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Fiscal Austerity Versus Growth in Croatia

Marinko Skare', Romina Prziklas Druzeta’

The role of fiscal austerity has been questioned for centuries, but a rapidly increasing deficit along
with the financial crisis in 2007/2008 influenced a renewed debate on the economics of austerity.
This paper analyzes the role of austerity versus the role of economic growth. It also attempts to
highlight the role of the theoretical context of austerity policy and the economic history lesson
learned during the transition from the Bretton Woods model to Washington’s consensus.

Despite numerous studies and polarized debate, no consensus on the implementation of fiscal
austerity has been achieved because this complex subject has not been the subject of a suf-
ficient methodological exploration. Emphasis should be placed on defining the methodology of
austerity and gathering statistical data to influence the implementation of social transfer policies.
In addition, it is necessary not only to take a hybrid approach to fiscal and monetary policy but
also to adopt economic laws and quantitative economic relationships. The benchmarking coun-
try used in this paper is Croatia. The outcome of this research can serve as the basis for future

fiscal austerity; economic growth; business cycles; macroeconomic adjustments

ABSTRACT

decision-making and research.
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Introduction

The concept of “fiscal austerity” and its adjustment has
attracted considerable attention in recent years. This
focus on fiscal austerity is of particular importance, es-
pecially in transitional countries affected by declining
GDP, decreasing wages and social protections, increas-
ing inequality, balance-of-payments difficulties, and
a sharply declining aggregate demand. The EU’s au-
thority over new Member States includes the author-
ity to monitor national fiscal policies to impose new

rules. Governments expected to avoid creating deficits
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and to reduce their public debt to a “sustainable level”
National governments’ primary economic goals—to
achieve long-term prosperity and to maintain em-
ployment that contributes to long-term economic
growth—were sacrificed to achieve a balanced budget
and to reduce the national debt. Different countries
have followed are different paths to austerity. Although
international debates usually focus on issue affecting
the PIGS countries (Portugal, Ireland, Greece, Spain),
the UK, Germany and major economies such as the
USA, Japan, and France (which enjoy a higher fiscal
capacity, exercise political sovereignty and use a world
currency), this paper’s benchmark country is Croatia.
This paper analyzes the role of austerity versus the role
of economic growth. It also attempts to highlight the
role of the theoretical context of austerity policy and
the economic history lesson learned during the transi-
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tion from the from Bretton Woods model to Washing-
ton’s consensus. Despite numerous studies responding
to the issues of whether governments should adopt
austerity despite their weak economies and whether
balanced budgets can ensure sustainable economic
growth, because these complex issues have not been
the subjects of a sufficient methodological exploration,
there is no consensus—only a polarized debate.

The dramatically negative experiences of the PIIGS
countries’ European debt crisis and the vulnerability
of the Croatian economy indicate the need for a meth-
odological investigation to determine whether there
are other forms of adjustment that focus on employ-
ment growth and prosperity. To achieve the moderate
scenario of a “Goldilocks economy?, it is necessary to
build an optimal model of economic growth and to
forecast that model based on knowledge of economic
rules and quantitative economic relationships. In
this way, crises and economic cycles can be foreseen
and managed. Thus, just as in Keynes’s proposal that
depending on the period of an economy’s business
cycle, the implementation of austerity should be em-
phasized (Keynes, 1936). In addition, it is necessary
to require a hybrid approach to fiscal and monetary
policy. To ensure sustainable growth in light of the
budget deficit, it is of the utmost importance to im-
plement appropriate redistributive policies based on
the macroeconomic indicators that reflect societies’
well being. In the 21%-century context in which hu-
man relationships are becoming increasingly com-
plex, scholars and scientists must reconsider the
position of human beings in the contexts of new
technologies, science, global economics, social rela-
tions and future prospects. Consequently, a multidis-
ciplinary approach is always required (Sharma, 2013).
The outcome of this research could affect transitional
countries’ immediate decision-making related to the
implementation of social policies. It could also serve
as the basis for further research. Its implications,
limitations and directions for further research are
offered. This paper is structured into four sections.
Section I analyzes the theoretical context of austerity
policy and the lessons of economic history. Section
IT provides background research. Section III analyzes
austerity versus growth using the example of Croatia.
Section IV presents concluding remarks and policy

recommendations.

CONTEMPORARY ECONOMICS

Marinko Skare, Romina Prziklas Druzeta

The theoretical framework of
austerity policy versus economic
growth
The phenomenon of austerity economics has been
the subject of scientific research for centuries. Ac-
cording to Konzelman (2012), no general agreement
has emerged from the polarized debate about the eco-
nomics of austerity about what austerity is, when it
should be applied or in whose interest it is presumed
to operate. Austerity measures therefore include
some combination of public expenditure reductions
and increased taxes. The aim of economic austerity is
to reduce a country’s deficit—i.e., the difference the
government’s revenues and expenses. The economics
of reaffirming austerity and the economics of the def-
icit-financing problem were greatly influenced by the
emergence of the Industrial Revolution in the mid-
18th and 19th centuries, WWI (1914-1918), WWII
(1939-1945) and the global financial crisis of 2007-
2008. Early debates on austerity economics focused
on the role of facilitating the financing of national
emergencies, such as wars and national defense. With
capitalism’s evolution, the debate has shifted toward
the state’s expectations and the use of public debt.
More specifically, the turbulent economic events of
the 1970s produced a change in economic theory and
policy. The transition from the Bretton Woods model
to the Washington consensus, along with the incor-
poration of monetarism into government policy, im-
posed radical changes and prompted the adoption of
new rules. Although the Washington consensus was
primarily designed as a development model for Latin
American countries and did not deliver the expected
results—inequality of both income and wealth distri-
bution increased along with poverty, economic and
financial crises—subsequently it was applied as the
development model for the post-communist transi-
tion economies of Central and Eastern Europe that
were confronted by with structural problems as-
sociated with de-industrialization, slow economic
growth, declining productivity and the like during
the transition process. A new economic turn has oc-
curred under the influence of several factors.

The 1973 oil crisis and drastic increase in oil prices
caused worldwide inflation, lower production and de-
creased employment decline). Furthermore, Bretton

Woods collapsed; the era of fixed exchange rates ended

DOI: 10.5709/ce.1897-9254.162



Fiscal Austerity Versus Growth in Croatia

after 1971, when United States President Richard Nix-
on suspended the full convertibility of the American
dollar into gold at a fixed parity established by Bretton
Woods; an imbalance of payments emerged, increas-
ing concerns about “overheating” of the economy
when accounting for inflation in exchange for full em-
ployment; and there was a crisis of capital accumula-
tion and a very low level of profit in the real economy.
With the advent of stagflation, stagnated help from
Western countries, a strong inflow of private capital,
and the growth of deficits, Keynes’s interventionist the-
ory that saved the American economy from collapse
during the Great Depression of 1929-1933 through
a policy of full employment, economic growth, sta-
bilization of the international environment, and the
welfare state began to evaporate. With the end of the
“golden years” of 1950-1969, national economies™ dy-
namism and efficiency did not come to life for more
than 20 years. In the late 1970s, advocates of neolib-
eralism entered the world stage, including University
of Chicago economists (led by Milton Friedman), the
conservative government of Margaret Thatcher and
the Republican administration of President Ronald
Reagan. With the appearance of neoliberal policy and
“market fundamentalism” to increase profits, mea-
sures were established to reduce workers’ real wages
and social rights, market deregulation begin. That
deregulation included the liberalization and privati-
zation of economic enterprises and even of the public
sphere (railroads, electricity, water supplies, educa-
tion, health, etc.), a reduction of public consumption
(particularly in health, educational and social institu-
tions), a reduction on taxes on capital and assets, and
in increase of the consumption tax, which ultimately
shifted the tax burden from capital to citizens and thus
increased inequality and poverty.

Actual growth factors stimulated by multinational
corporations have contributed to the erosion of the
role of nation states, which through a lack of internal
dynamics neglected their own technological capabili-
ties and industrialization (Sharma, 2002).

South Korea and the “East Asian Tigers” have dem-
onstrated a level of self-sufficiency with minimal reli-
ance on commercial loans and have invested in educa-
tion and their own technology: thanks to the efficiency
of their governments, they have successfully achieved

growth. By abandoning protectionism and interven-
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tionism (although it is important to note that devel-
oped countries have retained protectionist measures
to succeed in industrializing and developing their
national economies), the impact of global institutions
has dramatically strengthened. Those institutions in-
clude the “troika” of the European Union (EU), the
European Central Bank, and the International Mon-
etary Fund, which have worked to develop countries
through structural adjustment programs. The fate of
national economies has become significantly depen-
dent on decisions made at the centers of financial
power and in various international organizations.
Ensuring economic and social stability required the
state to play a more active role, but neoliberalism ad-
vocated a free market in which the state budget would
play a reduced role in redistribution of income and so
on. Opposing the power of transnational corporations
was difficult with weakened trade unions and workers
suffering from a degraded status. As the 80s brought
new obligations to neoliberal politics, debts increased
and under the “curtain” of stabilization, a shift in the
policy’s focus been justified by not only aggregate de-
mand for economies with productive capacity but also
the use of monetary policy to fight inflation. From
the 1980s onwards, theory and policy looked to pre-
Keynesian ideas such as the “Treasury view”, which
plunged the economy into an even greater depression.
Growing public debt has renewed interest in the eco-
nomics of austerity. According to Konzelmann (2012),
austerity has become a policy objective rather than
a policy whose objective is macroeconomic stabiliza-
tion. The 1990s were marked by an increase in world
production accompanied by inflationary pressures
and many developing countries’ failure to service their
debts. Furthermore, the prolonged period of expan-
sion described as the “Great Moderation” (a period
of stable global inflation, high global growth and low
interest rates), which was built on an unsustainable
growth model, preceded both the global financial
crisis (2007-2008) and the debt crisis. According to
Minsky (1992) and his financial instability hypoth-
esis, during periods of prolonged prosperity financial
institutions invest more in riskier assets, which boo-
merang in the end, causing the system to experience
even greater instability and vulnerability. In 2010,
a dramatic European debt crisis was kicked off by the
economic collapse of the PIIGS (Portugal, Iceland,
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Ireland, Greece, Spain) countries and the impending
collapse of the European Monetary Union. The global
financial crisis that began in 2007 in the United States,
the European debt crisis that culminated in 2010 and
the general crisis of 21*-century capitalism have theo-
retically revived Keynes and Marx and have prompted
new discussions between state interventionists and
those committed to the idea of market liberalism.
Despite numerous studies, no heterodox model that
could serve as an economic panacea has been found.
The financial crisis has been reflected in high fis-
cal deficits, increasing debt, and a decline in aggre-
gate demand and production, all of which have had
a negative impact on employment and have deepened
both inequality and poverty, especially in transitional
countries that are confronted by structural problems.
To simultaneously reduce both fiscal deficits and the
public debt, governments have shifted their policy
from fiscal stimulus to austerity. However, according
to Alfred Calcagno (2012), if slow growth or reces-
sion is caused by insufficient demand, a new round of
fiscal tightening will further depress economic activ-
ity. As a result, governments will reduce tax revenues
and increase social expenditures without guarantee
that fiscal balances will improve. In the infancy of
the global financial and economic crisis, the Croatian
economy—which has been confronted by structural
problems since the transition—was affected. Although
the transitional countries have functioned completely
differently from the developed economies, primarily
due to business-cycle fluctuations (developed econo-
mies have time series of a few hundred years) because
of the escape of capital, decision-making systems
etc., global trade liberalization and deregulation has
substantially affected small, open countries such as
Croatia. Because the current policy goal is to restrain
the public debt and inflation and to comply with Euro-
pean Union rules (i.e., the budget deficit must not ex-
ceed 3% of GDP and the public debt must not exceed
60%) despite high unemployment, inequality, poverty,
economic contractions and economic vulnerability,
there is a question of how to turn toward full employ-
ment and long-term economic prosperity. According
to Zaman et al. (2014), the government officials and
policy makers should reopen the debate about pro-
poor-growth policies pursuant to which wealth trick-

les down to the poor.
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The neoliberal model that advocates austerity even
in weak economies and despite the diversity of the
national economies that are simultaneously adopting
austerity has become questionable in both Europe and
the United States.

Fiscal austerity problems in review
Recently, the literature on fiscal austerity and fiscal
adjustment has attracted considerable attention. How-
ever, studies and research lead to transversal views.

The focus on austerity is of particular importance
in transitional countries because the costs of transition
are reflected in GDP contraction; balance-of-payment
difficulties; falling wages, employment, and social pro-
tection; and increasing inequality and social insecurity,
especially for those at the bottom of the scale. There-
fore, a frequently mentioned issue in recent studies
is “Should governments adopt austerity despite their
weak economies or can balancing the budget ensure
sustainable economic growth™?

Konzelmann (2012) has reviewed the historical ex-
perience of how the world economy has attempted to
address austerity and macroeconomic imbalances and
has concluded that the economics of austerity cannot
be meaningfully separated from austerity’s social and
political context. The author supports Keynes’s idea
of the impact of business cycles on the application
of austerity, that is, on the use of deficit spending to
stimulate economic growth and employment during
a prolonged recession. Given the current course of
austerity policy, Konzelmann questions why a govern-
ment would pursue an austerity policy in the context
of economic recession when there is no economic ba-
sis for austerity and persistent macroeconomic imbal-
ances threaten to further destabilize the global econo-
my. She finds an answer in the political and economic
impact of liberalized global financial markets. Spe-
cifically, Konzelman notes that under neoliberalism,
fiscal policy is guided by the interests of the wealthy
and the private-sector financial elite. According to her,
the demand for austerity measures proves that a na-
tional government can manage its deficits and repay its
debts, thus demonstrating that austerity is not a policy
aimed at macroeconomic stabilization: austerity itself
is the target policy. She concludes that if economic
austerity continues to undermine macroeconomic

performance, financial markets are unlikely to support
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the affected countries. What is missing from the on-
going debates about austerity is recognition not only
that stimulus/incentive is not the only alternative to
austerity policy but also that reducing the public debt
and the deficit can be achieved by reducing public
spending and by increasing tax revenues. Simultane-
ously, she stresses that future public spending can be
divided into current and capital spending, which have
significantly different macroeconomic effects.
According to Blyth (2013), austerity is a form of vol-
untary deflation in which the economy is adjusted by
reducing wages, prices and public spending to restore
competitiveness, which is (supposedly) best achieved
by cutting the state’s budget, debts and deficits. Blyth
criticizes austerity as an economic policy and notes
that the austerity measures proposed to ensure the sta-
bility of the Eurozone countries have done exactly the
opposite. As an example, he cites the PIIGS (Portugal,
Ireland, Italy, Greece, Spain) countries, which imple-
mented austerity measures in response to the 2008 fi-
nancial crisis, believing that economic growth would
return if they slashed their budgets and reduced their
debt. However, that scenario was nowhere close to ac-
curate. According to Blyth, austerity is a dangerous
idea because it ignores increasing inequality (people at
the bottom of the scale, who most often cure debt with
more debt, tend to be the most affected), the paradox
of saving (i.e., if everybody saves money at the same
time, there will be no investment-stimulating spend-
ing) and different externalities. Furthermore, he states
that the budget deficit follows business cycles, which
are cyclical—not secular. Observing the crisis period
in the United States, European Union and Eastern Eu-
rope reveals that the crisis was generated by the private
sector but it was paid for by the public sector. He con-
cludes that in the future, financial repression and high
taxes on top earners will become a part of the land-
scape. We will be forced to solve our debt problems in
this way because austerity simply does not work.
Papadimitriou and Hannsgen (2012), in a paper
researching how the Eurozone countries have fared
under austerity, note that austerity is the wrong policy
at the wrong time. They conclude that austerity has
brought pain, not relief, to the Eurozone. Austerity has
resulted in slow growth, rising unemployment, declin-
ing aggregate demand and falling profits. The authors

support Keynes’s argument that the right time for aus-
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terity is during a boom, not a slump; they also make
proposals. Their general approach is to propose tax
cuts that primarily benefit the wealthy, which would
help to loosen fiscal policy for little social purpose
rather than a macroeconomic one. They support in-
creased programmatic spending aimed at solving key
problems, along with tax cuts and transfers to indi-
viduals and families with the highest needs and low-
est saving rates. They hope that a large proportion of
the new spending would be used in ways that increase
employment.

According to Ogujiuba and Ehigiamusoe (2014),
the government should reduce wasteful non-devel-
opment-related spending financed by domestic and
foreign borrowing and instead should allocate more
resources for developing the education, health, and
infrastructure sectors of the economy.

In his book “Bad Samaritans”, Chang (2008) notes
that the emphasis on fiscal restraint is the central
theme of neoliberal macroeconomic policy. He notes
that Southern Korea, which was a “sorry country” dur-
ing the 1960s, is now one of the wealthiest countries
in the world. Its progress is the result of a mixture of
market incentives and government administration.
Chang also states that although neoliberal founders
will attribute Korea’s success to the belief that Korea
adopted a neoliberal economic development strategy
(a free market, low inflation, private enterprise, free
trade, and foreign investments) during the “miracle
years” between the 1960s and the 1980s, the reality is
significantly different. Korea based its development on
new industries selected by the government in consulta-
tion with the private sector, using customs protection,
subsidies and other forms of state support. The govern-
ment owned all of the banks and therefore could direct
business loans. If private companies were not doing
well, the government felt free to restore state-owned
companies, which it would often restructure or resell.
The government also protected heavy industries with
tariffs and subsidies. However, tariff protection and
subsidies were not used to protect industries from in-
ternational competition but to buy time to absorb new
technologies and establish new organizational skills
until industries could compete on the world market. In
conclusion, the author states that the “Korean miracle”
was based on correcting the market through interven-

tionist policy. The contribution of “Bad Samaritans” is
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to argue that that neoliberal policy propagated by the
“Bad Samaritans” who promote an ethos of “do as we
say, not as we did” can be very harmful to economic
growth and development.

Chang’s (2011) book “23 Things They Don't Tell
You About Capitalism” argues that the huge budget
deficits created by the crisis will force governments
to significantly reduce public investments and welfare
entitlements, negatively affecting economic growth,
poverty and social stability—possibly for decades. He
concludes that this catastrophe was ultimately created
by the free-market ideology that has ruled the world
since the 1980s. Although, he emphasizes that being
critical of free-market ideology is not the same as be-
ing anti-capitalism. His criticism is of a particular ver-
sion of capitalism—free-market capitalism—that has
dominated the world for three decades.

According to Calcagno (2012), austerity policies
are based not only on an incorrect diagnosis of the na-
ture and depth of the crisis but also on an erroneous
view of economic mechanisms. A strategy of cutting
education, research and infrastructure investments
will deliver neither growth nor competitiveness. The
implicit identification of fiscal tightening with fiscal
consolidation shows the deficiency of the macroeco-
nomic approach. The author notes that if slow growth
or recession is due to insufficient demand, a new round
of fiscal tightening will further depress economic ac-
tivity that will reduce tax revenues and increase social
expenditures with no guarantee that fiscal balance will
be restored. Additionally, by deepening the recession,
larger parts of the financial system may need govern-
ment support, which would cause fiscal accounts to
become dramatically disoriented. Thus, he concludes
that governments that criticize “living above their
means” often forget that government expenditure and
revenues are linked. Furthermore, he notes that only
a recovery in growth, with nominal GDP expanding
at rates higher than interest rates in the medium and
long terms will abate debt-to-GDP ratios. Such growth
can result from coordinated supportive policies, which
may include changes in the level and composition of
public income and expenditures and a better distri-
bution of income and credit that would expand fis-
cal multipliers and the purchasing power of low- and
medium-income groups with a high propensity to

consume. His analysis highlights that fiscal tighten-
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ing has become almost a universal recommendation,
despite countries’ different structures and levels of de-
velopment. For instance, high fiscal deficits and rap-
idly growing debt ratios resulted from the crisis, but
only in developed economies: in most developing and
transition economies, the debt-to-GDP ratio resumed
its downward trend following recovered growth and in
many cases, the terms of trade resulted in new gains.
He follows recent studies (UNCTAD 2011, Box, 3.2.)
which found that expansionary fiscal policy has a posi-
tive and significant effect on the level of economic
activity, spending multipliers are larger than tax-cut
multipliers, and tax cuts benefiting lower-income
households have a stronger effect than tax cuts ben-
efiting high-income households. Another recent study
from (International Monetary Fund [IMF], 2012) ad-
mits that fiscal adjustment may have a substantial im-
pact on activity because fiscal multipliers may be quite
large during a recession, when the traditional crowd-
ing-out argument is less applicable. In conclusion, fis-
cal austerity and wage compression have become part
of the problem, not the solution. Moreover, there are
enough instruments available to pursue pro-growth
policies, including, e.g., monetary policy, income poli-
cies and instruments, including specific structural and
institutional reforms that are better suited to national
goals. Monetary policy can still be better targeted,
which means that less attention should be paid to the
global amount of money than to who gets the money
and how they use it. In addition, income policy may
be used to stimulate domestic demand. Income poli-
cies aimed at reversing the declining trend in the wage
share of national income may prove a decisive stimulus
to demand and restart growth. For many households,
debt is the only way to maintain or increase consump-
tion. This article also follows Aglietta’s (2012) critique,
according to which the solution for Eurozone coun-
tries will come not from additional fiscal tightening or
dismantling the welfare state but instead from deeper
fiscal and financial integration and a cooperative ap-
proach to economic rebalancing. Calcagno concludes
that it is most important for deficit countries to avoid
self-defeating austerity and to find a way to stimulate
their economies; surplus economies must contribute
by leading the expansionary response to the global
crisis. Therefore, according to the author, structural

reforms cannot substitute for supportive macroeco-
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nomic policies to recover economic growth because
they may not deliver the expected result.

Constantinos and Nellis (2013) provide a critical
assessment of austerity measures that are being imple-
mented in crisis-stricken countries of the Eurozone;
in particular, they discuss the implications of internal
devaluation for the Greek economy. They challenge
theoretical underpinnings and the expected impact
of Greeces pursuit of an internal devaluation policy
under an austerity framework forced on the country
by the so-called “troika” (the European Central Bank
(ECB), the European Commission (EC), and the In-
ternational Monetary Fund (IMF)). In their opinion,
austerity measures should be relaxed. The contrac-
tionary effects of fiscal policy should be eased and
refocused on reducing unemployment by channeling
public-sector spending toward viable, socially desir-
able investment projects. There is also a need for cen-
trally managed European fiscal policy to effectively
transfer resources between richer and poorer regions,
thus insulating member states from undesirable eco-
nomic shocks. Their proposals to fundamentally re-
form regional and industrial policies and to have the
European Investment Bank immediately introduce
a major program of investments—particularly in the
most crisis-stricken economies of Europe’s southern
region—Dby issuing euro bonds. This type of program
will provide the leeway required for Europe’s distressed
Southern economies and help them slowly return to
the path to recovery. Finally, they make a strong ar-
gument that the troika must immediately reconsider
the enforcement of fiscal austerity and fiscal consolida-
tion measures. They suggest an alternative economic
approach aimed at emancipating the Greek economy
from the crisis of the current economic system. This
approach should seek to accomplish the following
goals: (a) to renegotiate Greece’s existing loan agree-
ment with the troika; (b) to establish an employment
creation agenda through “employer of last resort”
schemes; (c) to reconstruct and transform the existing
banking system; and (d) to adopt a more flexible, more
appropriate approach to the implementation of auster-
ity and internal devaluation.

Arestis and Pelagidis (2010) note that the “post-
Great Recession”-era policy has finally prevailed glob-
ally, especially around Europe; the UK and similar

countries might find it even harder to administer an
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export-led policy medication to their economies. In
Europe in particular, the near absence of a stimulus
has indeed brought the Eurozone close to dissolution.
According to the authors, the problem is that embark-
ing on austerity increases risk of dreaded outcomes
in Europe, including negative growth in gross do-
mestic product, sovereign default, political instability
and shuttered capital markets. Such outcomes make
bank failures more likely, not less. They note that it is
easier to understand the embrace of austerity in a po-
litical context. Namely, the emphasis on austerity has
emerged even in countries with strong balance sheets
despite the fact that one of history’s most well-known
lessons is that in times of recession, fiscal stimulus is
the best medicine. They explain phenomena with the
following facts; if state budgets are restricted, sover-
eign bond prices will rise, rescuing imperiled banks.
In that way, moribund interbank lending will be resus-
citated and government borrowing costs will decline.
In another way, it is obvious that European politicians
are incapable of directing stimuli towards productive
public investment and the public continues to reject
tax increases to cover the future deficits that would
create a stimulus today. According to the author, the
government should support postsecondary education,
investment in clean energy, new transportation infra-
structures and so on. Otherwise, austerity mania will
hit us very hard.

According to Skare (2013), an important aspect of
fiscal austerity dates from approximately 375 BC, as
seen in Kautilya's papers. Skare states that Kautilya
opposed any strict fiscal policy measure, recogniz-
ing the negative effects of fiscal austerity—including
generating both negative business cycles and “deficit
fetishists”—that are clearly implied in his remarks. Ac-
cording to Skare, fiscal austerity is a road to economic
distress because it ruins personal wealth and the power
of consumption-generating business cycles. The au-
thor stresses that Philips’s theory (1962) of economy as
a science attempts to explain how the system works. In
that paper, he notes that production activities are the
main imperative when creating wealth and therefore,
banks and economic policy makers should work on
defining an interest rate that will reflect a reasonable
rate of profit and risk. With respect to Kautilya’s cri-
tique, he notes that Kautilya was aware of the market’s

negative consequences, for example, the legacy of tax
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and tax policy (higher taxes lead to lower consump-
tion, lower production, and therefore, higher unem-
ployment and economic cycles). Accordingly, Kautilya
had no intention of using tax policy for income (re)
distribution. His idea was to limit profit margins in the
market (by taxing extra profit) while either limiting
or protecting markets that generate an unfair income
distribution.

Furthermore, Skare (2010; a) shares the opinion and
legacy of A.W. Philips (1962) that none of the econom-
ic policies designed and adopted without the knowl-
edge of quantitative economic relationships between
the three most important economic variables (unem-
ployment/ inflation /output) can be considered effec-
tive and appropriate economic policy. Otherwise, the
knowledge of such quantitative relations could be used
to design a set of monetary and fiscal policies with the
able to ensure a sustainable, long-term combination of
unemployment, inflation and growth. One way to con-
firm this approach is to conduct an historical examina-
tion of economic crises; for example, over the last 200
years, the United States has experienced more than 47
of them. The author states that world economies re-
acted differently to the economic crisis, although the
budget deficit, social rights and strong state interven-
tion can be reduced under a common denominator.
According to the author, the budget stabilization that
becomes the exclusive goal during a crisis actually
deepens and prolongs the crisis. Furthermore, Skare
(2010; b) analyzes how a bad exchange rate policy and
the 1993 stabilization program placed Croatia found
itself in the steel embrace of the golden triangle. Be-
cause of Croatia’s exchange rate and credit policy, its
current monetary policy is limited and it cannot per-
form its appropriate role in times of crisis. Therefore,
fiscal policy alone cannot be the solution—i.e., cutting
the budget is neither the key issue nor a possible so-
lution. According to the author, “cutting “ aggregate
consumption would lead to a further decline in pro-
duction and would generate a vicious circle of poverty.
The rationalization of public finances is a necessary
but not a sufficient condition for economic growth.
Unemployment/ inflation/output are the only three
variables that simultaneously act as policy objectives
and instruments of economic policy, and knowledge
of their quantitative relationship is essential to under-

standing how the system works. In conclusion, Skare
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believes it necessary to perform fiscal consolidation in
a manner that has a positive effect on employment and
production.

Antonakakis and Collins (2014) examine the im-
pact of fiscal austerity on suicide in Greece. The re-
sponsiveness of suicide to fiscal austerity is established
as a means of providing policy guidance on the extent
of suicidal behavior associated with different fiscal aus-
terity measures.

Branas et al. (2015) also discuss the health effects
of fiscal austerity. More specifically, they analyze the
impact of fiscal austerity and prosperity events on sui-
cide in Greece using a 30-year interrupted time-series
analysis and suggest that the consideration of future
austerity measures should give greater weight to un-
intended mental health consequences and the public
messaging of austerity policies and related events.

Despite numerous studies, this complex topic has
not been the subject of a sufficient methodological
exploration. Due to the lack of methodological im-
plementation and statistical data, it is not surprising
that there is no consensus on the application of aus-

terity policy.

Data and analysis

The financial turmoil of 2007/2008 affected many
countries, especially EU and transitional countries,
but the roots of the structural difficulties and fiscal un-
sustainability confronting national economies were in
place long before the world crisis.

Aristovnik and Ber¢i¢ (2007) state that in the early
stage of transition, the need for major fiscal reforms
was generally underestimated. According to them,
the need to rapidly privatize and “get the state out of
the economy” were emphasized, unlike more recent
practices, which have admitted the need for an entirely
new system, new fiscal institutions, new skills, techni-
cal knowledge and political capital.

In most of the transitional countries, including
Croatia, spillover of the financial crisis into the real
sector has resulted in recession. The effects of the
national economy’s primary problems are evident in
movements in the dynamics of the real GDP growth
rate, the structure of demand, and trends in both un-
employment and central government finance (see Tab
below). The extreme growth of public deficits and debt

called into question the sustainability of public finance.
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Table 1. Annual percentage growth rate of GDP in Croatia, 2001-2013

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

GDP growth

(annual) % 37 49 54 4.1 43

49 5.1 2.1 -6.9 -2.3 -0.2 -1.9

Note: Adapted from “GDP growth (annual %)’ by The World Bank (2014q). Retrieved from http://data.worldbank.org/indica-

tor/NY.GDPMKTPKD.ZG

Table 2. Structure of demand in Croatia, 2000, 2012 (% of GDP)

2000 2012
Household final consumption expenditure 62 60
General government final consumption expenditure 21 20
Gross capital formation 20 19
Export of goods and services 37 42
Imports of goods and services 40 41
Gross savings 19 19

Note: Adapted from “World Development Indicators: Structure and Demand’, by The World Bank (2014a). Retrieved from

http://wdiworldbank.org/table/4.8

To reduce the negative effects of these economic de-
velopments, an immediate economic-policy response
was requested. The direction of economic policy was
greatly influenced by Croatia’s accession to the EU on
July 1, 2013, because of newly imposed restrictions
known as convergence criteria. The burden of ad-
justing the Washington consensus and adopting new
convergence criteria mostly fell onto the labor market
and income redistribution. Specifically, by applying the
policy of “fiscal austerity” or “sharp cuts” to public fi-
nances, economic actors have refocused the objectives
of economic policy from increased domestic produc-
tion, competitiveness, and employment to solving the
problems of the budget deficit and public debt, which
had negative effects on welfare. The main instrument
of economic policy becomes fiscal consolidation,
whereas monetary policy is neutral and procyclical.
The effects of this “austerity experiment” are ques-
tionable given increasing unemployment, the decline
in aggregate demand, increasing public debt and the
lack of revenue to repay that debt (See Tab below). We
begin our analysis with the effects of the primary prob-
lems in Croatia’s economy, to determine whether fiscal

austerity contributes to Croatia’s economic growth.

www.ce.vizja.pl

Results

Structural imbalances are reflected in the decline in
annual percentage growth rate of GDP recorded by
Croatia records since the beginning of its transition.
The first half of the decade 1991-2000 showed a de-
crease in economic activity caused by war, destruction
and the transition to a market economy (along with
the disintegration of the Eastern European market and
the beginning of the disintegration of the common Yu-
goslav market). The second part of the decade 2001-
2010 (see Table 1) marked a new development cycle
with growth that continued until 2009 and the finan-
cial crisis, after which we see a contraction of growth.

As noted by Mendonca (2014), the European crisis
presents a structural dimension that has been devel-
oping for years and has gained momentum primarily
from an inability to respond in a timely way to the fac-
tors that caused the shocks.

It is important to emphasize that the pre-2009 eco-
nomic growth was built on an unsustainable growth
model based on household consumption rather than
investment spending, thus creating the foundation for
the crisis. These negative developments are interpreted
in the Table 2.
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Table 3. Gross investment in fixed assets by technical composition, 2000, 2011, 2012

Equipment (%) Construction works (%) Other (%)
2000 46 523 6.1
2011 37.06 5215 10.79
2012 38.26 5061 11.13

Note: Adapted from “Statistical yearbook of Croatia 2002", by Croatian Bureau of Statistics (2002). Retrieved from www.dzs.hr/
Hrv_Eng/ljetopis/2002/s1jh2002.pdf; “Statistical yearbook of Croatia 2013", by Croatian Bureau of Statistics (2013). Retrieved
from www.dzs.hr/Hrv_Eng/ljetopis/2013/sljh2013.pdf; “Statistical yearbook of Croatia 2014, by Croatian Bureau of Statistics
(2014). Retrieved from www.dzs.hr/Hrv_Eng/ljetopis/2014/sljh2014.pdf

Table 4. Unemployment rates (%) 2005-2013

Countries 2005 2006 2007 2008 2009 2010 2011 2012 2013
EU-28 9.0 82 7.2 70 9.0 96 96 104 108
Euro area (EA-18) 9.1 84 75 76 95 10.1 10.1 113 120
Bulgaria 10.1 9.0 6.9 56 6.8 103 113 123 13.0
Czech Republic 79 7.1 53 44 6.7 73 6.7 7.0 7.0

Croatia 128 114 96 84 9.1 11.8 135 159 17.2
Romania 7.2 7.3 6.4 58 6.9 7.3 74 7.0 7.3

Slovakia 164 135 1.2 9.6 121 14.5 13.7 14.0 14.2
Slovenia 6.5 6.0 49 44 59 73 8.2 89 10.1

Hungary 7.2 75 74 78 100 1.2 109 109 10.2
Poland 179 139 9.6 7.1 8.1 9.7 9.7 10.1 103

Note: Adapted from “Unemployment rate by sex and age groups - annual average, %" by Eurostat (2015). Retrieved from
http://appsso.eurostat.ec.europa.eu/nui/show.do?dataset=une_rt_a&lang=en

The policy advanced by the creators of the Wash-
ington consensus has ensured liberalization and de-
regulation of the capital markets, resulting in increased
foreign borrowing and significant credit expansion.
Most of the spending in 2000 and 2012 was directed at
household consumption typically financed by foreign
borrowing—62% and 60%, respectively—whereas the
lowest percentage—19%—was directed at gross sav-
ings. The effect of the recession is primarily reflected
by the decline in household consumption expenditures
(62% in 2000; 60% in 2012) and government consump-
tion expenditures (21% in 2000, 20% in 2012). The in-
ability of even the private sector to generate aggregate

CONTEMPORARY ECONOMICS

demand is confirmed by the data regarding share in
gross savings. Indeed, households have a higher pro-
pensity during recessions to save than to invest. Gross
capital formation (19% in 2000, 19% in 2012) primar-
ily includes investments in roads, railways, buildings
and so on, which ultimately do not create additional
value (see Table 3).

The table shows that in 2000 and 2011-2012, the
largest share of gross investment in fixed-assets con-
struction works was 52.3% in 2000, 52.15% in 2011,
and 50.61% in 2012, whereas there was a significantly
lower proportion of investment in equipment with
only 41.6% in 2000, 37.06% in 2011 and 38.26% in
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Table 5. Central government finances, revenues and expenses, 2000, 2012 (% of GDP)

Revenue 2000
353

Revenue 2012
339

Expense 2000
387

Expense 2012
36.6

Croatia

Note: Adapted from “World Development Indicators: Central government finances’, by The World Bank (2014b). Retrieved

from http://wdi.worldbank.org/table/4.12

Table 6. Structure of central government expenses, 2000

Goods and . .
. X Compensation of Interest Subsidies and
Countries services (% of Other expenses
employees payments other transfers
expenses)
Croatia 24 26 4 43 3

Note: Adapted from “World Development Indicators: Central government expenditure’, by The World Bank (2014¢). Retrieved

from http://wdi.worldbank.org/table/4.13

2012. To achieve a “big push’, it is necessary to initially
begin to develop investment projects and to invest in
equipment that will not only create new added value
but also influence the growth of exports. As noted
above, the burden of adjusting to the Washington con-
sensus and adopting EU rules mostly affected the labor
market and the redistribution of income, as indicated
by the Table 4.

Most countries in the observed period before the
financial crisis (2005-2008) note a decrease in un-
employment; following the financial crisis of 2008,
however, the massive contraction of credits, reduced
imports, and reduced demand for exports nega-
tively affected both production and employment, as
confirmed by the experiences of Poland, Romania,
Hungary and so on. Low agricultural productivity,
low industrial productivity (i.e., deindustrialization),
technological backwardness and the neglect of innova-
tions, and negative investment trends related to capital
expenditures have resulted in an increase in Croatia’s
for unemployment rate between 2008-2013; in 2013,
Croatia reported the highest unemployment rate
(17.2%) among not only the observed transition coun-
tries but also the EU countries overall. This decline
in production and employment has resulted in even
higher borrowing and lower revenues than expenses,
as indicated by the Table 5.

www.ce.vizja.pl

This table shows that in 2000 and 2012, Croatia
recorded higher expenses than revenues. Unlike in
2000, in 2012 the percentage of revenue decreased
from 35.3% to 33.9%, although the table shows that
expenses declined from 38.7% to 36.6%. Croatia’s
lack of sufficient revenue to ensure the sustainability
of its public debt has created a demand for austerity.
The tables below show that Croatia spends the most
on current, short-term expenditures, namely, subsidies
and other transfers that clearly cannot be the subject
of long-term financing considering that they are most
often settled by increased borrowing.

Accordingly, in 2000, the largest portion of Croatia’s
expenditures was attributable to subsidies and other
transfers at 43% and the smallest portion was attributable
to interest payments at 4% and other expenses at 3%.

The largest share of Croatia’s expenditures in 2012
was attributable to subsidies and other transfers at 54%
and the smallest share was attributable to interest pay-
ments at 7% and other expenses at 5%. As opposed to
the situation in 2000, in 2012 the share of goods and
services declined from 24% to 8%, earmarks for inter-
est payments increased from 4% to 7%, and subsidies
and other transfers increased from 43% to 54%, once
again indicating the problem of public debt financing.
The following table indicates the structure of the Croa-

tian government’s revenues.
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Table 7. Structure of central government expenses, 2012

Goods and

. ) Compensation of Subsidies and
Countries services (% of Interest payments Other expenses
employees other transfers
expenses)
Croatia 8 26 7 54 5

Note: Adapted from “World Development Indicators: Central government expenditure’, by The World Bank (2014c). Retrieved
from http://wdiworldbank.org/table/4.13

Table 8. Central government revenues, 2000, 2012

Taxes on income, Taxes on .
Taxesongoods . X Social
profits and R international Other taxes L. Grants and other
i . and services contributions
capital gains trade (% of revenue) revenue
(% of revenue) (% of revenue)
(% of revenue) (% of revenue)
2000 9 46 6 1 32 5
2012 8 47 2 1 34 9

Note: Adapted from “World Development Indicators: Central government revenues’, by The World Bank (2014d). Retrieved
from http://wdiworldbank.org/table/4.14

Table 9. Structure of output in Croatia, 2000, 2012

Agriculture (%) Industry (%) Manufacturing (%) Services (%)
2000 6 29 18 64
2012 4 27 14 68

Note: Adapted from “World Development Indicators: Structure of output’, by The World Bank (2014e). Retrieved from http://
wdi.worldbank.org/table/4.2

The revenue side primarily reflects shortfalls in in-
come tax and taxes on international trade, which in-
creases social contributions, grants and other revenue.

The earnings model based on industrialization, ex-
ports, savings and investments has been replaced by
a model based on imports and deindustrialization, as
indicated by the Table 9.

This table shows that from 2000-2012 agriculture,
industry, and manufacturing showed a decreasing
trend, whereas services are the only sector that showed
an increasing trend. The structure of investment and
output reveals an unsustainable path to economic

growth and development. More specifically, deindus-

CONTEMPORARY ECONOMICS

trialization, technological backwardness, and directing
investment policy towards infrastructure development
and services instead of capital expenditures (educa-
tion, health, development centers) created the basis for
increased public debt (see Table 10).

The continuous growth of Croatia’s deficit caused
an increase in public debt: by 2013, it reached 67.4%.
The table shows that public debt is a matter of concern
not only because of its amount but also because of the
dynamics of its movement (i.e., the growth rate of total
public debt was higher than the growth rate of GDP).
Croatia’s long-term deficit also indicates structural
problems with the national economy. More specifical-
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Table 10. Budget deficit and public debt in Croatia, 2007-2013

89

2007 2008 2009 2010 2011 2012 2013
Public debt (%
333 30.0 36.6 45.0 520 559 67.1
of GDP)
Deficit (% of
-19 -19 -54 -64 -7.8 -5 -49
GDP)

Note: Adapted from “World Development Indicators: Structure of demand’, by The World Bank (2014a). Retrieved from http://

wdiworldbank.org/table/4.8

Table 11. Budget deficit of selected countries, 2012

Countries

Cash surplus deficit (% of GDP)

Czech Republic
Germany
Slovenia

Spain

Portugal

[taly

Greece

UK

USA

-2.5
0.1

-36
-9.0
-7.0
-3.1
-94
-5.8
-7.5

Note: Adapted from “Cash surplus deficit (%of GDP)’, by The World Bank (2014f). Retrieved from http://data.worldbank.org/

indicator/GC.BAL.CASH.GD.ZS

ly, negative economic developments in Croatia—es-
pecially after 1994—have a strong hold over Croatia’s
economic policy, which aimed to stabilize prices and
exchange rates rather than to spur development. Croa-
tia’s exchange rate policy changed the structure of the
economy: the import sector became dominant, result-
ing in both debt growth and deficit growth in Croatia’s
current account balance. It is important to emphasize,
however, that Croatia’s exchange rate policy was not
the only cause of its economic problems. Very impor-
tant are the structure of deficit and deficit financing.
From the table below, it is clear that other countries
experience high rates of deficit compared to their to
GDP; however, the manner in which the country fi-
nances its deficit and the purpose of the country’s pub-
lic debt are both important.

www.ce.vizja.pl

The strongest world economies—for example, the
United States and the U.K.—finance economic recov-
ery by growing their deficits, whereas the EU countries
takes the opposite approach, i.e., they prioritize the
fight against deficits. Significantly, in most transition
countries, the financial crisis and declining GDP, not
structural adjustments, have affected declining deficits

due to lower imports.

Discussion

During the debt crisis, most of the European countries
affected, including Croatia, implemented fiscal disci-
pline policies to reduce debts. Most commonly, howev-
er, measures that intended to achieve reduced debt and
an economic recovery resulted in increased debt and

increased unemployment (Table 12). Promotion of the
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Table 12. Economic effects of austerity

Marinko Skare, Romina Prziklas Druzeta

2012 2013
Budget deficit (% of GDP) -5 -49
Public debt (% GDP) 559 67.1
Real GDP growth rate -19 -1.0
Unemployment rate (% GDP) 159 17.2

“sharp cuts” policy—i.e., a policy in which the main
instrument of economic policy is fiscal consolidation,
whereas monetary policy is neutral and pro-cyclical —
has created negative effects. Those negative effects have
been particularly severe with respect to employment
and citizens’ standard of living, most notably for citi-
zens who are at the bottom “of the scale” Therefore,
we must ask what has happened to the goal of reduced
unemployment and increased prosperity. According
to Bejakovi¢ (2013), a significant number of Croa-
tians suffer from difficult social conditions and lack
adequate access to public goods and services. With
increased unemployment and budgetary problems, we
can expect further deterioration of social conditions.
Indeed, Croatia has one of the highest unemploy-
ment rates in the EU. Given the dynamics of move-
ment and the amount of public debt, it is important
to note the importance of rationalizing—not neces-
sarily reducing—public spending. The funds freed
by rationalization can be used for active employment
policy measures, co-signing loan obligations, improv-
ing general liquidity, etc. Based on an analysis of mac-
roeconomic indicators, it can be concluded that the
objectives of increasing domestic production and eco-
nomic growth are mutually transversal with the aim
of solving budget deficits by applying austerity policy.
If we reach the bottom of the business cycle by reduc-
ing wages, we will not see an increase in employment,
national income, exports and competitiveness, as dem-

onstrated in the previous tables. Instead, we will see

CONTEMPORARY ECONOMICS

Note: Adapted from “World Development Indicators: Structure of demand’, by The World Bank (2014a). Retrieved from http://
wdiworldbank.org/table/4.8; “GDP growth (annual %), by The World Bank (2014g). Retrieved from http://data.worldbank.
org/indicator/NY.GDPMKTPKD.ZG; “Unemployment rate by sex and age groups - annual average, %" by Eurostat (2015). Re-
trieved from http://appsso.eurostat.ec.europa.eu/nui/show.do?dataset=une_rt_a&lang=en

The vast majority of the factors implicated by austerity are not included in these indicators.

a decrease in economic growth. Therefore, this author
supports Keynes’s idea of the impact of business cycles
on the application of austerity. In translated terms, aus-
terity can have both positive and negative effect on the
economy depending on the business cycle. To avoid re-
peating the negative experience of the PIGS countries,
Croatia—like South Korea—needs to create a mac-
roeconomic environment based on industrialization,
production and employment, thus solving the deficit
problem. As noted by Radulescu and Druica (2014), in
today’s world of financial and economic turmoil, labor
is a key resource that (in their opinion) is considered to
have relatively high education and training levels and
a strong scientific base. The above referenced steps
will result in higher wages and productivity, which is
important for economic growth. Blazevi¢ (2013) notes
that from the public policy perspective, the minimum
wage is an attractive tool because it carries strong po-
litical symbolism without requiring increased public
expenditures. She concludes, however, that most em-
pirical studies find that the minimum wages has effects
that are both negative and self-interested.

When an economic policy experiences radical

changes, its objectives must be redefined.

Conclusion

Mainstream economic theory and neoliberal economic
policy were called into question after the global financial
crisis highlighted their limitations. No consensus on the

implementation of fiscal austerity has been achieved be-
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cause despite numerous studies, this complex topic is not
been the subject of sufficient methodological exploration.
Emphasis should be placed on defining the methodology
of austerity and gathering statistical data to influence the
implementation of social transfer policies. In addition,
it is necessary to adopt a hybrid approach to fiscal and
monetary policy that comprehends both economic laws
and quantitative economic relations. The outcome of
this research should affect the transitional countries’ im-
mediate decision-making related to the implementation
of social policies. It can serve also as a basis for further
research. Implications, limitations, and directions for fur-

ther research are offered.
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