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Preface

These proceedings are a collection of papers prepared for and presented at the 65th
Anniversary Conference of the Institute of Economics, Zagreb, that took place in Zagreb,
on November 18th and 19th, 2004. The objective was to celebrate the 65th anniversary
of the Institute by discussing the main economic challenges facing the European
transition economies (EU entrants and other candidates, with a particular focus on
Croatia), and by providing fresh insights and ideas on how to approach the common and
country specific problems.

The topics covered in the papers reflect some of the economic issues of the contemporary
Europe. On the one hand, the European Union as its dominant part is aiming to become
a global leader. On the other hand, the countries in its closest neighborhood, i.e. Central
and Eastern European countries are going thugh a process of transition that has
evolved at a varying pace until now. The leaders among transition countries joined the
European Union as full members in 2004, while the other group of countries is still
engaged in political and economic restructurg aimed at meeting the EU standards and
pre-requirements.

The Conference was organized in seven sessions and therefore the contributions
addressed the following specific issues: Economic growth and development; Fiscal policy,
unemployment and demographic trends; Financial sector, inflation and monetary policy;
External balances, capital flows, monetaryand exchange rate policies; Innovation
management; Competitiveness of companies and sectors on the road to the EU; European
economic space - development problems and accession challenges. The Conference
Committee was proud to introduce a special poster session for economists under 30,
named YES! - Young Economists’ Session. Their background papers are also included in
these proceedings.

All the papers that we received for the conference were subject to a double-blind review
by international reviewers (from Croatia, Germany, Switzerland, UK, USA). We strongly
believe to have succeeded in the attempt to select those analytical and empirical studies
and papers that could provide well-founded and useful recommendations to policy
makers and the business community alike.



Contributions of the researchers from the Institute of Economics, Zagreb are the outcome
of the current research efforts on the project entitled "Economic Development of the
Republic of Croatia on its Road to the EU: macroeconomic, microeconomic and spatial
aspects"”, that is supported by the Ministryof Science, Education and Sports of the
Republic of Croatia.

We would like to express our sincere gratitude to the Government of the Republic of
Croatia, under whose high auspices the Conference was held, and all the others who
have contributed not only to its success but also to the publication of this volume. Our
special thanks go to many sponsors from the Croatian business community. We are also
grateful to all the authors of the papers tht were presented who enriched us with the
valuable insights, as well as to the anonymous reviewers who took care of preserving the
high quality of the selected papers. Our invited speakers, Riccardo Cappellin, Fabrizio
Coricelli, Bruce L. Jaffee, George Kopits, Michael Landesmann, Dubravko Mihaljek and
Slavo RadoSevé held brilliant and provoking keynote speeches while numerous
discussants contributed to the lively discussion and encouraged new research efforts.

Both the organization of the Conference artthe publication of the proceedings would not
have been possible without exceptional efforts of all the staff of the Institute of
Economics, Zagreb and Denis RedZepdgivho was doing his civilian military service at
the Institute at the time the Conference was being prepared.

We hope that the papers presented in this itome will stimulate further research into all

the challenging areas that the Conference tampted to tackle, both within the local
community and internationally.

Zagreb, May 2005 The Conference Committee
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Economic Reforms and Corruption
in Transition Countries

Abstract

Whereas the literature on the causes of ctionhas ballooned in the last two decades,
studies on transition nations are still in their infancy. Attention to transition countries is
important because if some factors unique to these nations can be identified, then blanket
recommendations for corruption reduction in all countries can be modified to suit
transition economies. This paper usemual data over 1998-2002 for 25 transition
economies to study factors that cause corruption. Two different measures of corruption
are employed to test the validity of our findings. Among the factors that significantly
lower corruption, the degree of economic prosperity, economic freedom and progress
toward transition seem most important.

Keywords: corruption, transition reforms
JEL Classification: P3, H1

" Jelena Budak, The Institute of Economics, Zagreb, Croatia.
” Rajeev K. Goel, Department of Econosnidiinois State University, USA.

We would like to thank Prof. Vojmir Frafeivi Ufor insightful comments on an earlier version of the
paper presented at the B5Anniversary Conference of the Institute of Economics, Zagreb.
Remaining errors are our own.



1 Introduction

Corruption in economies reduces economic efficiency and has negative implications for
growth. Therefore, nations remain interested in reducing, if not eliminating, corrupt
practices. Researchers have examined vsrifaetors that affect corruption. These
factors include whether the prevalence of corruption in a country is affected by
government size, judicial system, the degree of economic freedom, relative wages of
government employees, the degree of red tegligion, education, prosperity etc. (see
Bardhan (1997), Jain (2001) and Rose-Ackerman (1999) for surveys of the pertinent
literature). These studies have used courgaetiic as well as cross-country data. The
effects of many of these variables on corruption generally remain inconclusive (see, for
example, Graeff and Mehlkop (2003)). Micro-level studies, while very insightful and
desirable, are especially problematic in the case of corruption as the true measure of
corruption is unobservable, even more sohatindividual level. Corrupt officials who

are never caught have no incentive to reveal their true behavior. Furthermore, bribe-
givers are not always forthcoming because, more often than not, they are benefiting
either illegally or disproportionately from corrupt practices.

In this paper we examine the determinants of corruption in transition countries. More
than two dozen independent nations were formed in the early nineties with the breakup
of the Soviet Union and the general decline of communism. Attention to transition
economies is important as many institutions in these new market economies are in their
infancy. Reducing corruption is also an important assessment in the evaluation of
political criteria in accessing the European Un{BtJ)). Therefore, it is instructive to see
what factors lead to corruption in the formative years and whether these factors are
different from those that are known to lead to corrupt activities in other countries. On the
one hand, there might be greater arbitrarirflesgling to opportunities for corruption) in
transition economies as institutions are fudlly developed and there are fewer checks
and balances. On the other hand, greater idealism among the public to build a better
nation might act as a check against corruption. Transition nations might also be able to
avoid some problems by learning from the experiences of other (mature) countries.

We use annual data 1998 to 2002 for 25 Eastern European transition economies to
examine the determinants of corruption. Two different measures of corruption

perceptions are used to test the robustness of our findings. The results are quite similar
for both measures. In particular, we find that greater economic prosperity and greater
economic freedom lead to lower corruption, as does greater progress in transition (i.e.,
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greater maturity). However, different elems of transition progress have varying
influences on corruption. Lower levels ofragption is observed in the countries that
have more success in the process of accession to the EU. Any institutional factors unique
to the 15 former Soviet republics do not seem to have a significant impact. Implications
of these findings are discussed.

2 Model, Data and Estimation

The theoretical underpinnings of studies of corruption may be traced back to the seminal
work of Becker (1968), where he argued that individuals balance the costs and benefits
from engaging in illegal activitiesThese incentives are influenced by external factors
such as government policies. Researchers studying corruption have used various
measures of costs and benefits of corruption to see which factors are significant. There is
a lack of a consensus on the determinants of corruption in the literature as the significant
influences on corruption vary depending on the measure of corruption used, the data set
employed and the general inability to adequately measure corruption and quantify
institutional details (Knack and Keefer (1995)).

The general form of the estimated equation is the following:

CORRUPTION = f(INCOME;, EDUCATION, GOVT SIZE,, ECONOMIC FREEDOM
1) TRANSITION PROGRESS;, SOVIET INFLUENCE)
i=1,.25; t=1,..5

Annual observations are used for 25 transition countries over the years 1998 to 2002.
Two different measures of the dependent variable are used. One is the widely used
corruption perceptions index from the Transpayeimternational. This index varies from

0 to 10, with higher values signifying less corruption. Given the problems with
adequately measuring the existence of corruption in a country, another corruption
perceptions index available from The World Bank is used. This index has a smaller range
from -2.5 to +2.5. However, higher values again represent more “clean” ecolomies.

! See also Shleifer and Vishny (1993) and Tanzi (1998).

2 Note that both indices are technically indicefsperceptions of corruption. The Transparency
International’s index is an average of surveymut corruption perceptions. The World Bank index
defines corruption as “the exercise of public power for private gain”.



The level of prosperity is given by the per-capita GDP to show that perhaps individuals
in wealthier nations have lower discount rates and thus would be less eager to offer
bribes to “jump the queue”. Government officials in wealthy nations are also relatively
well paid and are thus less willing to accept/solicit bribes. Furthermore, wealthier nations
generally have better institutional mechanisms to prevent corrupt practices. Greater
literacy might reduce corruption when the population is better aware of its rights and
duties and people are likely to be less corrupt themselves. They are also more likely to
report illegal acts of othersit might be easier to publicize the deeds of corrupt officials

to an educated population and this might act as a deterrent. We use another, broader and
consistent, measure of prosperity and education in the form of the Human Development
Index. This index is based on three factors: literacy, GDP and life expectancy. Higher
values of this index signify more literacy, greater prosperity and a longer life expectancy
in a country.

Government size might also affect the level of corruption in a country. The size of
government can be a deterrent or an inducement to corruption. On the one hand, if a
larger government spending entails greater deterrence (policing) and enforcement
measures, it might lead to lower corruptidimis might be especially true in transition
economies because they are in the nation building stages. On the other hand, a larger
government might signify greater red tape and this is likely to result in greater corruption
(Goel and Nelson (1998)).

Greater economic freedom generally signifies less governmental controls and more
influence of market forces. Fewer governmental controls in turn reduce the discretionary
power that government officials exercise and thus likely to reduce corrupt practices.
Some factors unique to transition economies are captured in the transition index. This
transition index encompasses many aspects including price liberalization, foreign
exchange liberalization, degree of privatization, banking and enterprise reform and
infrastructure reform. As these economies mature (i.e., greater transition progress), there
is likely to be less corruption when institutions are fully developed and checks and
balances minimize the discretionary powers of government officials. It would be
interesting to see whether different elements of the transition phase have different
influences on corruption. To that effect, we use progress toward privatization
(disaggregated into large-scale and small-scale privatization) and indices of banking and

3 Conversely, one could argue that an educatedifadipn might be more adept as devising ways
to circumvent existing rules.



nonbanking reform$ These indices, in general, signify more play of market forces. For
instance, privatization reduces bribe-seeking opportunities for government officials when
their discretionary powers are reducedihe level of general competitiveness in an
economy is also used as an explanatory variable. The competitiveness index is also a
component of the transition index.

Finally, some institutional factors might be unique to the former Soviet Union and we
include a dummy variable to capture the influence of these fackamsinstance, to the
extent there were some unigue government procurement practices in the former Soviet
Union, the resulting independent nations are likely to reform differently from other
transition economies (due to the inertiaiolierited institutions). This might have a
significant influence on corruption. On the other hand, the issues facing the transition
nations might have more to do with their socialist past and any linkages to the former
Soviet Union might not exert any noticeable influence on corruption. The complete list
of countries in our data set is in the Appendix and Table 1 provides the details about
variable definitions and data sources.

3 Results and Discussion

We start with comparative analysis of the level of corruption in transition countries and
the institutional assessments of these nations in approaching the European Union (EU).
Tables 3, 4 and 5 report our estimation results on determinants of corruption. All
equations were estimated using Ordinary Least Squares (OLS) and heteroscedasticity-
consistent standard errors are reported. The number of observations across the two
measures of corruption varies due to missing observations. The general fit of all
regressions is quite decent as the adjusted-R2 is better than 0.5 in most cases and the F-
value is statistically significant at least at the 5% level.

4 Recognizing some potential simultaneity issues, a one year lag on these indices is employed to
make them somewhat pre-determined.

5 However, in some transition countries the privatization processes themselves may be connected
with corrupt practices. Sdeaufmann and Siegelbaum (1996).

5 However, we recognize that this framewdskunable to capture all the factors potentially
contributing to heterogeneities across countries.



3.1 Corruption and Institutional Development

A general level of corruption prevalence in transition countries is given in Table 2. We
used the corruption perception index to compare the assessments of transition countries
in the accession process to the EU. In tlecgss of accession to the EU, countries are
evaluated on institutional development and in reducing corruption to satisfy political
criteria for EU membership. The European Commission (March 2003) reported
corruption in Albania and Croatia as a (major) problem in the stabilization and
association processWhen ranked by the Corruption Index WB (2002), the top seven
countries with the lowest corruption recently became new EU members, while on the
bottom of the list is a group of other countries not included in the EU accession process
(Table 2). Four groups of countries were formed according to their status to the EU. The
associated average (perceptions) corruption index for each group clearly distinguished
countries with reduced corruption and more success in accessing the EU and vice versa
(Figure 1).

Figure 1. Corruption and accession to the EU
Corruption
Index2, 2002
5.00 1

450 T

4.00 A
New EU

members
3.00 - EU

350 A
EU

. association
250 A candidates

rocess

P Other

countries

2.00 A

150 A

1.00 -

Source.: Governance Matters Ill: Governance indicators for 1996-2002. Kaufmann et al., The World Bank, 2003.
Note: Corruption Index2 is an aggregate indicator that meas ures perceptions of corruption defined as the exercise of
public power for private gain. High er values correspond to lower corruption on a scale from 1 to 5.

" The stabilization and association process iat@ctual relation between a country in the pre-
accession process and the EU. The EU monitorptbgress in reforms leading to satisfaction of
the criteria of political and economic compliance to the EU requirements.



3.2 Education and Prosperity

Economic prosperity and education are the basic control factors that are included in
nearly every empirical study of corruption. We find that a higher GDP per-capita leads to
lower corruption, while the effect of literacy is not statistically signifiéaHbwever,

since GDP might be capturing some literacy effects, we also employ a Human
Development Index (HDI) that encompasses education, economic prosperity and health
conditions. An improvement in the HDI results in lower corruption. This signifies that as
these nations achieve greater prosperity, the level of corruption will go down and
corruption is likely to be more prevalent in poorer transition nations. These results are
consistent across the two measures of cooogflables 2 and 3). In an earlier study of
the shadow economy in transition countries over 1990-97, Eilat and Zinnes (2002) find
that greater economic prosperity resulted in a smaller shadow economy.

3.3 Government Size and Economic Competitiveness
Educing Corruption

Table 4 examines the influence of government size and competitiveness on corruption.
GovGDP (or general government expenditure as a percentage of GDP) captures the
effect of government size on corruption. A larger government might involve better
monitoring of discretionary powers of government officials or it might involve more
bureaucratic red tape. It has been found that a bigger government size resulted in greater
corruption in the case of the United States (Goel and Nelson (1998)). However, greater
government size for transition countries leads to lower corruption and this effect is
statistically significant when the Transparency International (TI) corruption perceptions
index is used as the dependent variable. This suggests that perhaps greater government
size in transition economies resulted from more expenditure on police (e.g., a larger
police force and better training) and the judicial system - institutions that are likely to
reduce corruption. Therefore, good governance assessments such as government
efficiency, rule of law and greater transparency in government policies and procedures
may explain the corrupt practices better than government size itself. However, May et al.
(2002) examined the effects of various governance measures on the level of unofficial

8 The low variability in the literacy measure in our sample of high literacy transition countries
might have some role in the statistigadignificance of the related coefficient.

9 Although, in certain cases police and judiciary might themselves be corrupt.



economy in transition countries, and found moSthese measures to be statistically
insignificant.

The effect of greater competitiveness is generally positive (i.e., greater competitiveness
lowers corruption) and significant under one measure of corruption. The findings with
respect to the effect of economic freedom are mixed in the literature. On the one hand,
Goel and Nelson (2004) find that greater economic freedom reduced corruption in a large
sample of developed and developing nations. On the other hand, Graeff and Mehlkop
(2003) find that the effectiveness of econorfreedom on corruption is sensitive to a
country’s development level. We also usetiroad measure of competitiveness, called
the transition index to examine its effect. This index is broader than the competition
index because it includes many factors (e.yapization, competitiveness, infrastructure

and banking reforms, etc.) beyond merely those enhancing competitiveness. An
improvement in the transition index results in lower corruption and this finding is robust
across the two measures of corruption. Givencitimposition of the transition index, this
implies that comprehensive reforms involving price liberalization, privatization, foreign
exchange liberalization, banking and infrastructure reforms are likely to result in lower
incidence of corruptiof’

Finally, to account for the different institutional aspects of former Soviet republics, a
zero-one dummy variable (SDUM) is included that takes the value of one for the fifteen
former republics and zero otherwise (ske Appendix). The resulting coefficient was
not statistically significant in any case, suggesting that institutions unique to the former
Soviet Union were not having a perceptible impact on the corrupt activities in transition
countries'!

3.4 Transition Reforms and Corruption

Since the main contribution of this work is to understand the factors unique to transition
economies in influencing the prevalence of corrupt activities in these countries, we

9 we also included as explanatory variables key macroeconomic variables such as inflation rate
and the unemployment rate. The respective coefficigaete not statistically significant suggesting
that these variables did not affect corrgptiin an appreciable manner in transition economies.
Details are available from the authors upon request.

™ However, one should bear in mind the possibility that these institutions might still be prominent
and that our dichotomous treatment is unable to wapthe related complexities. Furthermore, our
relatively small sample size prevents wsrfrincluding country-specific dummy variables.

10



revisit the effect of transition progress in Table 5. Transition progress is disaggregated
into large scale and small scale privatization and into banking and nonbanking reforms.
These factors might affect the level of economic freedom to different degrees and can
thus have varying influences on corruption. The decomposition of the scale of reforms is
also important for policy purposes. Whilé tde components of transition progress have
the right sign (i.e., greater progress results in lower corrupt activity), the statistical
significance of the coefficients varies. Nonbanking reforms seem to significantly lower
corruption across both measures, while the effect of banking reforms is also positive and
significant in one case. Greater privatization, however, does not seem to have a
statistically significant effect. An important policy implication is that if corruption
reduction is an important goal for policymakers, then attention to nonmarket reforms
should take precedence over some other initiatives, such as privatization initiatives.
Again, the broad measure of transition progress (Tranldx) significantly reduces
corruption in both cases. The effects of the other variables, HDI and SDUM, are
consistent with our earlier findings in Table 4.

4 Concluding Remarks

Whereas the literature on the causes of ctionhas ballooned in the last two decades,
studies on transition nations are still in their infancy. Attention to transition nations is
important because if some factors unique to these nations can be identified, then blanket
recommendations for corruption reduction in all countries can be modified to suit
transition nations. This paper usesnaal data over 1998 - 2002 for 25 transition
economies to study factors that cause corruption. The underlying theoretical model
draws on the seminal work of Becker (1968). Two different measures of corruption
perceptions are employed to test the validity of our findings. Among the various factors
that significantly lower corruption, the degree of economic prosperity, economic
freedom and progress toward transition seem most important. Any lingering legacy from
Soviet-era institutions does not seem to be having a perceptible effect on corruption.

The results show that the level of corrupt activity declines with economic prosperity.
While the findings for transition countries are generally consistent with those found for
broader samples of countries, our results suggest that a bigger government might not
necessarily be contributing to greater corruption in transition nations. In fact, the effect
of a larger government size in transition countries seems in faeicteasecorruption.
Whether this effect persists as these economies mature remains to be seen. Furthermore,

11



the coefficient on the transition index is statistically significant in all cases. However,
when the aggregate transition index is decomposed, the coefficients on the different
components of the transition index not significant everywhere. This suggests that
comprehensive efforts toward reform are meffective in reducing corruption, rather
than piecemeal moves toward reforming some sectors of the economy. In particular,
banking and nonbanking reforms seem to be relatively more effective at checking
corruption than efforts toward greater privatization.

It is hoped that as better data become available further light can shed on the causes and
effects of corruption in these countries. Rassextensions to this line of research
include incorporating additional institutional details and to examine potential
simultaneity issues between corruption and some of its determinants.

12



Table 1. Variable definitions and sources

Definition

Variable -
(average [min; max])

Corruption Index | Corruption perceptions

(TI) (scale: 0 to 10);
higher value, less corruption
(3.47 [1.5; 6])

Corruption Corruption perceptions (scale: -2.5 to +2.5);
Index2 higher value, less corruption
(WB) (-0.37 [-1.21; 1.08])
GDPpc Per-capita GDP (PPP US $);
(6616.4 [988; 18404])
Literacy Rate Percent of literate population age 15 and above

(97.93 [83.5; 100])

Human Dev ldx  Human Development Index (simple average of life
(HDIdx) expectancy index, education index and GDP index); higher
values better
(0.773 [0.66; 0.88])

LSprv-1 Index of large-scale privatization (lagged 1 year); higher
value, more privatization
(2.92[1.0; 4.0]))

SSprv-1 Index of small-scale privatization (lagged 1 year);
higher value, more privatization
(3.70[2.0; 4.3])

BNKref-1 Index of banking reforms (lagged 1 year);
higher value, more reforms (2.46 [1.0; 4.0])

NBNKref-1 Index of nonbanking reforms (lagged 1 year); higher value,
more reforms (2.12 [1.0; 3.7])

GovGDP General ggernment expenditure (% of GDP)
(35.0[13.9; 56.6))

Comp Index of competition policy;

higher value, more competition
(2.2[1.0; 3.0))

Tranldx Transition index;
(scale: 1 to 4)
Higher value, more progress
(2.81[1.3; 3.8))

SDUM Dummy variable for former Soviet republics
(0.6 10, 1])

Source

www.transparency.org

World Bank

IMF

www.undp.org

www.undp.org

EBRD

EBRD

EBRD

EBRD

EBRD

EBRD

EBRD

13



Table 2. Corruption rankings in transition countries, 2002
(Less corrupt to more corrupt)

Country EU status Corruption Index2 (WB)
Slovenia MC 3.39
Estonia MC 3.16
Hungary MC 3.10
Poland MC 2.89
Czech Rep. MC 2.88
Slovakia MC 2.78
Lithuania MC 2.75
Croatia SAP* 2.73
Latvia MC 2.59
Bulgaria cC 2.33
Romania (o] 2.16
Armenia none 1.78
Macedonia SAP 1.77
Belarus none 1.72
Kyrgyzstan none 1.66
Albania SAP 1.65
Moldova none 1.61
Russian Federation none 1.60
Ukraine none 1.54
Georgia none 1.47
Uzbekistan none 1.47
Kazakhstan none 1.45
Azerbaijan none 1.43
Tajikistan none 1.43
Turkmenistan none 1.29

Source. Governance Matters Ill. Governance indicators for 1996-2002. World Bank, June 2003.

Note: Corruption Index2 is an aggregate indicator that meas ures perceptions of corruption defined as the exercise of
public power for private gain. It reflects frequency of pa ying bribes to get things done, effects on the business
environment, grand corruption in politic al arena and state capture by elite. Higher values correspond to better
outcomes (lower corruption) on a scale from 1 to 5. (Original scale was -2.5 to +2.5).

MC-member countries: new EU members from May 2004. CC- candidate countries. SAP-countries in stabilization and
association process to EU. None-countries not in the proces of accession to the EU (former Soviet republics except
Baltic states).

* Croatia is ahead of other countries in SAP, and it is expected that Croatia will become an EU candidate country in
2004.
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Table 3. Determinants of corruption: Effects of education and prosperity

Dependent variable:
Corruption Index (TI)

0.0002**
GDPpc (0.00003)
) 0.005
Literacy rate (0.16)
16.05**
HDIdx (3.05)
N 50 50
adj. R2 0.54 0.39
F_Value 29.3** 31.8**

Dependent variable:
Corruption Index2 (WB)

0.0001*
(0.00001)
0.01
(0.007)
10.47%
(0.84)
38 38
0.72 0.75
49.1% 114.0%

Notes: All equations included a constant term. The results for the coefficient on the constant term are not reported
but are available upon request. The number of observations varies between the two measures of corruption due to
missing data. Heteroscedasticly-consistent standard errors are in parentheses below the parameter estimates.

** denotes significance at the 5% level.

Table 4a. Determinants of corruption:

Effects of government size and competitiveness
Dependent variable: Corruption Index (TI)

GDPpc
Literacy
Rate
HDIdk 1057 | 10.66™ | 9.80 | 13.01*
(351) | 351) | (3.23) | (352
0.03* | 0.05%
GovGDP (0.01) | (0.02)
com 1317 | 1.34% | 106
p (0.38) | (0.43) | (0.38)
Tranldx
0.04 0.009
SDbuM (0.28) (0.30)
N 50 50 50 50
adj. R2 0.52 0.51 0.53 0.45
F-value 27.2% | 17.7% | 10.8% | 14.6%

9.26*
(2.69)

0.03
(0.02)

0.94%
(0.37)

50
0.59
24.4%*

0.0001* | 0.0002**
(0.00004) | (0.00004)
-0.04 0.05
(0.16) (0.14)
10.72%
(3.22)
0.69
(0.42)
1.07* 0.75*
(0.43) (0.39)
50 50 50
0.55 0.55 0.60
31.7% 21.2% 25.3%

Notes: All equations included a constant term. The results for the coefficient on the constant term are not reported
but are available upon request. SDUM is a dummy variable that takes the value of one for the fifteen former Soviet
republics and zero for all other countries in our sample. Heteroscedasticity-consistent standard errors are in

parentheses below the parameter estimates.

** denotes significance at the 5% level; * denotes significance at the 10% level.
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Table 4b. Determinants of corruption:

GDPpc

Literacy
Rate

HDIldx
GovGDP
Comp
Tranldx

SDUM

N
adj. R2
F-value

9.11%
(1.46)

0.24
(0.20)

38
0.76
58.4**

Effects of government size and competitiveness

Dependent variable: Corruption Index2 (WB)

9.19%
(1.54)

0.25
(0.20)

0.03
(0.11)

38
0.75
37.9%*

8.17*
(1.87)

0.007
(0.006)

0.24
(0.20)

38
0.75
38.9**

9.50% | 6.82%* | 8.05%
(1.40) | (1.50) | (1.30)
0.007 = 0.009
(0.01) | (0.006)

0.37* | 0.35%
(0.13) | (0.14)

0.003
(0.12)
38 38 38
0.74 0.80 0.80

36.9** | 52.1* 76.1**

0.0001**
(0.00002)

0.005

©

.009)

0.31
(0.21)

38

0.73
34.5**

0.0001**
(0.00001)

0.01
(0.008)

0.41%
(0.15)

38
0.80
49.7**

Notes: All equations included a constant term. The results for the coefficient on the constant term are not reported
but are available upon request. SDUM is a dummy variable that takes the value of one for the fifteen former Soviet
republics and zero for all other countries in our sample. Heteroscedasticity-consistent standard errors are in
parentheses below the parameter estimates.
** denotes significance at the 5% level

Table 5. Determinants of corruption: Effects of economic reforms

HDIdx

LSprv-1

SSprv-1

BNKref-1

NBNKref-1

Tranldx

SDUM

N
adj. R2
F-value

13.13%
(3.61)

0.37
(0.25)

-0.24
(0.31)

50
0.43
13.1**

Dependent variable:
Corruption Index (TI)

12.87%
(3.79)

0.37
(0.27)

-0.30
(0.30)

50
0.41
12.5%*

Dependent variable:
Corruption Index2 (WB)

9.18% | 10.98% | 9.72%
(2.04) (3.29) (1.06)
0.10
(0.07)
0.47
(0.30)
0.89*
(0.25)
1.12%
(0.47)
0.21 0.11 -0.01
(0.18) (0.25) (0.12)
50 38
0.72 0.55 0.75

32.3** 20.8** 38.2**

9.97*
(1.03)

0.06
(0.07)

-0.01
(0.12)

38
0.74
36.3**

6.65**
(1.40)

0.21%
(0.10)

0.21*
(0.12)

0.04
(0.08)

38
0.83
45.2%*

8.32%
(1.39)

0.37%
(0.14)

0.07
(0.09)

38
0.80
49.9**

Notes: All equations included a constant term. The results for the coefficient on the constant term are not reported

but are available upon request. The number of observations varies between the two measures of corruption due to
missing data. SDUM is a dummy variable that takes the value of one for the fifteen former Soviet republics and zero
for all other countries in our sample. Heteroscedasticity-consistent standard errors are in parentheses below the
parameter estimates.
** denotes significance at the 5% level
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Appendix

List of Transition Economies

Albania, Armenia*, Azerbaijan*, Belarus*, Bulgaria, Croatia, Czech Republic, Estonia*,
Georgia*, Hungary, Kazakhstan*, Kyrgyzstan*, Latvia*, Lithuania*, Macedonia,
Moldova*, Poland, Romania, Russian Fedierg#t, Slovakia, Slovenia, Tajikistan*,
Turkmenistan*, Ukraine*, Uzbekistan*

Note: * denotes former Soviet republic.
Data for Bosnia and Herzegovina and for Sebia and Montenegro are not available.
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Post-communist Judicial System:
Deep-rooted Difficulties in Overcoming
Communist Legacies - with Special Regard
to Croatia

Abstract

Post-communist lawlessness has caused considerable concern and resulted in much
misguided theorizing. The paper criticizes some of the more common misconceptions.
Among them are the disregard for private law enforcement, the failure to realize the
interdependence between the range of rights to be enforced and the cost of enforcement,
the mistaken view that the rule of law is basically a matter of public choice and the
preference for administrative remedies over judicial remedies. After discarding such
attempts at explanation, the paper proposassttie analysis should focus on other issues
instead. All of them happen to be related to a legacy of communism. These include the
downgrading of civil and constitutional law ettinstability of legal rules, as well as the
underdeveloped separation of powers and very peculiar causes of court congestion.

Keywords: enforcement cost, civil law society, centralisrayrha (Engl. distress,
execution, enforcement)
JEL Classificationk4, P37

" Bruno Schoénfelder, TU Bergakademie Freibd¥gculty of Economics and Business, Freiberg,
Germany.
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This paper consists of two parts. The first part criticizes some theories of post-
communist lawlessness that were proposed by economists in recent years. The second
part presents an alternative view at the exlenof Croatia. It outlines some preliminary
hypotheses that may help to understand why progress towards the rule of law has been
slow.

A proposition by Hayek (1960, p. 208) may offer a useful starting point: “The
importance which the certainty of the law has for the smooth and efficient running of a
free society can hardly be exaggerated. There is probably no single factor which has
contributed more to the prosperity of the West than the relative certainty of the law
which has prevailed there.” It may be worth noting that this proposition is meant to refer
not only to the modern age, but to a part of medieval times as well. This part presumably
began in the eleventh century, which is widely regarded as the time when the rise of the
Western World gained momentum.

Empirical growth theory has made some efforts at pinning down the causality proposed
by Hayek, but it has not been very successful at that. Gathering relevant data is an
arduous job, certainty of law is very difficuth measure and all the available measures
are garbled. Irrespective of their popularity, the qualitative assessments produced by
various rating agencies and the Freedom House often appear implausible and unreliable.
The only numbers that are readily available relate to the judiciary rather than to legal
certainty. And these data may seem to disprove Hayek. One surely can count lawyers
and other legal professionals. Including the latter is important, e.g. Japan is well-known
for its small bar but researchers sometimes fail to realize that Japan has more legal
professionals per capita than the USAIl developed Western nations keep large
numbers of legal professionals. However, more legal professionals does not always result
in more growth, various examples of the contrary are available in the Third World. Quite
a number of economists even think that miangyers means less growth, the existence

of a negative correlation was alleged by some. The statistical analyses undertaken to
establish this claim are inconclusive for several reasons. Magee, Brock and Young
(1989) count lawyers instead of legal profesalenso this procedure is likely to be
misleading. Murphy, Shleifer and Vishny (1991) try to avoid this mistake by taking the
share of law students in the overall populatf college students. However, most of

1 Similarly, observers who point out that in the la@&yers are much more numerous than e.g. in
Germany or Austria often fail to realize that in these latter countries tax accountants usually are
business majors, while in the US this legal genis for the most part provided by law school
graduates.
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their results are statistically insignificant and their interpretation is rather deBatable
Even if the purported negative correlation happens to exist, it should not be interpreted as
indicating causality or disproving Hayek'’s claim. To recognize how the augmentation of
lawyers may increase social welfare and why thég fail to occur, consider one of the
possible chains of causation. There is a causal link from lawyers to legal certainty.
Rational people litigate only if the outcome is uncertain, this uncertainty may be due
either to legal or factual uncertainty. Lawyers earn their money by identifying such
uncertainties, legal uncertainty thus results in litigation and a larger body of precedent,
precedents gradually remove legal uncertainty. This happy outcome, however, is
achieved only if statute law is sufficiently stable and if an accumulation of precedents is
appreciated as a legitimate procedure of rule-making. If instead statute law keeps
changing at a rapid pace, as is still the case in Croatia, the body of precedent is subject to
a rapid depreciation. The body of precedent may be likened to a capital stock. Changing
statute law at a rapid pace is like destroying real capital, it deprives the work of lawyers
of much of its usefulness for the general puhdind thus greatly reduces the return on

the investment which society makes by educating lawyers. Another reason why the
return of the Croatian precedent production continues to be deplorably low is that it is
still fairly difficult to find precedents. Judicial decisions and opinions are often not
published and even if they are in principle accessible, the development of information
systems which support research of precedents is still in its ifffancy

The argument that a large body of precedent is tantamount to more legal certainty may
appear as strange to those who tend to view civil law systems such as the Croatian as
systems in which precedent is of minor reles@ The prevalence of this prejudice is to

2 They claim to have found evidence that the atlonaof talent provides the crucial chain of
causation. More law students means that less tademtailable for engineering studies, which they
consider more relevant for economic growth. THeynot claim to have revealed any other causal
nexus, their data actually disprove the (fairly papllidea that lawyers contribute to rent-seeking

and thus reduce the efficiency of investment. “....suggests that lawyers reduce growth creating
activities but not through reducing the incentives to invest.” (ibidem p. 529) It may be significant
that in their data the combined share of law students and engineering students is only 20 percent.
The remaining 80 percent of college studest®uld offer a sufficient supply of talents if
engineering studies really suffer from a shortageatént as Murphy et alseem to be claiming.

Also, law students often have talents that differ ickiemably from those of engineering students. On

the other hand, the best talents for engineeringhtnivell be found at some other faculties rather
than among law students.

3 Increasing the body of precedents and thus legdiainty is a positive externality produced by
lawyers while working for their private gain. Instability of statute law reduces or eliminates this
positive externality.

4 Udruga Suddka mreZa (an association of judges) has undertaken an important initiative to solve
this problem. It is worth noting that inishregard Croatia is lagging behind Bulgaria.
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quite some extent a communist legacy that lingefsbecause the proponents of this
view rarely or never read code commentaries, written in highly developed civil law
systems like e.g. the German one. If they were to read such commentaries, they could not
help but realize that they refer to precedents quite frequently and not dramatically less
often than treatises written in common law countries. Thus, the argument that more
lawyers means more legal certainty holds, provided that statute law is sufficiently stable.
However, there is another proviso. The #iigbof statute law does not translate into
more growth if the statutory principles wieoseaning has been ascertained are such that
they inhibit economic growth, or if it is not possible to contract around the provisions
that have these detrimental effects. In other words, if a large portion of inefficient
provisions are ius cogens, the investment thtjudicial system is wasted again. This
presumably is a major difference between common law and civil law systems; statute
law often tends to be ius cogens, common law tends to offer more flexibility. Examples
to illustrate the resulting possibilities of waste may easily be found in the German
economic history. If legal certainty supports economic growth, this is presumably so
because it supports the division of labor which has long been recognized as the
fountainhead of growth. Arguably, a highly developed division of labor is virtually
unattainable in the absence of the rule of law. However, not all legal systems support the
division of labor. For instance, Germany had a rather developed judicial system and large
numbers of well educated lawyers in 1947, but the division of labor in the German
economy at the time was roughly comparable to the time of Charlefmadre legal
system did not support the division of labor, but rather inhibited and prevented it, thus
preventing growth.

1 Theories of Post-Communst Lawlessness:
a Critical Review

Presumably, few economists disagree with Hayek’s tenet that legal certainty contributes
strongly to economic growth. Economists also claim to be experts on issues of economic

5 To be sure, this fallacy is not universally held. For an account that stresses judge-made law see
e.g. Kaler (2003, p. 445).

¢ This historical comparison is due to Euck@950). In 1947, food was rationed in Germany but
rations were at starvation level. In order torgive, people needed to engage in subsistence
agriculture or acquire additional food on the blamarket. This was very time-consuming, town
dwellers needed to undertake lengthy (railveand bus) trips to the countryside arranging barter
deals with peasants. In theory, town dwellers wadkeequired to work in their jobs, but foremen
understood that absenteeism was a necessity to assure survival.
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growth, thus the fact that they have been inclined to ignore this causality is a bit of a
paradox. Sometimes they cannot avoid dealing with it as, for example, if problems
caused by legal uncertainty and missing law enforcement proliferate. After 1995, post-
communism forced economists to face thpeeblems. This was the point when most
economists lost interest in the economics of transition. Those who remained in the field
often turned to strange theories. This theorizing of the late nineties tended to take on an
unduly alarmist tone. Sometimes it was claimed that as a result of weak law enforcement
most post-communist countries were heading towards total disaster. Nowadays, one can
easily realize how misguided such alarmism was. Even the post-communist countries in
which law enforcement continues to be extremely weak such as e.g. Ukraine, Albania or
Moldova have experienced some economic recovery. These countries have not fallen
into a bottomless pit; often they have established a viable sort of crony capitalism. There
seem to be only two “chronically sick” European post-communist countries, they are
Serbia and Belarus, and even their disease is not as terminal as it is often represented.
Both of them were relatively affluent in 1990 and this affluence has not been completely
wasted yet, so their story is more about stagnation than about collapse.

The alarmist view was based on two misconceptions. The first misconception concerned
the role of private versus public law enforcement. The second was an exaggeratedly
negative account of crony capitalism. These misconceptions in turn gave rise to several
misguided economic theories of law enforcement. This theoretical section of the paper
first sketches the misconceptions and then turns to three false theories.

Misconception one is that law enforcemenh&rowed down to public law enforcement,
this is the etatist view of law enforcemanmhich ignores private law enforcement. As an
empirical matter, however, private enforaam is quite significant even in modern
economies, with substantial resources spentasious kinds of self-enforcement and self-
protection. Self-enforcementrtds to be more cost-effective in protecting contract rights
than in protecting property rights. $ehforcement often relies on the building of
reputations, on reputational capital. For ins&rthe small share of non-performing loans
in Western bank portfolios is not due mostlystgperb performance of bailiffs but rather to
the fact that persons who at some point of their careers default on their loans tend to find
themselves cut off from further lending. Meaningful credit information is available and
people service their loans as regularly as ey to avoid getting on the black list. In the
early years of post-communism such repotai capital was largglnon-existent, and
even where it had existed to some exterfbtee— and Yugoslav socialism provided more
opportunities for building reputational capital than the 8btype socialism — the pre-

23



existing reputational capital was debased thg dramatic change of circumstances.
Numerous new enterprises were formed, but their owners were often less interested in
building reputational capital because they wefeen struggling for survival and their
future was extremely uncertain. However, afiecouple of years, i.e. in the late 1990s,
these inhibiting factors becamless relevant in the couigts that had embarked on
transition in 1990 and the usual self-enforcement mechanisms that the normal conduct of
business hinges on started to become more olwés a result, those legal rules which
support business, transactions have increasingly been abided by voluntarily. This
phenomenon has been observed in most post-communist countries. A prominent example
is Khodorovsky, the former owner of Yukosho is now being tried. Most likely he had
been a great villain, but even he got somewhat more honorable as of late.

Second, for a while quite a number of economists commented on crony capitalism as if it
were a recipe for disaster. And what folledvafter communism was often some sort of
cronyism. The very negative account of crony capitalism, which has been so popular
among economists, misses out on an important distinction. Public law enforcement does
not necessarily mean that the law is enforced as a public good; instead it may be
enforced as a private goodEnforcing the law as a private good means that enforcement

is haphazard and highly selective and that only a very limited number of people can
actually rely on it. This is cronyism. To be sure, countries characterized by crony
capitalism will not manage to catch up with the US or affluent Western European
countries. However, there is some middle ground between affluence and disaster. In their
celebrated analysis Haber et al. (2003) demonstrated at the example of Mexico that crony
capitalism can result in rather respectable growth rates, and that it may well improve
livings standards more significantly than e.g. socialism managed to do. So even if there
is no rule of law proper, i.e. if a government does not protect the rights of most people,
but only those of the select few, this may suffice to generate growth provided that at least
some of these select few have entrepreneurial zeal and talent.

After these remarks on two widely held misconceptions the stage is set to turn to three
false theories. The theories will be named according to their best-known proponents. The
first theory was proposed by Roland (2000), the second by Stiglitz and the third by
Shleifer and Vishn§ Roland’s theory will be criticized first. He rightly observes that law

" This distinction seems to have been pionebye@ambetta’s (1993) analysis of the mafia.

8 Relevant writings are numerous, but Hoff and Stiglitz (2004) and Glaeser, Johnson and Shleifer
(2001) are particularly illustrative of the type of arguments presented.
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enforcement is costly and goes on to artheg post-communist countries often cannot
afford such costs because thiegk sufficient tax revenue. From this he infers that the
government should protect some part of the economy from competition and keep it under
its tutelage. He hopes that, asesult of such protection, thigrt of the economy will be
profitable enough to generate the streafn tax revenue required to finance law
enforcement. This theory has several 8awrhe most significant flaw in Roland’s
approach is that he abstracts from the interdependence between the set of rights to be
protected and the cost of fercement. However, this interdependence is enormously
important. Protecting private property, caur rights and personal safety but little else
does not cost so much, all East Europeauntiées can afford it. Enforcement costs,
however, grow enormously if a much broader set of rights is to be enforced and in
particular, if this set of rights includes saled social and economiights, which to quite

some extent stand in conflict with private property rights. If a country cannot afford law
enforcement, the primary reason is that thegeghts which it tries to enforce is too large

and there is too much conflict between these riglg the way, Germany also offers a
good example of the costs that overextension of the set of rights, social and economic
rights in particular, can cause. Germany hanben a decline since the early nineties, but
the real decline has been less dramatic tharstatistically recorded decline. There is an
indication that the German shadow economy has grown significantly. This means a decline
of law enforcement, with the costs of enforcing the law growing more and more out of
proportion to what a society is i§aand able to spend on enforcing it.

A second strand of fallacious theorizingpresented e.g. by Stiglitz, attempts to
conceptualize the rule of law as a matter of public choice. This is a sort of constructivist
approach to the issue. Stiglitz contemplates under which circumstances citizens vote for
the rule of law and which policy measures render it more likely that citizens will vote for
rather than against it. E.g. Stiglitz conjectuitest citizens tend to vote against the rule of

law if they consider the prevailing distribution of wealth as illegitimate. Moreover, he
argues that citizens are likely to vote for the rule of law if the return on their investments
is high. From this he infers that the goweent should refrain from the policies that tend

to reduce the return on investment. Stiglitz represents monetary stability as a measure
which depresses return rates, and argues for a policy of moderate inflation and currency
undervaluation. This view may be criticized for a number of reasons which are beyond
the scope of this paper. However, the key ftafvihis argument lies in the way he poses

the problem. Citizens of post-communist countries rarely mean to vote against the rule of

9 See Posner (1995) for a succinct elaboration of this point.
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law. There have been numerous parties and politicians whose endeavors arguably are
incompatible with the rule of law but they have rarely advertised this, nor have they
inserted it in their party programs in an easily discernible way. For instance, it is
debatable to what extent Putin’s “dictatorship of the law”, which has been one of his key
slogans, is compatible with the rule of law but one should not assume that these
cleavages are common knowledge among Russian voters. Presumably, most Russians
rather think that this so-called dictatorship of the law and the rule of law is one and the
same thing. Neither are there any anarahstements attracting a significant number of
votes anywhere in Eastern Europe. Even if one were to adopt a narrow view of law as a
concept focusing on private property, one cannot claim that the parties which have been
explicitly hostile to private ownership have commanded much support among the voters
since 1995. Enthusiasm for nationalization is largely a matter of the past. The ex-
communist parties including the Russian communists typically no longer make the
abolishment of private property and terrorizing the bourgeoisie a key program issue. The
real issue in elections is not whether one iofoagainst the rule of law; it is more about
different understandings of the rule of law. In addition, voters often strive for other social
goals in addition to the rule of law and fail to realize that these other social goals may be
partly or fully incompatible with the rule of law. Voters often hold onto the
misconception that the rule of law is tantamount to tough crime-fighting.

Another problem with how Stiglitz poses the problem is that the real difficulty with the
rule of law rarely lies in the promulgation of principles; rather it is the host of practical
problems of implementation. These problems are far too numerous to be solved within
one legislature, they are a matter of desadStill, another criticism of Stiglitz's
theorizing is that people in real life are more pragmatic, more Coasian than Stiglitz
thinks. It is not really so important to them whether the big shots acquired their wealth in
a legitimate way provided that they create jobs, pay their workers well and behave
decently. E.g. in Croatia people do not really care so much about the origins of sdori
money provided that he allocates his resources prudently and in ways that promote the
Croatian economy. Most likely the issue of the legitimacy of privatization policies really
is much less relevant than Stiglitz tends to believe. To summarize, Stiglitz’'s approach is
quite misleading. Small wonder that his modeling effort results in extremely implausible
conclusions. E.g. in his model the rule of law becomes the more likely the poorer the
nation gets. According to him, the rule of law is ultimately unavoidable, those who do
not have it become more and more impoverished and that will give rise to the rule of
law. Also, he excludes the very possibility of law enforcement as a private good.
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A third strand of theorizing, which will be referred to as the Shleifer and Vishny
approach, focuses on slack and incompetence in the courts and the subversion of courts
and argues for a partial substitution of judicial procedures by government regulation
because, in their view, regulatory agencies are less easily subverted and capable of more
decisive action against wrongdoings. According to them, regulatory authorities need to
play a key role in creating the rule of law. They focus on three major shortcomings of
courts, one of them being incompetence. Incompetence of courts, particularly of
commercial courts that need to deal withvrend complicated fields such as e.g. agency

law, certainly is a major problem and even more so if judges lack sufficient incentives to
acquire relevant knowledge. However, notice that these disputes can often be put to
arbitration, so this offers a ready solution for contract disputes, although not for torts.
Arbiters may be selected according to their competence. Creating a regulatory authority
may be thought of as a solution for the remaining problems only if the country has a
sufficient number of experts to fill the key positions of the regulatory authority.
However, if such experts are actually available, one could just as well create a
specialized court or a specialized department of an existing commercial court and
appoint these experts as judges. The latter is the more expedient solution in particular
because such a specialized need not require such numerous expert staff as does a
regulatory agency. This is so because in civil litigation the most labor intensive part of
work, i.e. the gathering and organization of evidence, can be left to the litigants’
attorneys and the choice of a sufficiently competent attorney is up to the litigant.
Attorneys are self-employed; they have powerful incentives to acquire the knowledge
their clients need. In contrast, a regulatory agency needs to do much of this work of
gathering and organizing evidence by itself, and it requires considerable staff to
discharge these duties. Hence, creating a specialized court is much easier than creating a
regulatory agency capable of handling the issue.

Shleifer and Vishny are also concerned about slack. In civil litigation the building and

arguing of a case is largely up to the attorfibytaus the relevant incentive problem is

not primarily about providing incentives to judges but about whether litigants and their
attorneys have sufficiently strong incentives. This may be a problem if gathering relevant
evidence is difficult (or if there are major problems of market failure in the market for

10 However, in Croatia it is only since the 2003 refarhthe civil procedure that civil litigation has
primarily been based on the adversarial systemtdJp003, it had strong inquisitorial elements. In
the inquisitorial system the distinction betwesmurts and administrative regulation is somewhat
blurred.
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attorney servicéd). Quite a number of civil law countries have failed to react to this
problem. The problem can often be solved if the stakes are increased sufficiently and if
the attorney is effectively made a co-owner of the stake. This can be done by adding
punitive damages to compensatory damagesbgnallowing contingent fees contracts,
these are well-known incentive devices widely used in common law systems. It is not
transparent why a civil law country should refuse to adopt them. Awarding punitive
damages or a multiple of what would be needed to compensate a winning plaintiff, and
contingent fees, i.e. a contract between the plaintiff and his attorney according to which
the latter receives a certain share of the award, creates powerful incentives to litigate a
case. For sure these are not weaker than even the strongest incentives a regulatory
agency can possibly offer to its employ&eS§o the second argument of Shleifer and
Vishny is not much better than the first.

There is a bit more to their third claim. It cemas corruption in the courts. It is less than
clear how venal Croatiacourts are. Hard evidencestually unavailable but extremely
strange court decisions, thgppeear explainable only by corruption, are not at all rare.
Shleifer's and Vishny’s basic argument is fblowing: Consider behavior that may result

in an accident causing large damage, assume that this damage occurs with the probability
of only one percent. Thus, the expected valiildamages is only one percent of the actual
damage if it occurs. One possible approactheflaw is prohibiting this behavior outright

and employing a police force or a regulatory agency to enforce this prohibition.
Alternatively, the law can confine itself totéting the victim of the accident to damages,

and the stake of the victim may be blown up by allowing punitive damages. If there is no
police force or regulatory agency supervisthg activities that provide the opportunity for

the potentially damaging behavior, cases will cdmeourt only if there is a victim. And if

there is, the damage is large by assumption. This creates a strong incentive for the
defendant to corrupt the court, a lot is at stake for him and, consequently, he will be ready
to offer a large bribe. The lagg the bribes offered, the more likely it is that judges will

1 This seems to be the case in Croatia but not much research has been done on this issue yet.
Presumably, the key problem is the adequate provision of quality signals. This is a problem in
much of continental Europe. An adequate treatment of these issues is beyond the scope of this
paper.

12 Quite a number of jurists are inclined to shudder at the thought of contingent fees. However, this
prejudice may need to be reconsidered. In -@eliection, arrangements which are effectively
equivalent to contingent fees are perfectly comnfom.creditor sells a claim to a debt-collection
agency, he often receives only a fraction of tleéntk face-value, the debt-collection agency in
essence operates on something like a contingenpfeeact. If this works well in debt-collection,

why not extend such incentive-providing devices to tort law ?
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turn out to be bribable. If instead, theraipolice force or a regulatory agency authorized

to fine those who engage in the potentiabngerous activity and if the agency employs
sufficient personnel to catch most of those who do engage in it, a moderate fine may
suffice to deter people from this activity. If the fine is small, the incentive for bribing is
small as well, and consequently officials anere likely to resist the temptation to take
bribes. Notice that this superiority ofg@ation depends on a crucial condition. The
personnel employed by the agency must be numerous and competent enough to catch
misbehavior with a large likelihood, and theyst be sufficiently well supervised and paid

to resist the temptation offateby small bribes. In the countries with rampant corruption
these conditions are often unlikely to be met, so it may be easier to make sure that courts
cannot be bribed. In principle, it is not bard to make the judiciary largely corruption
free; judicial organization offers numeroupportunities to limit corruption. Devices for
limiting corruption in courts are trial by jurhaving judges sit ippanels, a well-defined

court venue and case-allocatiorsgm, publicity of trials, etc. If a country does not use
such opportunities for limiting corruptions the face of widespread corruption, this is
presumably due to a lack of political will. However, if there is no political will to fight
corruption, regulatory agencies are likely goove corruptible as well. Key devices for
fighting corruption in the public administrati@re paying officialsvell and back-loading

their salaries, e.g. granting liberal old-age pems which an official will lose if he is
dismissed because he is found venal. Thé stglired to run a regulatory agency is much
larger than the number of judges and courfceff§ such as bailiffs that are required to run

a specialized court. Hence, paying the ezl personnel well enough to make them
unbribable is much more difficult under administrative regulation.

Thus, in summary, the theories expounded by some economists to explain insufficient
law enforcement in post-communist countries do not improve our understanding of the
real issues. It is worth noting that all of these theories largely neglect communist
legacies. The second part of the paper discusses some issues which are more relevant for
understanding the real difficulties hindering the rule of law in Croatia. On closer
inspection, most of these difficulties turn out to be related to communist legacies. Surely
the list of difficulties presented in this ger is incomplete. Law enforcement is a multi-
faceted affair and there are no panaceas.

The second part of this paper is organized around the following topics: topic one
concerns the neglect of constitutional and civil law, topic two is the instability of rules,
topic three concerns the separation of powegs¢c four court congestion and its causes.
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2 Some Communist Legacies Revisited

2.1 Relevance of Constitutional and Civil Law

As has been pointed out by Croatian legal scholars such as e.g. Gavella (2001), Yugoslav
law was a member of the socialist law family, it was not a hybrid between socialist and
western law. Two of its most distinctive features were the marginalization of
constitutional law and of civil law. Yugoslav communism featured a sort of pseudo-
constitutionalism, constitutions for the most were a facade, they had a propagandistic and
legitimizing function, but they were not meant to limit government and certainly they did
not limit it in actual fact. Thus, constitutional law proper started only in post-
communism. However, it is not yet taken very seriously. Post-communist Croatia has
witnessed a flood of unconstitutional legislation and administrative rule-making. Quite
often the flaws of these rules, their onstitutionality, could easily have been
recognized by a lawyer who was ready to think about them. Thus, most of these mistakes
could have been avoided if one had taken some care. The fact that the constitutional
court has invalidated thousands of laws and regulations does not indicate judicial
activism. The constitutional court actuallyshkeaned towards self-restraint. Thus, the
large number of rules declared unconstitutional testifies to the disregard of constitutional
principles that has characterized rulakimg. Presumably, the framers of these
unconstitutional rules did not intentionally violate constitutional principles; they just did
not think of them. Thus, the primary issue has been inertia. To make matters worse,
rulings of the constitutional court have frequently been ignored, and this is decidedly
worse than inertia.

Another feature of communist law was the marginalization of private law; under
Yugoslav communism private law was only moderately more significant than in Soviet-
type systems. Moreover, in the narrow sphere allowing for private law, its efficiency was
greatly reduced e.g. by promoting schemes for divided ownership. The best example of
this, of course, was real estate where the principle of superficies solo cedit was
abandoned and titling de-emphasized. Symptomatic for this development were the
illustrious “nekretnine u izvanknjiznom vilasivu” (Engl. off-register title properties).
Among the lasting results was a decay of land registers. Unfortunately, there have been
no vigorous efforts at their improvement until quite recently. Another common feature of
Yugoslav and Soviet-type law was that the judicial machinery available for enforcing
civil law claims, e.g. debt collection, was debased and rendered unable to collect major
amounts of debt within a reasonable time.

30



The impact of these legacies on post-communist Croatia continues to be felt in much
administrative rule-making. The rules created by public administration and regulatory
agencies quite frequently amount to nothing less than legislation, in effect they arrogate
legislative functions and quite often cover ground which in Western Europe is the
domain of civil law, i.e. they substitute civil law by public law. Public administration
rather than parliament is the framer of this public law. An example of this sort of
administrative rule-making is the Croatian National Bank, which in the course of the
1990s essentially framed a bankruptcy law sui generis for banks. At the time, this may
well have been unavoidable because both the parliament and the courts failed to fill the
gaps of existing bankruptcy law or take proper account of the special problems raised by
defunct banks. These gaps needed to be filled somehow, or severe damage might have
occurred. Thus, legislation by the National Bank was presumably necessary to prevent
worse things from happening, so it became a legislator by default. Note that the National
Bank thus acted according to the advice offered by Shleifer and Vishny. The most
serious danger in it is that the assumption of legislative functions by the public
administration and the substitution of private law by public law comes to be regarded as
more than an emergency measure, required in the immediate aftermath of communism
and war. It should be understood that this sort of stopgap is no longer acceptable in more
settled circumstances.

3 Instability of Legal Rules

Much of Western Europe, e.g. Germany, suffers from instability of legal rules but this
instability is largely confined to public law, administrative law, tax law and social
security in particular. In Croatia, however, civil law and criminal law have been highly
unstable as well. Instability of law is almost by definition incompatible with the rule of
law; in order to rule, law must be certain, whereas instability reduces or eliminates legal
certainty. The rule of law means that citizens structure their behavior in a way to avoid
the violation of laws. This is clearly impossible if they cannot know the law. The rule of
law is a political ideal, which in reality cannot be approximated more than imperfectly.
The real danger thus is not that the reality falls short of the ideal, but rather that the ideal
is lost out of sight or that it ceased®regarded as a goal of legal policies.

18 Clearly, a run-of-the-mill bankruptcy procedursometimes is unsuitable for banks, special
provisions may be required.
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The persistent legislative over-activism prevailing in Croatia suggests that stability of
legal rules is not considered desirable; all law including civil law rather tends to be
regarded either as an instrument of shaping society according to the ever-changing
priorities and goals of politicians, or as an instrument employed by politicians in order to
style themselves as doers, men of action. Creating this image of a man of action seems to
be a nearly infallible recipe for popularity in most democracies, e.g. German chancellor
Gerhard Schroder has resorted to this device as much as any Croatian politician.
Rewriting laws and spending money are the actions that the man of action may take to
prove himself. The resulting damages can be kept within tolerable limits if legislative
activism is confined to a circumscribed sphere of public law which, hopefully, is of
limited relevance for much of society. Confining the men of action to such a
circumscribed sphere may be possible if society at large has abandoned utopian
inclinations and has become sufficiently skeptical of all grand outlines and holistic
designs. Whether this prerequisite is fulfiliadCroatia is debatable; e.g. the idea that the
government should propose grand strategies to guide the economic development still
seems to enjoy quite some popularity, as illustrated by the frequent calls for a
development strategy for the country.

Thus, it may be less than surprising that even civil legislation continues to be amended
with irritating frequency. Bankruptcy law is a good example. Since the enactment of a
completely new bankruptcy code in 1996, there have been two amendments already and
both have been major. Recently, in fall 2004, the Minister of Justice announced the next
major revision. Since Croatian bankruptcy law is basically similar to German law, it is
natural to compare the Croatian speed of legislation with that in Germany as well. The
new German bankruptcy law enacted in 1994 superseded the bankruptcy law dating back
to 1877; the latter had not undergone much change during the 120 years from its
enactment. The 1994 law was drafted by a committee formed in 1978; the committee
worked on its draft for seven years, it was then revised by the ministry of justice and
discussed by government for another six years. Parliamentary discussion extended for
two years. Between the enactment of the new law and its taking effect there was an
interval of five years, during which the old law continued to be applied. This five-year
interval was thought of as necessary to give judges and lawyers a chance to get familiar
with the new law. Actually, the new law does not work too well; there have been
numerous unexpected difficulties when it was finally enfortethis description may
suggest to the reader that Germans tend to be overly pedantic, so it may be worth noting

4 On this see e.g. Uhlenbruck (2004).
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that the grand US bankruptcy law reform of the 1970s proceeded at a slow pace as well.
This is not to argue that Croatia could and should have taken similarly long, this was not
possible because much of the legal legacy of Yugoslavia was dysfunctional and needed
to be substituted by something else. However, this problem was solved in 1996/97, when
key elements of the new civil law were enacted. The two amendments of the bankruptcy
code enacted since 1996 have definitely been too much and prepared in too much haste,
the second amendment in particular was a quick and dirty move and introduced new
defectd®. Nevertheless, it presumably was the minor evil; some had wanted no less than
a total revision of the code that was avoided. Similar stories can be told about other fields
of civil law.

The law of civil procedure has suffered similarly under excessive legislative activism. A
good example is “ovrSni zakon” (Engl. distress/execution act, enforcement statute),
which since its enactment in 1996 has already suffered two major amendments, both of
which have been described as sloppy and inconsistemGermany, the key enactment
regulating execution dates back to 1877, much of this 1877 law is still in force.

Croatian criminal law was unstable throughout the 1990s as well, since then matters have
improved.

The usual pretext for rewriting laws is that there have been some abuses. The possibility
of curbing these abuses by reinterpreting the law and through judge-made rules rarely
seems to be considered. However, case law may even be capable of resolving quite a
number of the incompatibility problems, which inevitably arise if legislation is enacted in
great haste. Unfortunately, in Croatia judge-made law still tends to be viewed as a matter
of minor relevance. This neglect of judicial precedent and case law has been reflected by
the prevailing habit that most appellate court decisions and opinions until quite recently
have remained unpublished. Contempt of case & well as legislative over-activity,
testifies to a persistent influence ofgéd positivism. The neglect of constitutional
principles may similarly be traced to legal positivism since legal positivism amounts to
denying that all law must be built on a body of more permanent principles. The persistent
influence of positivism would be easier to understand if Croatia were devoid of a
tradition of Catholicism. The concept of natural law has been highly important in

15 See Dika et al. (2003)
6 See Crnii(2004).
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Catholicism, so in a Catholic country it should be expected to exert some influence and it
is sort of a paradox that its influence really has been so"veak

4 Separation of Powers

The judiciary is by its very nature a relatively weak power; it depends on support
provided by other powers and by society at large. If other branches of government are
essentially united and form a unitary power, the judiciary has little chance of asserting
itself. Thus, a meaningful separation of powirsrucial. It is rather obvious that in
Croatia the separation of powers continues to be underdeveloped. This is mostly due to
the new Croatian centralism, which in some respects mirrors the centralism that — even
though it had been disguised in various ways — really was a persistent tendency under
communism. In post-communist Croatia the hdzaof centralism have been enhanced
further by a high degree of politicization, which has prevailed in much of the civil
service. Understandably, the state of emergency brought about by post-communism and
war was not the most suitable environment to stress the separation of powers, but this
emergency has been over for quite a number of years. The constitutional amendments of
2001 eliminated the predominance of the president and thus paved the way towards de-
concentrating power. However, as of now power is still highly concentrated in the hands
of the executive branch of government, imtigallar the prime minister and the cabinet.
Parliamentarianism proper remains underdeveloped and, as a result, the cabinet is in
actual fact both the executive branch and the legislator. The weakness of parliament is
most clearly revealed by the enduring popularity of abridged (“hithdégislative
procedure¥. The power of the cabinet has declined somewhat since 2000, but this has
only been due to the fortuitous circumstance that all governments since then have
depended on fragile coalitions of a multitude of parties. This has been a blessing in
disguise. Still, this circumstance is no more than a mediocre substitute for an
institutionalized separation of powers. Notice the economic substance of this argument:
it applies anti-trust analysis to government. The underlying presumption is that
monopoly in government is the most dangerous sort of monopoly.

In modern democracies parties often impose discipline on their parliamentary deputies,
deputies usually vote with their party leadership. In Croatia this discipline is even further

7 1t is no less of a paradox that most economists are unfamiliar with the idea of the law of nature.
This idea was central for classical economic thaugs even a casual reading of “The Wealth of
Nations” reveals. Or see e.g. Hume (1998[1753], p. 92).

18 For some material illustrating the weakness of parliament see Bg04).
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enhanced by the autocratic structures within most if not all parties. As a result, the

traditional separation of powers between executive and legislative branches is bound to
be less meaningful than it used to be in the nineteenth century and there is a need for
supplements. The most effective supplement is decentralization, federalism. A further

group of elements that effectively enhance the separation of powers in EU-members are
European institutions, Brussels and the European courts of justice. Although many of the
critical remarks raised against Brussels are justified, it seems difficult to understand why

so many people fail to realize that Brussels has one overriding advantage: in many EU-
members the separation of powers is underdeveloped and EU-institutions make up for
this defect. Croatia’s current state as a prospective EU-member already provides it with

some of these benefits.

While centralism could be justified during therwih may seem like a paradox that Croatia
has done so little to devghasize centralism siacl996. This is so because it runs counter
to Croatian traditions, Croatia differs from stoCentral European and East European
countries by its lack of a centralist traditidrhe absence of such a tradition is a distinction
which post-communist Croatia has softgted to derive an advantage from.

A peculiar circumstance relevant for the topic of this paper is that the Croatian judiciary
in some sense has been a victim of cestraliwice. First, because centralism tends to
promote the unity of powers and legislative over-activism, a continuous reshaping of
rules according to the ever-changing priorities of politicians. If, instead, the pursuit of
certain goals by means of legislation required lengthy negotiations and difficult
compromises with sub-national authorities, the speed of rule-making by parliament and
the executive branch of government would be much reduced. And this is precisely what
is desirable for enhancing the real role of the judifary

¥ This is not the only reason to oppose cenmali®\nother problem, which also concerns the
judiciary and is even more important than the armgnts presented in the text, is the paradox of
power. The only stable solution to this paradarown is limited government. For an admirably
lucid presentation of the issue the reader may again be referred to Haber et al., op cit. who write
on p. 5 of their text: ,The literature is just d@ning to specify the exact configuration of the
institutions that force limited governments to respect their own laws regarding individual political
and economic rights. ...The literature suggests..Wiat is key is that individual political actors
cannot exceed the authority granted to them by the law. If they do so, they are subject to sanctions
that are imposed by other branches or levelg@fernment...These sanctions are not imposed in
arbitrary or ad hoc fashion: the sanction mechanisrethemselves prescribed by the law. In the
United States, for example, the president istéichby a bicameral legislature, an independent
judiciary, state and local governments, angrofessionalized civil service....”
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Second, as paradoxically as it may seem, the judiciary has suffered from centralism also
because — unlike in most other parts of gowmeent — the adminisdtion of justice was
effectively decentralized along county lines and it occurred in a way that (until the
amendment of the code of civil procedureaeted in 2003) concentrated the legislative
functions of the judiciary at the county lev&his is so because in most civil litigation the
chain of appeals ended at the appellate tcappeals to the Supreme Court were so
severely limited in number #h its case-load was amazingiynall. In every developed
legal system, irrespective of whether it iscoimmon law or civil law origin, appellate and
supreme courts are to some extent legislatorgost-communist Croatia this legislative
function was to an unusual extent concentratedhe appellate rather than on the Supreme
Court level. However, most counties are simgayg small to allow for the development of

a sufficiently detailed case law. This arrangent has thus resulted in a lack of legal
certainty.

It may seem that this argument is inconsis@s it calls for and rejects federalism at the
same time. However, there ii® contradiction. The legislative and the executive powers
are in need of a more meagfal separation of powers that can be brought about by
federalism. The judiciary, in contrast, is wed#lkere is no good reason to weaken it even
further by federalizing it, thigs counterproductive and reducggher than strengthens the
separation of powers.

5 Court Congestion

Most economists and similarly a large partté Croatian society seem to think of the
judiciary as overloaded, complaints aboatid queues are commonplace. This appears to

be the most popular complaint about courts, thsught of as the most serious obstacle to

the rule of law. If this were really true, weould be facing a puzzle. If the court queue is

the key problem, traders should be expecteexoit the available opportunities to avoid

the queue i.e. they should opt for arbitration, but in reality they rarely do so. This is an
observation suggesting that much of the common thinking about court queues is somewhat
superficial. Moreover, the proposition that the judiciary is overwhelmed by excessive
litigation is not really confirmed by the availabstatistics. This fact is obscured by the
habit to represent judicial workload in termis“matters” (Croat. pgdmeti). “Predmeti” is

a broad term that includes e.g. a broad warddtactions undertaken in the course of a
distress procedure as well as making entries in public registers such as the commercial
register and the land register. Making suchiegatusually does not involve a dispute, this
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work does not normally necessitate the involeat of judges, ittan be delegated to
auxiliary personnel provided that approprigtekilled auxiliary persomel is available in
sufficient numbers. That this is not yet the case is a major problem of the Croatian
judiciary, similar to many other post-comnist countries. Data on the speed of the
judiciary often report the time needed poocess the average “pimet”, this measure
suggests optimistic conclusions which are much more positive than what the public thinks
so the average time needed for processing a “predmet” is not at all long. However, it seems
that this measure of judicial efficiency garbled by the small share of litigation in the
overall number of “predmeti” which amourtsmillions per year and keeps growfhg

Rather than focusing on tlmpositum mixtum of “predmeti”, it seems more useful to
distinguish between different kinds of activitiesdertaken by courts and investigate them
separately. In subdividing court activities it seems nattogaliew litigation, and civil
litigation in particular, as an important subdivision since a free enterprise economy is
primarily ordered by civil law that is why it imore appropriately referred to as a civil law
society. Some data on civil litigation are available in the statistical yearbook
Unfortunately, these data do not cover conuiardisputes. However, presumably an
upper bound on the number of commercial disputes can be found by comparing the
available figures on judges in the variousigdictions and assuming similar case loads.
When comparing the resulting estimates oerall civil litigation, including commercial
disputes, with East Central European coustti®o observations are striking. Firstly, the
Croatian per capita civil case load is not tagh. Secondly, a disproportionate share of
civil litigation is accounted for by disputes concerning employment contracts, their share is
much larger than in most, if not all Eastrfral European countries. With regard to this
share Croatia is similar to Germany, which suggests that Croatian and German
employment law are suffeny from similar defecf. Disregarding employment-related
disputes, the civil case load per capita & @roatian population stands at little more than

20 For such data see e.g. Crig2001).

2 See e.g. Statighii lietopis Republike Hrvatske 2002 p. 529sla pity that more detailed judicial
statistics have not yet been made accessible to the public, even though they do exist.

22 Both Croatian and German labor law essentially allow for discharges of workers only for ,good
cause”. Clarifying the meaning of the expressfgood cause” and proving in court that the
requirement is fulfilled often amount to a demawgdor even impossible task, even if the worker
clearly misbehaved. The Croatiaablr statute attempts to specify “good cause” to some extent,
but in a way which is unlikely to solve tdéemma. Moreover, Croatian and German labor law
take a rather restrictive attitude towards teomary contracts, which in some other European
countries e.g. Denmark are quite widespread arig begoid many of the problems caused by the
“good cause” doctrine.
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half of e.g. the Slovak load. In terms of jper capita civil case load, Croatia is more
similar to Bulgaria or Russia than to Slov&RiaThus, contrary to a widespread view
(expounded even by the Minister of Justi@patians are not very litigious, they tend to
avoid courts except if they have a dispute vifiteir employer. In this perspective, it seems
difficult to argue that Croatia has arrived at a civil law society. The limited amount of civil
litigation suggests an even more limited use of contract remedies. This is symptomatic for
the underdevelopment of a civil law society, since contract is the most important
instrument supplied by the law supplies to an individual to shape his own position.

Another significant sub-group dpredmeti” is constituted by enforcement procedures
under the law of civil procedure i.e. under the enforcement statute (Croat. ovrsni. zakon)
While data on civil litigation indicate that the use of judicial remedies is of rather
moderate frequency, the number‘afrhe” is high indeed,ovrhe” are a multiple of the
number of civil judgments. According to Cirini(2004, p. 4), there are about 300,000
“ovrhe” per year. Part of this incongruity is due to the fact that final judgments provide
only a fraction of the enforceable titles, giving rise td'@vrha”. According to Crnid,

their share is only about 20 percent. Comparing the resulting figure of 60,000 “ovrhe”
with the figures on overall civil litigation (114,900 suits in 281t turns out that civil
judgments in a majority of cases are not complied with voluntarily. Since it seems
unlikely that all defendants are genuinely insolvent — and initiatingparna” would

not make much sense either — such a large numbewdfe” suggests that judgment-
debtors as well as most other debtors often expect to get away with non-compliance.
Thus, high insecurity about the success of‘@rrha” even against a solvent debtor
seems to be the only way to explain their large number. Presumably, this is one of the
key problems of the Croatian legal system.

Searching for the proximate cause is not an overly difficult assignment. The 1996 reform
of civil procedure abandoned some tfe debtor-friendly features of Yugoslav

enforcement law, but it represented less than a radical shift towards empowering
creditors. Well-informed critics such as Crnil (2004) stress the lack of procedural

2 For Slovak data see e.g. Statistickdeoka Slovenskej republiky 2000 p. 555. Russian resp.
Bulgarian data are not readily accessible throuteir national statistical yearbooks, but some
data have been collected from various soutme¥arese (2001) resp. Schonfelder (2005).

24 As mentioned above, this figure does notuidel commercial disputegiowever, notice that it
refers to disputes, not to judgments. Sincerthmber of judgments is surely smaller than the
number of disputes and since some civil litigatimes not involve problems of enforcement (think

of a divorce which does not result in alimony claims), 115,000 appears like a reasonable upper
bound for the number of judgments potentially giving rise to enforcement problems.
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efficiency, characterizing much dbvrSni zakon”, and point out that it reduces the
chances of creditors to collétconsiderably. If debt collection procedures were less
tedious and more efficient, solvent debtors usually would prefer to comply voluntarily
and quite a number of allegedly insolvent debtors would suddenly find out that they are
solvent. The Supreme Court has suggested changes towards more procedural efficiency
upon several occasions. As mentioned above, there have been two major amendments
but they did not proceed along the lines suggested by the Supreme Court. These two
amendments were somewhat ambivalent, in some respects they strengthened (judgment-
)creditors, in some others they strengthened debtors, and it is difficult to strike a balance.
Probably the overall effect on the debtor-creditor balance of powers was not much
different from zero. Since this occurred under both HDZ- and SDP-led governments, it
seems difficult to avoid the conclusion that protecting debtors’ interests rather than
creditors’ rights continues to be a more pressing concern for most politicians and
presumably for numerous voters as well. As long as this state of affairs persists, progress
will be limited. One of the unfortunate consequences of this situation is that it makes a
fool out of judges and earns them much undeserved criticisms. If a judgment is not
complied with and enforceable titles turn out to be effectively unenforceable, the public
tends to blame the courts even if they are not at fault because they are powerless.
Ultimately, this state of affairs tends tesdiedit the very idea of the rule of law.

6 Concluding Remarks

Some of the announcements recently made by the Minister of Justice seem to suggest
that judicial policies may be continuing on a zigzag course. Apart from announcing a
number of welcome changes, which among others would relieve judges from much
clerical work and allow them to focus their attention on litigation, her promise to amend
bankruptcy law in a way to facilitate reorganization suggests that debtors may actually be
strengthened. It also neglects the fact that for the vast majority of bankrupt companies an
effort at reorganization is simply a waste of time and resources, they should be liquidated
promptly. Among the Minister’s favorite ideas is that Croatians litigate too much and
should instead engage in out-of-court settlement, which may be facilitated e.g. by
mediation. However, mediation seems to be flunking the market test virtually anywhere

2 Markovi(i(2003, p. 404) put it like this: ,Sudska praksa pokazuje da su ovrsni postupci, u
pravilu, predugi i da vjerovnici teSko ostwgm svoja prava.” (Court practice shows that
enforcement procedure, in principle, takeso long, making it very difficult for (judgment-
)creditors to collect.)
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in the world. Croatians are not litigating too much. The problem rather is that the value
of litigation is greatly debased by the fact that enforcement of judgments is so unreliable.
If the latter problem were fixed, Croatians would presumably litigate more but courts
would have less work witiHovrhe” because debts would more often be served
voluntarily. Then, courts could allocate most of their resources to litigation and this
would seem like a very reasonable priority.
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Evaluating Macroeconomic Strategies
with a Calibrated Model

Abstract

In several catching-up CEE countries we expmce an expenditure boom explained by
arguments referring to intertemporal consumption optimization. We have calibrated a
model assuming externalities from foreig direct investments and a country risk
premium, dependent on the debt/GDP ratio. the model the internal rate of return on
marginal savings turned out to be about 18percent, higher than the level that any
estimate of the time preference might justf Its existence is due to the fact that
externalities produced by both saving and investment are not internalized by private
agents. Fiscal policy should make the messary adjustments to approach optimum.
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1 Introduction

After a long period of transformational reession CEE countries seem to enter a new
phase of development, that of catching-up wh the rest of Europe Having recognized
this development, many politicians and manycitizens are starting to feel, partly in
response to political campaigns, that after a successful political and economic system
change time has come for a “welfare system change”. People have suffered enough from
the recession prompted by reforms, it istie to consume more now. As most countries
have no net external reserves to use — on the contrary, Hungary for example embarked
on the transformation with large debts —the source of excess consumption could be
future output. This high future output, the prospect of a rapid catching-up process is the
main argument that incites people intoan exuberant demand for higher wages and
higher consumption.

The rationale behind such an intertemporaleallocation of consunption depends on the
time preference of consumers. We do not dare put a numerical value to this preference
either in the aggregate or for individuals.What we try instead is to calculate the
opportunity cost of switching future consumption for present consumption. Or putting it
another way, we try to determine the real tern of aggregate savings around the current
level of net savings in Hungary. Although wéhad Hungary in mind when calibrating the
model, the differences among CEE countrieme not so large that our qualitative
conclusions would not hold for other countries in the area as well.

The lessons to be learned from the simulatienof the model are related to fiscal policy.
Our assumption is that foreign capital inHungary — similarly to other catching-up
countries — has a positive external effect on productivity. Similarly, personal or
government savings have a positive externaffect on the risk premium component of
interest rates. Therefore, the decentralizedecisions of agents will not lead to an
optimum and fiscal policy has the task of coecting the market failure. This correction
has an obvious target in a higher stock of resources that produce the externalities. Our
model does not provide a recipe for the tools @ should be used to correct the market, or
to what extent. Basically, the government aainfluence intertemporal allocation in two
ways: by using the tax structure and — in anon-Ricardian world — making savings itself.

In our model these tools are not specified. We do not model how the tax system affects
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consumptiont or how government savings affect ggregate savings. In addition, we do
not consider any other effects of the fiscal picy on output. We know, for example, that
fiscal debt has distortionary &ects on future working incentives that may lead to future
losses of output? We add only one element to the evaluation of the fiscal policy. This
element is based on the fact that whatever the channel the fiscal policy uses in correcting
market failures, governments have to give account of whether they did their job well. The
social opportunity cost that a society faceas a consequence of personal and government
choices might be used as a ydstick of their performance.

In Chapter 2 we give a verbal description and justification of the main assumptions, in
Chapter 3 we present the equations, in Chapté the simulation results and in Chapter 5
the conclusions.

2 Main Assumptions and Features

The model is classical, assuming market clearing. The economy is a small open economy
where capital flows are unconstrained but theispeed is dampened by adjustment costs.
Tradables and non-tradables are distinguished ian implicit way. The model is classical,
the price level is not determined, variables arexpressed in real terms, the real exchange
rate is the price of non-tradables in terms diradables, normalized with the similar ratio
abroad.

The catching-up process is modeled in the following stylized way. Labor supply is
constant — more or less in accordance withctual demography. The growth rate of the
total factor productivity (TFP) is equal tathe world rate in the long run. During the
catching-up period the additional growth orignates partly from capital accumulation and
partly from an additional TFP growth, arising from externalities produced by the inflow
of foreign direct capital.

Lvalentinyi (2000) analyzed the effect of the taxsystem directly on the catching-up process. His
model differs from ours as he does not assume externalities and the catching-up process consists of
an accumulation of real and human capital.

2The literature is too rich for réerring to it. Blanchard (1990) summarizes theproblem in a simple
model, Alesina—Ardagna (1998), andPerotti (1999) are some of the recent empirical works on the
topic.
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The speed of the catching-up process depenals the speed of the capital accumulation
process. Capital stocks (foreign and domést reach their steady state anyway, but the
speed depends on the country risk premium and the real exchange rate movements. The
higher the country risk and the weaker the exchange rate, the faster the capital
accumulation.

2.1 The Externalities of Foreign Direct Capital

The external effect of FDI is various. It idlifficult to separate these effects but we might
distinguish two kinds.

1) The agglomeration effect is a well-known ewept of regional economics. Economic
growth is not smooth geographically, because geographic concentration brings
savings (savings in transport, communication, or other transactional or
informational costs) in production and sales. This means that each investment
improves the profitability of the next entrant, i.e. it produces externality. This
phenomenon exists independently from the country of investment origin. Foreign
direct investment flows add to thisexternality only by their net value.

2) In a catching-up country FDI may incorp@te a higher level of know-how. This
know-how does not remain within a firm but spreads through contacts with other
firms: suppliers will be trained or forcedto a quality and discidine that comes with
a higher production culture of the entrant foreign firm. This external effect — in
contrast to the agglomeration effect depends on the gross FDI inflow.

We do not model the agglomeration effect, ¢ productivity effect of this process is
considered in the exogenous TFP term of the production function. We model only the
external effect of FDI as a free supplier of know-how.

It is clear that with an increase in the slre of foreign capital the know-how supplier
effect of foreign capital diminshes. We reflected this feature in our model by specifying
the production function in a way that whenapproaching the steady state, the external
effect of FDI approaches 0.

SSee Krugman (1990) and Venables (1996).
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2.2 The Saving-Investment Link in an Open Economy

In the introductory economics textbook version of the open economy model, with the
opening up of capital markets the period-by-period budget constraint that establishes a
link between consumption and investmentisappears and the two flows become more
independent. We know that capital markets are not perfect and therefore a strong
separation of the two systems is not justified. Risks, information constraints and
adjustment costs create virtual walls across countries. Capital adjustment is not only
gradual, but it does not lead to an equalizatin of returns either. Country returns contain
differing country risk premiums. These premiums depend on the same factor that
influences the return in closed capital marketsthe level of savings. This brings us back

to the feature of the closed capital market economy.

Saving behavior affects the t&irn on capital through two channels: (a) in the medium
run a drop in demand weakens the real exchge rate (and decreasethe real interest
rate) (b) a decrease in the debt leidecreases the country risk premium

Let us examine these two factors in more detail.

2.3 Demand and the Real Exchange Rate

The idea of the concept of real effective equilibrium exchange fakaiilds on Dornbusch
(1980) who says that an increase in demanthakes relative costs of non-tradables higher
because tradables demand is met by importshile output has to switch to non-tradables
in order to meet increased demand. Thisneans that the real exchange rate will
appreciate. Because of the reaiterest rate parity this means a higher interest rate. This
way an increase in consumption crowds out mestment like in the closed capital market

economy.

This feature is included into our model but it works only in the medium run. In the long
run, the real exchange rate is independent fromemand. In the long run, relative costs in
the non-tradable sector will not increase lxause there are no seot-specific production
factors by assumption, allowing for factorflows to equalize relative returns across

“See Feldstein—Horioka (1980) for therét demonstration of this "puzzle”.
5See for example Faruged 995), Stein (1999).
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sectors at the starting rates. This adjugstent process leads to the purchasing power
parity (PPP) or the Balassa-Samuelson path as the more general ¢&Bee half-life of the
adjustment process is about 4-5 years accang to the “international consensus” view’

This way our model combines the PPP anthe “sustainability” approach to the
equilibrium real exchange rate. The difference between the two approaches lies in the
assumption about the speed of adjustment oproduction factors. The sustainability
approach considers the convergence to PPP to be too slow to be taken into account at all.
In our approach the half-life of 4-5 years is too short to be disregarded. As a
consequence, the real exchange rate artie trade balance are related only in the
medium run, while in the long run PPP (Balassa-Samuelson equilibrium) holds.

Stein (1999) defines a concept of the long-term equilibrium real exchange rate in his
NATREX model. In this definition, in the long run, capital stock is in a steady
equilibrium state. This definition would be useful for conclusions about the real
exchange rate only if the adjustment procsesof capital stocks were faster than the
adjustment process of production factorsacross tradable and non-tradable sectors.
Otherwise, PPP is the long-term equilibriunEconomic history shows that the processes
leading to debt accumulation arevery slow, they may take decadesThe process towards
PPP may be slow, but in any case faster than this.

We calibrated the model to take into @ount these differences in the speed of
adjustment. This way a fiscal shock appreciasethe real exchange rate in the short run,

in the long run however — in contrast to te NATREX model — the rate is determined not
by a drop in demand because of the debt [en, but by the convergence process to the
Balassa-Samuelson path. In the long run, #re is no direct interaction between net
exports and the real exchange rate. If demand depreciated the real exchange rate, this

SAccording to the Balassa-Samuelsamypothesis, productivity in the tradable sector increases faster
than that in the non-tradable setor and the gap between the productivity rates depends on the rate
of aggregate productivity growth. Therefore theeal exchange rate of fast growing economies

strengthens.

’See Rogoff (1996) about the international consensus.

SNATREX (Natural rate of equilibrium exchange rate) and similar concepts are based on the classical
assumption of zero output gap (called internal aglibrium), and the equilibrium real exchange rate

/s defined as the common slope of the production psibilities frontier and the utility function. While
these models consider the strictly convex productiqgoossibilities frontier as given even in the long
run, in our model the elasticity of substitution béween sectoral outputs becomes infinite in the long
run.

YA formal model for this behavior is given in Simon-Varpalotai (2001).

48



could happen only because the accumulated deleads to a higher country risk interest
premium. This in turn suppresses investnregs and the suppressed foreign component of
investments affects TFP and the real exahge rate through the Balassa-Samuelson
effect.

2.4 The Country Risk Premium

As discussed before, the existence of wury risk constrains the wedge between
consumption and investment in a country, partly taking over the role of an
instantaneous budget constraint. This allows the interest rate and capital returns to
differ from international rates permanently, peserving the feature of the closed economy
Ramsey-model, where impatient consumer behavileads to a lower steady state capital
stock and output®

The country risk has to be an important issuén macroeconomic policy as individual risk
taking renders negative externalitied! Each borrower adds to the country risk premium,
but the cost of additional risk caused toothers is not internalized in his/her own

calculations. Macroeconomic policy has th@sk of correcting this market failure.

Before discussing the calibration of the impa of risk, let us make some remarks about
the nature of the risk premium before and after joining the currency union. Indebtedness
leverages an economy and thus magnifies the relative variance of its income. For foreign
investors who sell in the country this means a higher demand risk and accordingly a
higher revenue risk. For lendex of financial assets this mans a higher default risk and
exchange rate risk.

Upon joining the currency union, the curreng risk disappears but the leverage of the
economy does not change. The total risk depends on whether the flexible exchange rate
system itself added to the aggregate risk arot, and whether it was a stabilizing or a
destabilizing factor on the economy. We do ndake up this issue of discussion. In the
model we take a middle road by assuming #t the total risk of investments does not
change by this system change. Technically, we do not distinguish between financial and

In our model the risk of higher consumption today is taken into account only as a country risk
premium, which means practically a default risk.The risk for the consumer should have been
specified in the consumption function, if we had used a structural formulation.

1See Harberger (1986).
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direct investment risk, ratherall the risks are considered simply as a source of interest
rate premium. In case of modeling the effect of the currency union, we had to give
account of the distribution of riskbetween financial and physical capital.

3 Model Equations

As our model describes an infinitely growig economy, we normalize growing variables
by output. This way we analyze the path towals a steady state of the rates of variables
to output. Normalized variables are given in small letters, while steady state values are
denoted by a bar above the variable.

3.1 Output

Output is determined by a Cobb-Douglas praction function homogenous at first degree:

Y, AKT KT

where L labor supply is fixed (L= 1), K, and K, are foreign and domestically owned
capital, A, productivity, including the externaleffect of foreign capital ratio:

ftl

A AL Yy’

where 4, is a scaling factor of output, ,, is the exogenous constant component of TFP

Kt
Y1

growth, and € is the output geerating externality, implied by the ratio of foreign
owned capital? For the sake of easier calculatiowe transformed capital stock variables
to rates:

(D) YoOAQL R €KL kAL

Growth rate of output:

(D2) 9,

2We can easily check whether the production funoti is homogenous at first degree by multiplying
the explanatory variables by a constant.
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The change inY; /¥”, the output level relative to thke world, depends on the difference
betweeng, domestic andg,, (assumed constant) world growth rates :

w 1 w
(D3) Y1, ﬁwm y

3.2 Capital Accumulation and Investment

Equations for capital accumulation are standard, whereis the depreciation rate*®

1 « .
(D4) kf,t 1 gt kf t1 lf,t

1 < .
(DS) kd,t de,t 1 'd,t

The dynamics of /;, and /,, investments are described in the spirit of Tobin-q theory
similarly to a model with quadratic adjustment costs <(i,k) i £
Accordingly, investments have a positive caglation to profits over alternative returns

cumulated into the future ( $,and $,,)

. 3 G g
(06) iy T;: T gkd,tl

. 3., Gg
(O7) i l;_ft = gkf,tl.

Gg Gg : A
where l—g Ky 1 and 1—5 K; | ; are parts of investment that maintain an unchanged

capital-output ratio at a 6 growth rate.

“written in level form: K @ @K, , |, - DividingbyY:

KY«,[ a % % "Tl , and using the definition of g and regrouping produces the above
t tt t t

formula.
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3.3 Consumption

We use a reduced form equation falescribing consumption behaviorc’ consumption is

a linear function of y/#° labor income andw, net wealth. This functional form is standard

in econometric models. Its advantage is that is easy to estimate and it leads to a finite
and positive steady state consmption-output ratio. Calibration models are often based
on the Euler equation that assumes a represtative consumer living infinitely. The
advantage of the latter is that in this case the model is built on the structural parameters
of behavior of the representative consumgChatterjee, Sakoulis and Turnovsky, 2003)
use this approach when simulating the effet of capital flows on growth in open
economies). We discarded this approach becauscent results in theory show that the
assumption of a homogenous consumer and infite horizon simply does not give a good
description of aggregate consumption (see Carroll, 2001). The behavior of the rich differs
from the behavior of the poor so much that taking averages is not a fruitful approach.
Although the interest rate does affect consumption even in the new models of
consumption, the impact is so small that we took the liberty of disregarding it for the
sake simplicity.

W4

lab
1g Y.

(D8) ¢ &

In the above equation the coefficients of ,and , have been calibrated in a way that the
consumption ratio converges to itav steady state value with a half-life of *:

8in05 -
© K i

(P1) E 11 (1 gexp

a 8n05 -° w
L—; 1 exp—  5——.
(P2) (} p© K ii,y'ab

4See Appendix A. for a detailed derivation.
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3.4 Incomes, Asset balances, Returns

% and %, the return on capital is determied by the Cobb-Douglas consumption

function by profit maximizing behavior. Production factors get a fixed share from

income?®
[f
(D9) S,t 1 g K
ftil
[f
(D10) S: 1 g o
d,t 1

The /%% labor income is the rest of income after deducting capital income:

(D11) e 1 SoKier SaKana
t .
1 g
r? domestic real interest ratds determined by the interest rate parity corrected for the
risk premium:
(D12) Mg a.) Yot

where 7 is the constant “world interest rate”, ’, the country risk premium, g, the real
exchange rate (price of non-tradables in terms of tradables), a constant weight
parameter that converts a change in the relatt price of the two sectors into a change in
the relative price of non-tradables to the agggate of both sectors. This makes the right-
hand side consistent with the defiition of the real interest rate?®

The ’, country-risk premium dependsn net financial assets (7a, ):*’

W
fe1

5The profit maximization condition: S t W The formula above was produced by using

the definition of g,.
16n equation (D12) we approximated relative s of changes with differences in the rates.

’Dept as a risk factor may be defined in several ways. The traditional measurement is the ratio of
net foreign financial assets (inteest-bearing debt) to income. The t@rnative concept adds net real
assets to the numerator. The choice depends on whet we perceive real assets fo be a good hedge
against labor income risk. In the model we followedhe usual approach that considers only interest
bearing debt as a risk factor.
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n. '
(D13) L, max0; £pfa, .
The definition of variables $,, and $,,used in equations (D6) — (D7):

s @

(D14) 314

——

s 610

(D15) 3.

When substituting from equation (D12), we sethat an investment decision depends on
the foreign interest rate, risk premium, and the real ex@mge rate as cost factors. The
latter in a way that expected appraation increases expected return.

Net foreign financial assetg?

1 9)nf k
(D16) nfat ( t ) ? 1g S,t ftil tl’t ifyr,
t

where #r, is the trade balance, and;,, — % k;.; /(1+g, ) the net foreign capital related

flows (FDI minus profit flows).

For the sake of simplicity we assume that local residents do not directly invest abroad. A
net wealth of the country @, ) is then:

(D17) w nfg kg,

The return on net wealth is the sum of the tairn on net financial and net real assets:

o (o8 Gk tnfa,

D18 t

(B18) Koo nfay

Identity of the trade balance:

(D19) r. 1 c, if,t id,t'

“written in a level form: NFA (1 (¢)NFA, TR i S§.K , Simiary as in the
equation for capital accumulation,  dividing  through by Yt we arnive at:
% @ rtd ) %Y‘Tl % '\'(l“ S p }\((:: Y‘Tl , and using the definition of g, we get the

formula above.
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3.5 The Real Exchange Rate

We assume that during the catching-up pcess the real exchange rate appreciates
because of the Balassa-Samuelson effect. Trate of this appreciation depends on the
growth difference to the world rate:

w

(D20) Oest Oesi: &s O 9

where higher gzs, means appreciation and/im,,s gzs, = 1 . This constraint makes the
domestic relative price equal to the wadl rate in a steady state. The definedygpath is
an equilibrium path that actual rate conerges to along the path described below.

The distribution of consumer and inveshent demand between tradables and non-
tradables is determined by maximizing a CES function:

1
; &g ; G &
max Aﬁ' G it Itr,t Anr Cntr,t Intr,t > ?

(D21) S.t Ctr,t Itr,t thntr,t Intr,t Ct if,t id,t

where #r and nfr subscripts denote the tradable and non-tradable sectors,, A, , and

A, are parameters of the CES function. From the first order conditions:

. &1
Ay §:ntr,t bt

q — B
(D22) ' Ar ((j:tr it Itr,t 1

Let us assume that consumer and westor CES functions are the same:

(D23) Ctr As Ctr t Itr hs
Cntr,t Cntr,t intr,t
(D24) Itr,t Ctr,l Ilr,t
i c i

ntr,t

The composition of the total otput in terms of tradables,

(D25) ¥ Yo QYo

is determined by a CET (constant elasticibf transformation) production function:
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B . y"f er,tymr?t>%§ , whereB,, , B,,, are parameters cha@ing in time and 5 is a
constant parameter. The marginal rate of transformation is equal to the real rate of
exchange:
£ 1

§ynlr,l ’
.z R
@ltr,t 1

(D26) g b

B,
where b 5=

The condition that the non-tradable market is closed:

(D27) yntr,t Cmr,t Imr,t'

B
In the CET function the% ratio is not constant. The reallocation of production factors
from one sector into another may be interpreted as a change in the weighting
parameters. There is a “Balassa-Samuelsameighting parameter” path, which equates

the actual g, to the g,4,real exchange rate patt?
E1
t R

s, 1

(D28) th Qs -

Various shocks result in the differences in sectoral wages and profits, but the adjustment
process of factor allocation in the weights of supply change and the real exchange rate
converges to the Balassa-Samuelson pattWe use a reduced formulation without
explicitly modeling the adjustment process:

(D29) b B* 0h% h,.

3.6 Calibration of the Parameters

The model has 29 variablesy;, ¥,/Y*, g, kye\ Kee s fges Brer G0 %er %, V22, 17, ),
$d,1’ $f,l" nfat’ M/I' rl‘pf' [rI' qBS,I" q{' Cm‘/,t ’ /'IIII‘,I ’ C}/,I 1 /tl‘,t ’ /Vl‘f,l ’ ym‘/,t , blBs’ b[ In 29

equations. There are two additional egations that determine the values of , and .

9See Appendix B for the derivation.
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Parameters of the modeld, , /. 4. + ks kor ko 43+ 729" 0 s

A
Ar

C o s os W
For the starting value of capital ratios waused the estimates of Darvas and Simon (1999)
and Pula (2003), the share of foreign capitavas estimated from @cumulating FDI data:
k,=1.1, k.= 0.4 . The rest of stock values for the beginning of 2003 were taken from
the national income accountsznfa = -0.25 and w= 0.85 comes from an identity. For the
Y, /v relative level ofincome we assumedY /¥ = 50%, which is the Hungarian level
relative to the average of the European Union.

The r” world interest rate was taken to be 4%, the depreciation rate 9%. Theelative
weight of tradables was assumed as 0.5. Theefficient of the country risk, measured as
the rate of debt, is . = 0.1, meaning that a 10 percent increase in debt raises the
interest rate byl percentage point® The w steady state wealth ratio was chosen by the
assumption that nfa 0. The half-life parameter is 10 years.

The production function. 4, = 0.932438 was chosen so that in the first year of
simulation output equals 1. Capital shae is the international usually observed = 0.3.
Total factor productivity growth rate was calibrated in a way that in a steady state
growth equals the world rate g, = 2% , therefore p 1 6 te 1 001396 .

The external effect of foreign capital was calibrated in a way that actual GDP growth
should fit the values calculated from the calibrated model in the period of 1996-2003.
This criterion gave a coefficient of the external effect= 0.4, meaning that a 1 percent
increase in the foreign capital ratio increases TFP by 0.4 percentage point. This figure is
higher than the 0.21 estimated by Jakab and Kovéacs (2002) on the Central East European
panel data. Barrell and Pim (1997) made an estimation for Great Britain. In Great Britain
the role of foreign capital as a supplieof know-how externality might be small, and
instead the estimated coefficient reflects the agglomeration effect (Krugman, 1991,
Venables, 1996) — as it is assumed by the audts as well. Thus their coefficient of 0.27

is not comparable to our figure, especiallpecause in our model the agglomeration effect
is included in the exogenous component, while they do not specify an exogenous TFP at
all.

PEawards (1984) arrived at a half-asticity of 0.6-1.0 in a panel esimation. At a level of about 2%
this Is roughly the corresponding figure to our linear coefficient of 0.1. Our figure is definitely more
cautious than the assumed 0.4 in Fagan, Gaspand Pereira (2002). The relation between risk and
debt is presumably non-linear, but in our simulations we do not depart so far from the base scenario
to take this into account.
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Figure 1. Contribution to GDP growth of production factors, exogenous TFP
and externalities (1996. = 100 %) according to (D1)
production function with calibrated parameters

135
//
130
~
125 /
//
120 o
115 // ]
/
He v ?
/_J —
mt)é
— T
95
§z:z2Fz=z2gz:=2g3z:=253:=23:=:32§35=28§3:
HEggiaga 8 i i g REE RAG RATHRET
Hcopr
[ (External) Growth contribution of KF/Y
O Growth contribution of KF
O Growth contribution of KD
O Growth contribution of TFP
[ Growth contribution of L

Figure 1 shows how various components contributed to GDP growth.

We assumed that in the steady state Hungariaproductivity is at the 80 percent level of
the European average. This is in line with the arguments of Darvas and Simon (1999).

Investment behavior is explained in line with the Tobin-q theory. In order to estimate the
speed of adjustment, very much empiricalvork can be found in the literature. The
estimated parameters are ira broad range. In the model k and %, is the parameter

determined by adjustment costsEstimates in the empirical literature on the adjustment
cost parameter range between 1.4 and 16°1.We chose a value between the two

extremes, assuming K= kT 10.

21Summers (1981) estimated a valuef 16.1, Eberly (1997) arrived at a range of between 1.4 and 3
using micro data. Cummins, Hasset ahOliner (1997) using US company data estimated parameters
of between 5 and 10.
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In the real exchange rate block the Balassafuelson appreciation effect of additional

growth, gs= 0.5, 7\:' 1. We chose the exchange rate elasticities of demand and
supply, ,=2, ,=-3tomake a1l percentage poihdeterioration of the trade balance
consistent with a 2 percent appreciation of th real exchange rate. This number is in line
with the estimations of Jakab and Kovacs (2002) for exports and imports. At the starting
date the real exchange rate is in equilrium by assumption. This assumption is
indifferent for the policy les®ons derived from the model and it has no relevance to the
actual real exchange rate either, as the reakchange rate in our mdel is the rate of the
hypothetical case when the output gap equals 0. In the short run, for example during a

disinflation process, this assmption is probably untenable.
In the supply function the  parameter that determines th speed of adjustment across
sectors was chosen to be consistent with ¢h5 years half-life of the convergence to the

Balassa-Samuelson equilibrium, ;= 0.87055.

In Table 1 we summarized the assumptions on parameters, starting values, and the
implied steady state values.

Table 1. Parameters, starting and steady state values

Parameters Calculated coefficients
= 10 y = 0.70981
w = 1.56923 w = 0.16204
= 0.3
, = 0.1
= 0.4
w = 0.01396
K = 10
K = 10
= 0.09
= 0.5 Steady state values
Il = 0.04 7 = 0.05
g = 0.02 g = 0.02
. = 0.1 - = 0
Bs = 0.5 T = 0.74615
% = 1 Tr+iyg = 0.23077
J = 2 r = 0.02308
s = -3 ylab = 0.7
s = 0.5 % = 0.13
I = 0.05
Starting values
Ky = 1.1 kq = 1.56923
Ky = 0.4 K+ = 0.78461
nfa = -0.25 nfa = 0
Y/ = 0.5 vy® = 0.77172
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4 Simulations

4.1 Catching-up Paths

Firstly, we show growth (catching-up) pathsmplied by the parameters of Table 1. We
calculate 4 alternative scenarios. In the case that we consider the most probable, both the
externality of foreign capital and the risk premium are important factors. In the other
variants we show what will happen if one of the two factors or both are omitted. By
showing the alternatives, we try to give a picture of the sensitivity of the results on
critical assumptions of the model.

In the first column we show the paths calcwdted on the assumption that foreign capital
has an external effect. The two paths diffeon the assumption whether indebtedness
increased the risk premium. In the absence of a risk premium the catching-up process is
faster.

In the second column we calculated with a model where productivity growth is entirely
exogenous. This exogenous productivity growth is equal to the sum of exogenous and
externalities-driven growth, calculated in tle baseline case where both externalities and
risk premium exist. Here again the existence afsk constrains the speed of catching-up.
However, as in this case the role of foreigcapital is minor, the existence of the risk
premium does not make much difference.

Figure 2. Catching-up paths in four variants
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Figure 2. continued
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61



4.2 Effects of Consumption Shocks

None of the four paths can be interpreted asn optimum, in the sense that it maximizes
the value of consumer utility functions. Wediscarded this approach when bringing the
consumption function from outside into themodel. We could have chosen to calculate
the intertemporal optimum with a representiive consumer or a social preference
function in mind, then calculate a “suboptmum” as the solution of the decentralized
task with the distortions created by externalities and calculate the optimal tax system
that leads to the social optimum. Although wedo not deny that the theoretical rigor of
such an approach is a merit, we believe &t the parameters of a social preference
function are rather uncertain so it is better to keep the model used for drawing policy
lessons simple because its results are easier interpret. Therefore, we simply made a
present value calculation that answers the gestion of what the intertemporal rate of
substitution at the baseline path between consumption is today and tomorrow.

The consumption shocks need not be intergeal as fiscal consumption shocks. However,
if we want to draw policy conclusions, it is natural to consider them as consumption
shocks forced out by the fiscal policy. It iseasonable to assume tis possibility because
Ricardian equivalence exists only in the infiite horizon representative consumer case.
We calculated the effect of two kinds of shocks:

1) In a transitory consumption shock the consmption ratio increases by 1 percentage
point in the first period (year) but the seady state wealth ratio does not change.

2) In a permanent consumption shock the consnption ratio increases by 1 percentage
point in the first period (year) and the stady state wealth ratio decreases by the
same 1 percentage point.

The consumption shock exerts its influence through the following channels. A transitory
shock increases demand that appreciates tleeirrency and — because of the interest rate
parity — it raises the interest rate. At thesame time, interat rates are affected by the
resulting increase in the risk premium. A hiher interest rate dereases expected net
profits and investments including FDI will be lower, reducing productivity growth. Later
consumption adjusts to meet the targeted vedth ratio and investments rebound to put
the economy onto the original steady state level. In case of a permanent shock the
targeted wealth ratio is lower, which mans a permanently higher risk premium and
lower output and productivity level in the steady state.
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A summary indicator of the shock impact is the internal interest rate. When used as a
discount factor, the present value of futurforegone consumption equals the gain in
present consumption, or putting it another waythe sum of differences to the baseline in
consumption flows equals 0. As Table 2 showsf, we do not believe in externalities and
risk premiums, we arrive at a 4.2%-5.0% interest rate. This is significantly higher than
the world real interest rate adjustedvith the Balassa-Samuelson effet but not so high
that it could not easily be explained by a high time preference. However, if we assume
the existence of a risk premium, the implicitinterest rate incre@es to more than 7.4
percent, and the inclusion of externalities brigs the interest rate to the level of 17.2-18.1
percent. This is a shockingly high rate, higher than anything observed on the markets
normally.

Table 2. Implicit interest cost (return of aggregate saving)
at the present level of indebtedness

With foreign capital externalities Wi thout foreign capital externalities
With risk premium | Without risk premium | With risk premium | Without risk premium
Transitory shock 17.2% 6.3% 10.0% 5.0%
Permanent shock 18.1% 5.1% 7.4% 4.2%

We tested the robustness of the resultéh a sensitivity analysis. We changed the
parameter values by 50 percent one by one and calculated the results again. The
differences from the basetie are shown in Table 3.

As we see for most of the parameters, even 50 percent change does not result in a
change in the internal interestrate higher than 1 percent. In the variants without country
risk premium the sensitivity is even lower.The parameters that have the strongest
impact on the interest rate are the paramers influencing capital accumulation and
productivity directly, such as , the external effectof foreign capital, ,, and , , the
adjustment costs of investment, and - , the risk premium coefficient. Even these
parameters cause changes in the range of 2 percent only and the highest value is 3.2
percent.

Summing up the results from the sensitivity analysis, we can say that the figures in
Table 2 are robust, the conclusions do not change qualitatively even if some parameters
change considerably.

2In the presence of the Balassa-Samuelson effect rgakrest rate parity holds only in terms of the
tradable sector, while the basket will appreciate.
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5 Summary and Assessment

Fiscal discipline has a large role in the real convergence process of Central and East
European Countries. Fiscal policy ainde at cutting indebtedness by restraining
consumption creates higher macroeconomic stability and an incentive for investors. This
attracts foreign investment in a period wherthis increases productivity through external
effects. Estimates of the model show thaadditional saving may bring an 18 percent
return for consumers.

This rate is higher than any reasonable magk rate but this is not surprising when the
external effects incorporated into the modedre considered. The question is whether this
rate is consistent with the preferences of say? Is it reasonable for the government not
to decide to increase savings if additionadaving brings an 18 percent real yield?

We know that the social utility function is not the sum of individual utility functions.
Part of the population has avery high time preferencé? resulting in a behavior that
considers savings a buffer stock against short#i® income losses at best. Some of these
“liquidity constrained” consumers are willing to take loans at a real rate even higher
than 18 percent. These consumers might bsatisfied with a policy strategy that
reallocates future consumption into the premnt at an opportunity cost of 18 percent.
However, whether such a policy should be se&as serving social welfare is questionable.
Namely, there are many who would consider a borrowing at an 18 percent interest
unreasonable. However, as thisnterest rate is not internalzed for them, they have no
direct free choice of makinguch a return by saving.

In this paper we did not discuss how the government could internalize this return. We set
it as our task only to calculate the magnitué of a return that would allow policy makers
to make choices on the basis of correct information.

2The idea of a high rate of time preference hadme up as early as in Friedman (1957), and Carroll
(1992) was one of those who contributed most tthe rigorous analysis of the consequences. Most
empirical econometric models s the related concept of Mankiw, who perceives the majority of
consumers to be liquidity constrained, consuming as much as they earn. (Tigeal implications of
this behavior are discussed in Mankiw (2000).)
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Appendix A: Derivation of the Parameters
in the Consumption Function

Inthe g= ,w,, /(1+g)+ ¥/ consumption function , and ,have been determined
by the constraint that consumption should converge to a steady state wealth ratio

with  half-life. Let us first write the equation for w, wealth accumulation, using
@ r)nfa ;1 § koo

Kot igKae1 lgc and nfa i tr, i, equationd Thus:
1 )nf k
nfat kd,t ( : ) at - S’t e trt if,t Lde,t 1 id,t’
1 g 1 g

and by using definitions tr, 1 ¢, i,, ij,and y* 1 S‘k“lliga”k““
' ’ b

equations (D11) and (D19) —, after rearranging:

1 ';d nfatl (1 d$ de,tl ytlab Ct> , @

nfa kg, 1g
t

and by substituting 7" and the definition of the wealth ratio (v, = nfa,+ k,,) we get

l rlpf al
W, EV\U ¥ Ct>- @

The consumption block in a narrow sensis a difference equation system fag, and w, :

W,

c t 1 lab
t ﬁil o EY,
1™ .
woo—w, Yo @

1 g

After substituting ¢ into the second equatin and rearranging:

A lab
(F1) W 1tg W, 1 &y
t
Disregarding from the interaction amongy/® , g, , r” grfld w, around steady state the
half-life of the differential equation is determined by 1'1—,5 . If we want to calibrate

the model to a given half life, then by determining ,, from % exp'”—j’f we

#See equations (D6) and (D16).
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get the (P1) formulation. From a givenw we can express , from equation (F1), because

w oexphosw 1 £ 9'“ , and by rearranging we get the form (P2) that determines.

Appendix B: Derivation of the Equations
in the Real Exchange Rate Block

We give here the derivation of agption (D28) that determines theb, changing variable.
Let us write g5 ,everywhere instead ofy, and replacec,,, + /,,,in equation (D22) by the
accounting identity (D27), and substitute the budget constraint of consumption and
investment (D21) forg,, + /,,:

51

Ay 8 Yo
Ar (§t it Oss;t Yot 1

(D30) Ogs:t

Rearranging fory,,,and using ¢ + /,=1— .

1 tr,
(D31) Yotr t A = .
A Usst Ogs:t

In equation (D26) by using equation (D25) we write 1 s, V. instead of y,, and
plugging in for y,,,, :

§ 1w 51
1
A 1
(D32) q b[ - AT:,qu,t a1 ggsy B
BSt 1 q 1 tr 5
BS,t 1
© %qu,l A1 ggs, i

Expressingb, and rearranging we get the formula (D28).
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Fiscal Policy,
Unemployment and
Demographic Trends



The Stability and Growth
Pact from the Perspective of the
New Member States

Abstract

The purpose of this paper is to examine tkedi characteristics of the new members in

the light of the requirements of the SGP el criticisms levelled against the Pact and

to see in what ways their initial conditions differ from those faced by the current euro
zone countries in the run-up to EMU. Overall, because of the lower debt levels and
greater yield convergence already achieved, the new members will be able to rely less on
gains from yield convergence than the current eurozone members were able to do in the
run-up to EMU. EU accession will also have a negative net impact on the budgets of the
new members in the early years of membership.also look at the cyclical sensitivities

of the budgets and find that in the new members the smoothing capacity of the automatic
stabilizers might be weaker than in the current euro zone members. Beyond these general
characteristics, we also emphasize that there are large differences in the starting fiscal
positions of the new members. Some of the policy implications of our findings are
discussed.
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1 Introduction

The ten new Members States (NM®¥ the EU have to comply with the budgetary
objectives stipulated in the Maastricht Treaty (MT) and the Stability and Growth Pact
(SGP), and are subject to the EU budgetary surveillance framework including, where
relevant, the activation of the Excessive Deficit Procedure (EDP). However, as long as
they have not adopted the euro, the NMS will not be subject to the so called enhanced
budgetary surveillance under the EDP, nor to the sanctions foreseen for the members of
the Economic and Monetary Union (EMUJThe NMS have the obligation to enter the
EMU and therefore to meet the Maastricht criteria of public finance, inflation, interest
rate and exchange rate, but they have the freedom of choosing the timing of the adoption
of the euro.

The purpose of this paper is to examine tkedi characteristics of the new members in

the light of the requirements of the SGP and the criticisms levelled against the Pact and
to see in what ways the initial conditions of the NMS differ from those faced by the
current euro zone countries in the run-up to EMU. The paper is organized as follows.
Section Il briefly summarizes the main features and criticisms of the SGP, as well as the
principal proposals for improvement of the Pact found in the literature. Section Il
examines the fiscal characteristics of the NMS from the perspective of meeting the
Maastricht criteria on the road to EMU and from the broader perspective of the SGP
framework. This section ends with a summary of our findings. Section IV discusses
some of the policy implications of our findings.

2 The Stability and Growth Pact

2.1 Features

The SGP and its rules are well known and well documented and we briefly recall only its
main features and the rationale behind thelunique feature of EMU is that monetary
policy is centralized in the hands of the European Central Bank (ECB) while fiscal
policy remains decentralized in the hands of the governments of the individual member

1 Cyprus, Czech Republic, Estonia, Hungary, Latiithuania, Malta, Poland, Slovenia, Slovakia.
2 For a description of the EDP, s&os et al. (2004) and Cabral (2001).

3 A good description of the SGP and how it works be found in Gros et al. (2004), Fatas et al.
(2003), HM Treasury (2004), European Corssivn (2000, 2002, 2003) and ECB (1999).
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states. It was therefore recognized that to support the ECB’s responsibility to maintain
price stability and to prevent free-riding, fisgalicy had to be subject to rules in order

to ensure discipline of public finances. €éBe rules consist of two pillars. First, to
become a member of EMU, a country’s general government deficit GDP ratio cannot
exceed 3 percent and its general government debt/GDP ratio cannot exceed 60 percent;
in case the latter ratio is exceeded, the country has to demonstrate that its debt is being
reduced and approaching the reference value at a satisfactory pace. Second, Member
States have to respect the medium-term budgetary objective of 'close to balance or in
surplus’ in order to allow for normal cyclical fluctuations, while keeping the deficit
within the reference value of 3 percent of GDP. The 3 percent reference value for the
deficit can be breached only under exceptional circumstances, when the excess results
from an unusual event outside the control of the Member State and which has a major
budgetary impact, or when it results from a severe economic downturn, defined as an
annual fall of real GDP of at least 2 percent. A smaller, at least 0.75 percent decline in
GDP, can be considered as exceptional taking into account the abruptness of the
downturn and the accumulated loss of output relative to past trends.

It is a legitimate question to ask how the reference values of 60 percent of GDP for the
government debt and 3 percent of GDP for the fiscal deficit were chosen. It has been
suggested (Thygesen, 2002) that 60 percent was the average debt ratio of the EU
members around 1990 (the MT was signed in 1992) and if countries kept their deficit at
the 3 percent limit, their debt would converge to 60 percent, assuming that nominal GDP
is rising at a trend rate of approximately 5 percent per year: 3 percent real growth
(assumed to be the potential output growth in the EU) plus 2 percent inflation (in line
with the ECB’s inflation target of 2 percent or less). While these reasonings have not
been made officially public as far as we kndiis widely assumed that they lay behind

the selection of the reference values.

2.2 Criticisms of the SGP

The main criticisms levelled against the SGP can be grouped under the following
headings on the basis of what the Pact is seen as lacking: strong enough analytical
foundations, symmetry, flexibility, incentives for good quality fiscal consolidation, and
enforceability. We discuss these in turn below.

4 There is a good review of the criticisms of the SGP in Buti et al. (2003a).
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a) Lack of Clear Analytical Foundation

A frequently mentioned criticism which seems to have dented the most the credibility of
the SGP in the eyes of academics is that its main provisions lack a clear analytical
foundation. The rationale behind the ’close to balance or in surplus’ rule is debt
sustainability, which means that the government cannot run a Ponzi scheme where debt
grows forever, but it has to satisfy its intertemporal budget constraint, that is to say, the
present discounted value of its expenditures must equal the present discounted value of
its revenues. However, as pointed out by Perotti et al. (1997), debt sustainability thus
defined is of little practical use, since the intertemporal budget constraint has an infinite
time horizon that does not sufficiently constrain government policies: anything can be
assumed about the future. The intertemporal budget constraint depends on GDP growth,
inflation and real interest rates, but the SGP does not take into account the differences in
these areas across countries. Typically, catching-up economies such as the NMS have
higher potential growth and higher inflation due to the Balassa-Samuelson (BS) effect,
which is an equilibrium phenomeribnThus, catching-up economies could, ceteris
paribus, run higher deficits than more developed countries without jeopardizing the long-
term sustainability of public finances.

Furthermore, the SGP does not address the critical issue of what is the optimal level of
debt and treats low and high debt countries identically. Implicitly, the 'close to balance
or in surplus’ rule over the cycle means that eventually the debt will be run down to zero.
Zero debt may not be an optimal solution since it ignores the benefits of the
intergenerational distribution of taxes to finance, for example, infrastructural investments
and reforms in the pension and health care systems that will benefit future gerferations
The optimal level of debt depends, inter alia, on whether the interest payments on the
debt crowd out worthwhile investments and whether the disincentive effects of higher
distortionary taxes to cover the interest payments are important or not (Aiyagari and
McGrattan, 1998). From that perspective, low debt countries have more room for

5 Kovacs (2004) reports estimates in the literatafehe BS effect that vary from less than one
percent to up to 6.9 percent per year, and von Hagen and Zhou (2004) report estimates varying
between about 2 and 4 percent.

§ Buiter and Grafe (2002) make the intriguing point that the 'close to balance or in surplus’ rule
could possibly mean that the EU governments laiome net creditors. This would lead to the
ironic result of the (partial) socialization ofhe means of production in the long-run, as
governments will have to invest their cash surmuedoonds and stocks of the private sector. Here

we note that running a surplus in normal times waginally intended for countries with high debt
ratios (above 60%) and therefore the government becoming a net creditor in the long-run is more a
theoretical possibility than a real threat.
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maneuver than high debt countries. The uniform deficit rule does not take into account
the higher need for infrastructural investments in countries where the initial stock of
public capital is insufficient, as in the catching-up NMS. Furthermore, the uniform
reference value of the debt does not explicitly take into consideration the contingent
liabilities due to population ageing and the state of pension reform that can vary from
one country to another.

A further criticism from an analytical standpoint is that the SGP disregards the aggregate
fiscal stance of the EMU. In a monetary union, what matters from the point of view of
macroeconomic stability is the fiscal stance of the union as a whole and not the fiscal
stance of individual countries. The fiscal policies of large countries have a greater impact
on the fiscal stance of the union than the fiscal policies of smaller countries.

b) Lack of Symmetry

Two issues are relevant under this heading. First, for countries which have not yet
reached the ’close to balance or in surplus’ position, the requirement that they reduce
continuously the deficit may entail procyclical policies in an economic downturn. This
problem has been mitigated by the European Council decision of March 2003, specifying
that the above requirement will be judged on the basis of the cyclically adjusted budget
position. However, countries which have not yet reached the 3 percent deficit level and
are therefore outside of the euro zone haveatisfy the Maastricht reference value in
nominal and not cyclically adjusted terms in order to be able to join EMU. In the run-up
to EMU, these countries may therefore confront a situation in which they have to follow
a procyclical policy. Second, while the SGP sets a limit on the maximum deficit and
foresees penalties for breaking it, the Pact does not specify surpluses and does not
otherwise provide enough incentives for reducing the deficit and/or accumulating
surpluses during boom periods. The failure of sufficiently reducing the deficits in the
upswing of 1998-2000 is seen as the major reason for the breaking of the deficit criterion
by several Member States in 2002 and 2003

¢) Lack of Flexibility

The loss of independent monetary policy within the EMU calls for the preservation of
fiscal flexibility to cope with asymmetrishocks or the asymmetric effects of common
shocks. This means that countries should have enough room to let the autonomic

" See Fatas et al. (2003).
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stabilizers operate fully or, if necessary, to use discretionary policy to respond to shocks.
The question then is whether the 3 percent deficit reference value provides the needed
flexibility. The answer to this question depends on the starting level of the deficit and the
output smoothing capacity of the automatic stabilizers. Some studies have found
(Eichengreen and Wyplosz, 1998 and Kiander and Virén, 2000) that the deficit limit
might not provide enough flexibility for some of the EU-15 countries.

d) Quality of Fiscal Consolidation

The quality of fiscal consolidation matters because taxes and expenditures affect output
differently due to their different impact on income distribution and incentives. Empirical
research has demonstrated that consolidation relying on current expenditure cuts rather
than tax increases are likely to last longer and are thus more successful (Alesina and
Perotti, 1995 and 1997; Perotti et al. 1997; Buti and Sapir, 1998; von Hagen et al. 2001).
The SGP, by defining the fiscal target in terms of deficit numbers, neglects the quality of
fiscal adjustment. Von Hagen et al. (2001) provide empirical evidence that high debt to
GDP ratio and weak domestic and international economy induce governments to
undertake expenditure-based rather than revenue-based consolidation strategies. This
proves that governments will undertake quality adjustment under economic constraints,
but the SGP does not explicitly provide incentives for undertaking quality consolidation.

e) Enforceability

The major criticism in this area is that the fines and penalties foreseen within the SGP
framework are difficult to enforce, because the decision to subject a country to the
penalties lies in the hands of the Economic and Financial Affairs Council (ECOFIN)
which is composed of politicians who are more understanding of and therefore more
indulgent toward the problems faced by their peers. The decision of November 25, 2003
to hold the EDP for France and Germany in “abeyance for the time being” is an
unmistakable sign of such indulgence. The frequent recourse to one-off measures and
creative accounting has also undermined the seriousness of the enforcement procedures.
Most importantly, the long time lags involved in the enforcement procedure mean that
the penalties, even if enforced, will come tiate to trigger timely responses. Prior to
EMU, there was an incentive to adjust in order to join the currency union, but inside
EMU that carrot disappears and the stick remains of dubious efficiency.
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2.3 Proposals for Improvement Found in the Literature

There have been many proposals for improvement of the SGP and even its usefulness
has been questioned (De Grauwe, 2b08pnetheless, there is broad consensus among
academics and opinion makers that as long as fiscal policy remains decentralized, there
is a need for fiscal rules in the EMU. Bui al. (2003a) review the EU fiscal rules
against the criteria of Kopits-Symansky and Infamd conclude that overall these rules
perform quite well with respect to these compliance criteria, except with regard to
enforcement. Generally, the proposals for improvement try to address one or several of
the criticisms discussed above, although none of the proposals represent a Pareto
improvement, in that none of them solve all problems outlined above and may even
aggravate some of them (Buti et al., 2003a). Buiter and Grafe (2002) propose the
‘permanent balance rule’ that takes into account different initial positions (debt level,
stock of public sector capital, stage of pension reform) and different future development
paths (GDP growth, inflation). The rule requires that the inflation-and-real-growth-
adjusted permanent government budget is in balance or in surplus. This rule is attractive
theoretically, but it requires estimating future growth and inflation which could become a
contentious issue and hence would be difficult to enforce. Another analytically attractive
proposed rule is the one that would consider the fiscal stance of the euro area as a whole
and would allocate “deficit shares” to individual countries. These shares could be
assigned by a decision of ECOFIN (the French prop8sal) by the markets through a
system of tradable budget deficit permits (Casella, 2001). The main arguments against
such a scheme is that the risks of trigggra financial crisis are not uniform across
governments (Buti et al. 2003a) and that the allocation of deficit shares, whether by
bureaucratic/political decision or by the markets, requires a degree of political
coordination and cooperation that seems to be lacking for the time being.

Other proposals aim at applying the “golden rule”, whereby investment expenditure is
excluded from the deficit calculation. Blanchard and Giavazzi (2004) propose to exclude
net investment (gross investment less depreciation) from the deficit on the grounds that
depreciation of public capital is equivalent to current expenditure. The rationale for the
golden rule is that borrowing should be allowed to finance investments since their return

8 There is a review of the varis proposals in Buti et al. (2003a) and also in HM Treasury (2004).
9 Kopits and Symansky (1998) and Inman (1996). See also Kopits (2001).

10 proposal put forward by the Minister for Finem of France at the informal Ecofin Council in
Dresden in April 1999 (Buti et al., 2003a).
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will occur in the future and hence their cost should be distributed over time. Excluding
investment from the deficit would remove the financial constraint on public investment
under the SGP and could also help avoid procyclical tightening of fiscal policy in a
downturn. Although intuitively appealing, the arguments advanced against the golden
rule!! are that it is difficult to determine what constitutes investment, it could lead to a
bias in favor of physical assets, it would provide new incentives for creative accounting,
and that it could undermine the efforts to consolidate the public finances.

A final set of proposals which we would like to mention deals with institutional reforms.
Wyplosz (2002) proposes to establish in each country Fiscal Policy Committees
entrusted with the responsibility to setnaial deficit targets consistent with long-run
debt sustainability. Fatas et al. (2003) argue for the creation of a Sustainability Council at
the level of the euro area, with the task of monitoring the sustainability of Member
States’ public financé% The idea behind these proposals is to find in the fiscal area a
counterpart to national central banks or the ECB that could bring governments to better
adhere to fiscal discipline. The idea is appealing but a lot depends on the political will of
elected governments to respect more strictly the recommendations of the proposed
national Fiscal Policy Committees or the euro area Council than they currently respect
the recommendations of the Commission.

This objection could be raised against the proposal by Eichengreen (2004), although it
clearly has the advantage of addressing the problem with the SGP at its roots. According
to this proposal, only those member states would be subjected to numerical fiscal rules
has weaknesses in its budgetary and labor market institutions or pension systems,
carrying the risk of chronic fiscal deficits. However, in order to evaluate the progress
made in structural reforms, the setting up of an independent, yet legitimate body would
become necessary, which is hardly imaginable in the present framework of cooperation
between member states. Furthermore, an excessive deficit procedure was initiated in
2002-2003 against the same countries that the author categorized as having weak
institutions, so the proposal would in fact not bring considerable practical changes to the
SGP.

11 See, for instance, European Commission (2003) and Buti et al. (2003a).

12 Others, for instance Gros et al. (20p#4ave also made similar proposals.
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3 Fiscal Characteristics of the New Member States

The fiscal characteristics of the NMS have to be assessed from two perspectives: (1)
from the narrower perspective of meeting the numerical deficit and debt Maastricht
criteria on the road to euro adoption; and (2) from the broader perspective of the SGP
framework in the light of the criticisms of the Pact and the proposed improvements
discussed above. Although the issues are linked, it is useful from a policy point of view
to approach the assessment separately from the above two perspectives. Such an
assessment has to consider the initial ¢ faced by the NMS, as well as the
challenges lying ahead. We undertake this exercise by comparing the situation of the
NMS with the experiences of the current euro zone members.

3.1 The Road to EMU

On their way toward adopting the euro, the NMS face the task of reducing their fiscal
deficits to the Maastricht criteria of 3ngent of GDP. Several NMS have announced that
they want to enter the EMU by 2008 or earlier, while others plan to join later. On the
whole, a distance of five years from EMU entry appears to be a good benchmark to
which to compare the starting positions of the current euro zone members with the
starting positions of the NMS. Figure 1 shows the deviation from the 3 percent deficit in
2003 for the NMS and five years prior to entry into the EMU for the current members
(1996 for Greece and 1994 for the others). With the exception of Malta, the deviations
for the NMS are about the same or less than were the deviations for the majority of the
current EMU members. The starting deficit conditions of the NMS are thus not worse
than the conditions faced by the current memlfise years prior to joining the EMU. In

fact, for the three Baltic states and Slovenia the conditions are significantly more
favorable.

As regards government debt, it is generally lower in the NMS than it is in the euro zone
countries currently or five years prior to EMU entry (Figure 2). The exceptions are
Cyprus, Malta and Hungary. There are several reasons behind the low debt levels in the
NMS from Central and Eastern Europe. First, the Baltic States did not inherit any of the
liabilities of the former Soviet Union while Poland obtained partial debt forgiveness.
Second, some countries (e.g. Hungary) used privatization receipts to reduce the
government debt. Third, a part of the social safety net expenditures were borne by state
enterprises, most notably in the form of within-the-gate unemployment. When these
enterprises were privatized, the new owner often took over their debts, which was then
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reflected in a lower purchase price. There were also developments in the opposite
direction, most notably when the government assumed the debts of state-owned banks
and enterprises in order to consolidate them prior to privatiZation

Figure 1. Deviations from the Maastricht deficit criterion
of 3 percent of GDP prior to EMU entry*
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" For the euro zone members, five years prior to EMU entry: 1996 for Greece and 1994 for the other members. For
the new Member States, the data refer to 2003. General government net borrowing as a ratio of GDP on the basis of
ESA95. The figure for the Czech Repulic does not include debt assumptions.

Source: EUROSTAT and Ministry of Finance of the Czech Republic.

13 p. Kiss and Szapary (2000) review the impactetit assumptions on Hungary’s public finances.
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Figure 2. Debt ratios prior to EMU entry and in 2003*
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" For the euro zone members, in 2003 and five years prior to EMU entry: 1996 for Greece and 1994 for the other
members. For the new Member States, the data refer to 2003. General government consolidated budget debt as a

ratio of GDP.
Source: EUROSTAT.

The lower level of debt has implications for the way in which the fiscal consolidation
needed to reach the 3 percent Maastricht deficit criteria can be achieved. Together with
the greater convergence of bond yields already obtained by the NMS (Figure 3), the new
member countries will be able to rely less on the gains from interest rate convergence to
reduce the deficit than were the current euro zone countries (Figure 4). During the last
five years prior to EMU entry, such gains represented between 2.4 to 5 percent of GDP
in half of the curre