
in 2000. During 2001, the trend was reversed, and the real
exchange rate appreciated by 2.5%. The sustained depre-
ciation of 1999-2000 does not appear to have produced
any major effects on exports. While it is theoretically pos-
sible that a J-curve effect exists, neither the WIIW study
nor other studies offer any evidence of this with regard to
Croatia.

A further, related point that is often forgotten is the
high import dependence of Croatian manufacturing (Ta-
ble 6). A depreciation would increase the cost of imported
inputs and machinery, much of which simply cannot be
replaced by domestic substitutes. If, as we believe, de-
mand for many Croatian exports is rather price inelastic,
and input prices are closely linked to the exchange rate,
depreciation may be more harmful than beneficial to
quite a few exporters'.

The second argument is connected to the implications
of the more “flexible” monetary policy advocated by the
WIIW. To begin with, it should be noted that the natural
tendency of the Croatian foreign exchange market is cur-
rently towards appreciation, not depreciation. This is due
to strong capital inflows, generated by government bor-
rowing (hence the centrality of fiscal restraint), private
sector (mainly bank) borrowing and FDI. These capital
inflows are joined by strong current account flows gener-
ated by worker remittances and tourist revenues. In prac-
tice, the Croatian National Bank intervenes far more fre-
quently to prevent appreciation than to prevent deprecia-
tion. This is witnessed by the rapid growth of the CNB’s
international reserves from almost nothing in 1992 to
USD 4.7 billion at the end of 2001. During 2001 alone, the
CNB has bought a net amount of 3.2 billion kunas (close
to USD 400 million), and by doing so lessened the appreci-
ation pressure on the kuna.

The WIIW authors would presumably like to see even

Table 6: Imports by Main Industrial Groupings, by intended use, in million USD and %

In million USD As % of total

1999 2000 2001 1999 2000 2001
Total 1,777 7,887 9,044 100 100 100
Energy 858 1,144 1,17 " 15 13
Intermediate goods, except energy 2,439 2,609 3,041 31 33 34
Capital goods 2,503 2,325 2,700 32 29 30
Durable consumer goods 323 352 442 4 4 5
Non-durable consumer goods 1,128 1,213 1,382 15 15 15
Not classified in other activities except industry 528 244 307 7 3 3

Source: CBS, number 4.2.5 and 4.2.1/12

13 Barell and Pain (1997), Blostrom and Kokko (1997), Babié, Pufnik
and Stucka (2001).

14 Ekonomski Institut, Zagreb (1995).




more intervention, and greater monetary creation. But
when one looks at the growth of monetary aggregates in
recent years, it becomes hard to believe that anyone
would want to increase them. For example, M1 has grown
by 30.7% in 2000 and 29.8% in 2001, and M4 (the broadest
monetary aggregate including all foreign exchange depos-

its) by 28.9% and 45.2%.

Of course, the monetary aggregates per se are not the
point. Demand for money has certainly grown in Croatia,
as confidence was restored following the 1993 stabiliza-
tion. A long-term process of financial deepening is also
taking place in which one would expect monetary aggre-
gates such as credit/GDP or broad money/GDP to grow.
The key question is not whether monetary aggregates
have grown rapidly but what the consequences of even
faster growth would be. Further monetary loosening
could potentially create critical problems in several areas.
e The growth of lending has accelerated substantially

since the crisis-induced low in late 1998 and 1999. In

2001, lending to households grew by 29.3% and to en-

terprises by 21.3%. Cross-country evidence suggests

that a lending growth that is above two times the nom-

inal GDP rate of growth (about 9% in 2001) leads to a

substantially higher probability of banking crisis.'

This is true partly because rapid lending growth is

usually associated with less rigorous underwriting

standards.

e Further monetary expansion could easily endanger
the accomplishment of low inflation. Although there
are relatively large reserves of labor in the Croatian
economy, structural rigidities in the labor market in-
tuitively suggest a high NAIRU. The specific qualifica-
tions needed are often quickly exhausted when a large
project is undertaken (witness the need to import
skilled labor for highway construction and shipyard
projects). Furthermore, labor mobility is limited, so
that it may be impossible to find workers needed for
projects in certain regions, even though workers are
unemployed in other regions. In other words, there
are important potential bottlenecks and structural
problems in the economy, and it is not at all clear what
the non-inflationary rate of unemployment might ac-
tually be. Demand management must be rather cau-
tious under these circumstances.

e Further monetary expansion is likely to have an im-
mediate effect on imports and thereby the current ac-
count balance. These income effects are immediate
and virtually certain, whereas the price effects from
currency depreciation would be slower to materialize
and would depend on price elasticities. We do not be-
lieve that the price elasticity of imports is likely to be
very high. The only way to be sure that depreciation
did not result in a surge of imports would be to dra-
matically tighten fiscal policy, something that we sus-
pect few of the advocates of depreciation are really
willing to contemplate.

The third main argument is related to the fact that
Croatia’s financial system has been unofficially
“Euroized” to a very great extent. Some 75% of total de-
posits are held in foreign currency, mostly Euros. Because
of this enormous amount of foreign exchange liabilities,

15 Caprio and Klingebiel (1996); Gavin and Hausman (1996).

banks are forced to seek foreign exchange assets. The
main such assets available are loans made in kuna but in-
dexed to foreign exchange. Thanks to such loans, the
banks generally manage to avoid major currency mis-
matches in their balance sheets.

But this is not by any means the end of the story.
Banks have “solved” the currency mismatch on paper but
are now exposed to credit risk. If the currency were to de-
preciate, their clients would automatically face higher in-
terest rates via the indexation clauses. Without a doubt, a
major depreciation would substantially increase default
rates on loans. It is all too easy to construct scenarios in
which the banking system loses substantial portions of its
capital and the balance sheet effects on firms leads the
country back into recession.

Figure 6: Foreign Exchange and Indexed Kuna Loans to Financial In-
stitutions, Public and other Companies
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The fourth main argument regarding the idea of a
managed depreciation is the possibility that depreciation
will not be manageable at all. In many countries that have
had fixed exchange rates or very tight exchange rate
bands, attempts to introduce a “little bit” of flexibility or
small devaluation have resulted in massive panics and ex-
change rate crisis. Mexico in 1994 is an excellent example.
While Croatia’s current account deficits have been much
smaller in the last two years than in the second half of the
1990’s, its history of instability could easily lead people to
massively desert the kuna in a time of stress. The possibil-
ity of a small depreciation turning into a currency crash is
especially worrisome in Croatia due to the Euroization
problem. A massive 25-50% currency fall, as in Mexico,
Russia or Brazil, would certainly bring down a substantial
part not only of real sector firms but of the banking sys-
tem as well.

Note that we have not stressed the risks of higher in-
flation as a result of a substantial depreciation. Recent ex-
perience suggests that the pass-through of exchange rate
changes onto prices has substantially decreased world-
wide. Surprisingly, in most cases of large depreciations
following crises in the 1990’s, inflation has been relatively
subdued.'® After the ERM crisis of 1992, for example, nei-

16 Burstein, Eichenbaum and Rebelo (2002).




ther Italy nor Britain faced accelerating inflation, and
even Mexico and Brazil experienced relatively restrained
inflation compared to the enormous amounts of deprecia-
tion. But this experience is none too comforting. While it
does suggest that Croatia might manage to survive a ma-
jor currency crisis without high inflation, it does not mean
that other effects would be tolerable. Indeed, in episodes
such as the Asian and Tequila crises, output falls were
horrific.

5 Conclusion

The WIIW authors argued that fiscal discipline in Croatia
remains weak, and they argued for a policy mix of tighter
fiscal policy and looser monetary policy aimed at achiev-
ing nominal exchange rate depreciation. Our reply has at-
tempted to show that substantial fiscal adjustment is al-
ready taking place and that the goal of sustainable fiscal
deficits is achievable in the medium term. In addition, we
have argued that Croatia’s trade problems have a great
deal to do with problems such as exclusion from free trade
areas and domestic, bureaucratic barriers to domestic in-
vestment and FDI. Attempts to achieve substantial nomi-
nal depreciation, if technically viable at all, may not even
create real depreciation, and may have unacceptable con-
sequences for inflation and even the current account defi-
cit, given the apparently low elasticity of Croatian exports
and high dependency on imported intermediate goods.
What then, should be done? We believe that much of
what is already being done must be continued. To con-
tinue fiscal reforms, it is important that Croatia enters
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