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1 OVERALL POLICY FRAMEWORK AND OBJECTIVES

The framework and objectives of the economic potityhe Republic of Croatia are defined
in a series of strategic documents of the Govertmokthe Republic of Croatia, namely: the
Strategic Development Framework for 2006-2013, tBeonomic and Fiscal Policy
Guidelines and the Pre-accession Economic Progran{PEP). Those documents provide
the basis for the implementation of the economiccpan the medium-term period.

The main objective of the economic policy, arisirgnong other things, from the
aforementioned documents, is to maintain macroeoanatability and ensure sustainable
economic growth, along with increasing employmemdl strengthening competitiveness of
the Croatian economy based on knowledge in theegbmif accession to the EU. The 2008
PEP reflects the set economic policy objective andthat regard, it sets out in detalil
macroeconomic developments and projections, fudhrection of fiscal policy, as well as the
key structural reforms in the 2009-2011 period.

This year's PEP was prepared in the conditions rofuafavourable macroeconomic
environment and spreading of the world financiasisy which Croatia is facing relatively
well prepared, but adverse effects of which wilhizdoute to a slowing down of the Croatian
economic growth in the forthcoming year as a resiilexternal demand weakening and
tighter lending conditions. In these unfavourablacroeconomic conditions, fiscal policy
remains in the focus of the overall economic poléythe Government of the Republic of
Croatia. Accordingly, continued fiscal consolidatiand realisation of the balanced budget by
2011 will be the main determinants of the fiscdlgyin the forthcoming period.

Macroeconomic and fiscal policy will be supporteg the implementation of the key
structural reforms in the medium-term period, ircadance with the priorities of the
Government of the Republic of Croatia, through empéntation of the specific measures for
a further development of the Croatian economy.hiat ttontext, further measures will be
taken, focused on, among other things, strengthesfientrepreneurship and improvement of
business climate, restructuring and privatisatibdependent sectors, further development of
the financial sector, completion of the reform msses in the field of public administration
and judiciary, with a special emphasis on the figlgainst corruption, development of
transport and energy infrastructure, environmergabtection, improving quality and
flexibility of labour force through education andagting education to the labour market
needs, as well as further ensuring social justith the condition of financial sustainability
of the health care and social security sector.



2 ECONOMIC OUTLOOK
2.1 RECENT ECONOMIC DEVELOPMENTS

The real growth of gross domestic product (GDP) amed to 5.6% in 2007, which is 0.8
percentage point acceleration in comparison witB620The largest contribution to GDP
growth in 2007 came from personal consumption awdgyfixed capital formation. In 2007,
personal consumption recorded a record high reabthrsince 2002, amounting to 6.2%, and
its contribution to overall economic activity grdwtvas 3.7 percentage points. Gross fixed
capital formation accounted for 2.0 percentage tgsani GDP growth in 2007, recording, in
the same period, the largest real growth amon@fE components, amounting to 6.5%. The
contribution of exports of goods and services wéspg&rcentage points in 2007. Due to a
higher negative contribution of imports of goodsl a®rvices of -3.7 percentage points, the
contribution of net exports was negative, amountmg0.8 percentage points. In 2007, the
real growth of imports and exports of goods andises was 5.8% and 5.7%, respectively,
and the growth of both categories slowed down ixedaio 2006. Government consumption
also recorded the largest growth since 2002, amaynd 3.4% and contributing to GDP
growth with 0.7 percentage points in 2007. Real G@p&wth recorded in 2007 was 0.4
percentage points lower compared to the growthepte@ by the last year's PEP (6.0%),
primarily due to a smaller increase in gross fixempital formation and government
consumption relative to the projected one.

In the first three quarters of 2008, real GDP gloamounted to 3.0%, which is the result of a
4.3% real growth in the first, 3.4% growth in thezend and 1.6% growth in the third quarter.
The main generator of GDP growth in the first thgearters of 2008 was gross fixed capital
formation, which grew at an annual rate of 9.7%stdng real growth of investments of 9.8%
recorded in the first quarter additionally acceledato 12.6% in the second quarter of 2008,
only to slow down to 6.6% in the third quarter. éstments are followed by personal
consumption with a real growth of 2.3% in the fitstee quarters of 2008, namely, of 4.3% in
the first quarter, 2.2% in the second quarter addrOthe third quarter of 2008. Government
consumption grew at a rate of 0.5% in the firstrtpra3.2% in the second quarter and 1.3%
in the third quarter, which represents a real yeayear growth of 1.6% in the first three
quarters of 2008. The real growth of exports ofdgand services stood at 3.1% in the first
three quarters of 2008, whereas imports of goodssanvices rose by 7.2%. Consequently,
contribution of net foreign demand to real GDP dgilowas negative, amounting to -2.9
percentage points. Growth of imports of goods ardises accelerated from 7.0% in the first
quarter to 8.1% in the second quarter and amourting 3% in the third quarter of 2008.
Exports of goods and services increased in readsdry 3.8% in the first quarter, by 4.6% in
the second quarter and by 1.7% in the third quait@008.

The available monthly indicators of economic atyifor the beginning of the fourth quarter
of 2008 point to a further deceleration of econoattvity relative to the first three quarters
of the observed year.

Industrial production recorded year-on-year groveties of 4.7% in the first quarter and 3.8%
in the second quarter of 2008. In the third quartergrowth slowed down to 0.2%, while a
2.1% reduction of industrial production was recokden a year-on-year basis, in October and
September. The increase in inventories of finaligtdal products of 6.0% in the first eleven
months of 2008 also reflects a weakening of denfandndustrial products in 2008. The
largest contribution to inventories growth was mdmean increase in inventories in the

! GDP data for 2005, 2006 and 2007 provided by that@l Bureau of Statistics (CBS) are preliminang a
based on quarterly GDP calculation estimates.
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manufacture of food products and beverages, mamué®f wood and manufacture of
fabricated metal products.

Deceleration of domestic demand growth is also extidn retail trade turnover, which
recorded a nominal year-on-year growth of 6.8%hmfirst eleven months of 2008, whereas
it was reduced by 0.1% in real tefmilon-specialised stores with food, beverages lmdoo
predominating and automotive fuels recorded thetnsamificant nominal year-on year
growth in retail trade turnover by branches infing eleven months of 2008, which is partly
a consequence of an increase in prices of petrofeuhfood products.

A year-on-year growth in tourist nights amounte@ 1% in the first eleven months of 2008.

In the first quarter of 2008, tourist nights inged by 21.3% year-on-year, in the second
guarter, stagnation in tourist nights was recorggdtive to the same period in 2007 and in
the third quarter, tourist nights increased by 2.1860ctober and November tourist nights

dropped by 0.5% compared to the same period of.28€3brding to the balance of payments
data, revenues from tourism amounted to EUR 6l®biin the first three quarters of 2008, a

9.6% rise against the same period in 2007.

In the first eleven months of 2008, favourable labonarket developments continued.

Unemployment hit its record low since 1995 and at-Bovember 2008, registered

unemployment at the Croatian Employment Servicernedsced by 7.7% relative to the same
month in 2007. The Croatian Bureau of StatisticB$Lpreliminary data on employment and

the Croatian Pension Insurance Institute data emtimber of insured, indicate a continuous
year-on-year growth of the total number of emplopedsons in the first eleven months of
2008. Favourable developments on the labour mdeketto a reduction in the registered

unemployment rate to 13.2% in November, down bypkftentage point against the same
month of the previous year. Labour force surveyadptesently available only for the first

two quarters of 2008, show that the labour foraeespiaverage unemployment rate stood at
9.0% in the first half of 2008, representing a dePcentage point fall year-on-year.

The average nominal gross wage increased by 7.2%eifirst ten months of 2008, year-on-
year, whereas the annual growth of the averagegreak wage amounted to 0.7%, which is a
deceleration compared to the same period of 200énwt stood at 3.8%. The average net
wage in the first ten months of 2008 recorded ainahgrowth of 7.0% and a real growth of
0.4% relative to the same period of 2007. Inflatignpressures strongly influenced the
movements of real growth of gross and net wageisit should be noted that they have not
brought about the effect of inflationary spiral. 2808, the taxation of income also changed,
by increasing personal allowance from HRK 1,60HRK 1,800, and the Act on Minimum
Wage was adopted, setting the minimum wage at HRK72 Both measures, which began to
be applied in July 2008, have contributed to ameiase in the share of net wage in gross
wage.

The average annual rate of inflation was 2.9% i@72@vhich is 0.4 percentage point above
the inflation projected by the 2007 PEP. The departrom the projected value is primarily a
result of unfavourable developments at the end00f72relating to the increase in the prices
of energy products on the world market and a splloeffect of prices of agricultural
products on the prices of food products. A sigaificcarry-over of inflation from end-2007
and a continued increase in prices of food prodants refined petroleum products had an
impact on a year-on-year growth of consumer pmciex, which stood at 6.1% in 2008. Core
inflation recorded a year-on-year rise of 5.8%hia tirst eleven months of 2008, primarily as
a consequence of an increase in prices of breaghlsemeat, milk, oil and fat. The industrial
producers’ price index went up by 8.4% in 2008.

2 Real growth of retail trade turnover stood at 2.8the first quarter of 2008, at 1.3% in the setouoarter,
whereas a real decrease of retail trade was regdndthe amount of 2.2% in the third quarter anB&% in
October and November.
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In 2008, under the influence of mostly importedatibnary pressures, the central bank faced
new challenges as regards the fulfilment of itsmarny objective, stability of prices.
Consequently, monetary policy became more resteictn the observed year, which was
reflected in a significantly reduced volume of figreexchange interventions and reverse repo
auctions, as well as in an increase in interesisrat reverse repo auctions. In conditions of
increased inflation, the central bank avoided tee af foreign exchange interventions, in
order to prevent creation of excessive liquidityccArdingly, only two foreign exchange
interventions were held in 2008.

The application of the Decision on the Purchas€arhpulsory CNB Bills, for the purpose of
slowing down placement growth, continued into 2008e permissible growth of bank
placements is restricted to 12%, whereat permesgbdwth rate of placements in the period
from 1 to 31 January stands at 1%, increasing oh eabsequent calculation period by 1
percentage point. Banks with a placement growttvalibe permissible level are obliged to
subscribe CNB bills in the amount of 75% of thecplaent growth exceeding the permissible
level. In accordance with the prescribed restmdjadevelopments in the first eleven months
of 2008 indicate the slowing down of the lendingiaty of commercial banks. In the first
eleven months of 2008, bank placements to non-bgnkector thus recorded an 8.4%
growth, which is below the restriction for the saperiod (11%). The year-on-year rate of
growth of total bank placements decelerated frond%5at end-2007 to 11.3% in November
2008. Placements to enterprises recorded a yegeangrowth of 13.1% at end-November
2008, whereas placements to households rose b$o16:27.8 percentage point less than at
end-2007.

Marginal reserve requirement was another signifiaanetary policy instrument during

2008, which was introduced in order to slow downirgense foreign borrowing by banks,
imposing an obligation on all banks to deposit 56#4he funds acquired abroad with the
central bank. That instrument significantly contitded to a growth deceleration of banks'
external debt, which has continuously recorded ar-pa-year reduction since April 2007,

falling from EUR 10.2 billion at end-2006 to EUR97illion at the end of September 2008.
In early October 2008, the Croatian National Bab&lished marginal reserve requirement in
order to provide banks with additional foreign exiee liquidity and ensure the smooth
fulfilment of their obligations.

As a response to inflationary pressures, the yearear growth of monetary aggregates
slowed down during 2008. Money (M1), which grew18;/3% at the end of 2007, recorded a
decline of 5.9% in November 2008 at annual levdiictv can mostly be accounted for by a
slow-down in demand deposits’ growth. A year-onrygaowth of total deposits with
commercial banks (including demand deposits) seto$l0% in November 2008, which is a
14.9 percentage point fall relative to end-2007 fiost important contribution to the growth
of total deposits was made by foreign currency dipowhich rose by 12.4% year-on-year in
November, primarily due to a growth in foreign ancy deposits of households. Total liquid
assets (M4) decelerated their year-on-year growtmf18.3% at end-2007 to 5.0% in
November 2008.

The average nominal exchange rate of the kuna stghi@ euro was 7.22 HRK/EUR in 2008,
which is a 1.5% appreciation compared to 2007. 0wl pressures during the tourist season,
inflow of foreign exchange from an increased boimgyvof companies abroad, inflow of
foreign capital for the purpose of buying INA sheend a generally reduced liquidity of the
financial system contributed to the kuna exchamge appreciation. In the first ten months of
2008, the indicators of price competitiveness ofndstic exports deteriorated, as the kuna
real effective exchange rate appreciated by 6.8864a9%, deflated by consumer prices and
producers’ prices, respectively.



The balance of payments current account deficitea®ed from 7.9% in 2006 to 8.6% in
2007. Such developments are primarily the resudtroincrease in the negative balance in the
goods account, which was only partly offset by agdasurplus in the services account.
Revenues from tourism, which amounted to EUR 6li8obiin 2007, with a 7.3% growth
year-on-year, made the largest contribution toitleeease in the services account surplus.
The decrease in the current transfers accountusugil5.8% in 2007 also contributed to the
increase in the balance of payments current acadefidit. On the other hand, deficit in the
income account was reduced by 2.9% in 2007 relatv2006. The coverage of imports of
goods and services by exports of goods and serwess85.3% in 2007, which is a 1.1
percentage point fall compared to 2006. Movemantié financial account were marked by
a historically high amount of foreign direct invegints of EUR 3.5 billion, i.e. their 34.9%
increase in comparison with 2006. An outflow of EBRnillion was recorded in the portfolio
investments account in 2007, whereas an inflowldRE.3 billion was recorded in the other
investments account. Net errors and omissions atedun EUR -890 million in 2007, while
international reserves went up by EUR 722 millidine last year's PEP projected current
account deficit in 2007 at 8.1% of GDP, but thetunnt shows 0.5 percentage point higher
share than the projected one. This can primariladmounted for by an unexpected increase
in petroleum prices on the world market at end-2007

In the first three quarters of 2008, the currertoant balance of the balance of payments
further deteriorated, mostly on account of a carmdth strengthening of imbalance in foreign
trade in goods. Current account deficit stood aREZ5 billion in the first three quarters, an
increase of EUR 1.2 billion or 88.2%, year-on-ye&arch developments are a consequence of
a year-on-year increase in goods account deficiEDR 1.4 billion, increase in income
account deficit of EUR 298 million and decreaseunrent transfers account surplus of EUR
20 million, which was only partly offset by an iease in services account surplus, amounting
to EUR 559 million. Movements in the balance of pawyts financial account were marked
by a reduction in direct investments from EUR 2IBdm in the first three quarters of 2007 to
EUR 2.1 billion in the first three quarters of 200&ich is a 22.7% decrease. Inflow of cash
of EUR 46 million was recorded in the portfolio @stments account, whereas an inflow of
EUR 2.0 billion was recorded in the other investteesccount, which is almost five times
more than in the same period of 2007. The largestribution to an increase in other
investments in the first three quarters of 2008e#mm other sectots

During 2008 there was a deceleration of a yearear-ygrowth of goods exports, and an
acceleration of growth of goods imports as welb&snerchandise trade deficit. In the first

eleven months of 2008, goods exports recorded aoregear growth of 5.5%, whereas

goods imports grew by 9.9%. The coverage of googmits by goods exports amounted to
45.8% in the first eleven months of 2008. The latgmntribution to exports growth was

made by manufacture of other transport equipmehgmicals and chemical products,

electrical machinery and apparatus and manufactuceke, refined petroleum products and
nuclear fuel. The categories which contributedrtiwest to the increase in goods imports in the
first eleven months of 2008 were the following: macture of coke, refined petroleum

products and nuclear fuel, manufacture of othemspart equipment, extraction of crude

petroleum and natural gas and manufacture of clasnémd chemical products. It should also
be taken into account that imports became morersipe due to the increase in petroleum
prices on the world market and that growth in inipa@f other transport equipment is partly a
consequence of temporary imports of ships for repai

In terms of geographical structure of foreign traB& countries accounted for 61.0% of
Croatian total goods exports in the first elevennths of 2008, which is a 5.7% increase
compared to the same period of 2007. Goods impats the EU countries were reduced

% Enterprises constitute the largest part of oteetcss.
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from 65.1% in the first eleven months of 2007 t0983 in the first eleven months of 2008
and the year-on-year growth of imports from the &ddintries stood at 8.0%. In terms of
individual countries, exports to Italy (19.0%), Bes and Herzegovina (15.5%), Germany
(10.7%), Slovenia (7.8%) and Austria (5.8%) had ldrgest share in Croatian total goods
exports. In comparison with the same period of 200@ods exports to Bosnia and
Herzegovina increased by 13.8%, to Germany by 12a2% to Italy by 3.9% in the first

eleven months of 2008, whereas exports to Austopped by 1.4% and to Slovenia by 0.8%.

According to balance of payments data, which do imatude cross-currency changes,

international reserves went up by EUR 409 milliarthe first three quarters of 2008, owing

to the growth in allocated foreign exchange reseeggirement by banks, foreign exchange
intervention by the central bank in January andpiinehase of foreign exchange received by
the government under the PAL 2 loan. According e monetary statistics data, which

include cross-currency changes, international vesemcreased by 5.4% in the first nine

months of 2008, reaching EUR 9.8 billion at endiSetber.

As of beginning of 2008, a new system of extern@btdmonitoring has been applied,
according to which the external debt stock for Dalger 2007 was adjusted. According to the
new system, external debt amounted to EUR 33.Bilh December 2007, which is EUR
337 million more than the previously reported EUR3billion. In addition, the share of
external debt in GDP for 2007 also increased frah8% under the old system to 88.7%
under the new system. In comparison with 2006 stiege of external debt in GDP went up
by 3.2 percentage points, whereas the last ye&R projected a decrease in its share. In
compliance with the last year’s projections, thertwing of banks was reduced in 2007, but
increased external borrowing of enterprises offsisteffect.

At end-September 2008, gross external debt amount&iJR 36.0 billion according to the
preliminary data and in the first nine months 0020t rose by EUR 2.7 billion or by 8.3%.
The increase in external debt in the first nine thencan primarily be accounted for by
borrowing of other domestic sectors (enterprisessttute the largest part of that sector),
external debt of which went up by EUR 2.9 billioBxternal debt of ownership-related
enterprises through foreign direct investmentseased by EUR 718 million and external
debt of government increased by EUR 140 milliontelexal debt of banks was reduced by
EUR 975 million in the first nine months of 2008.terms of the external debt structure, the
share of the government external debt in totalregtedebt was reduced from 20.2% at end-
2007 to 19.1% in September 2008. In the same pesiakdcrease in the banks’ external debt
share was also recorded, from 26.8% to 22.1%, whieshare of external debt of other
sectors went up from 41.3% at end-2007 to 46.1%eptember 2008.

2.2 MEDIUM-TERM MACROECONOMIC SCENARIO

Medium-term macroeconomic projections are basedreleased GDP and balance of
payments data for the first three quarters andtbardigh-frequency indicators of economic
activity available for the first eleven months dd08. The combination of macroeconomic
policies on which the programme is based is charsetd by a synergy of the fiscal and
monetary policies, with an aim of preventing adeemexternal effects, i.e. preserving
macroeconomic stability and fostering economic dhowustainable in the long-term. A
continuous fiscal consolidation, which creates leddoundation for resistance of the public
finance system to unfavourable conditions in th@irenment, has remained the main
characteristic of fiscal policy. With the aim ofifitment of its primary objective, maintaining

price stability, the Croatian National Bank pursuesnetary policy based on stability of
domestic currency exchange rate. In 2008, as dtrekinflation acceleration, the central
bank was faced with new challenges in achieving pitenary objective. However, it
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succeeded in mitigating the inflationary pressuygspursuing a more restrictive monetary
policy. In the forthcoming period, when the spidoveffect of world financial crisis on
Croatia is expected to be most pronounced, mongialigy will strive to maintain stability
and liquidity of the financial system by using vars administrative measures, some of which
have already began to be applied.

2.2.1 Real Sector

The quarterly GDP calculation indicates real yeatyear economic growth of 3.0% in the
first three quarters of 2008, as a result of 4.3%wth in the first quarter, 3.4% in the second
and 1.6% in the third quarter of 2008. In view &pected more pronounced weakening of
economic activity in the last quarter of 2008, tirejection for the entire 2008 indicates a
2.5% real GDP growth. The main contribution to st@vdown of economic activity in 2008
is expected to be made by the weakening of houdatmmisumption, as well as the decreasing
of foreign demand for Croatian products. On theeottand, gross fixed capital formation,
stimulated by strong construction activity in 2608as remained the main generator of
economic growth.

The slow down of economic growth, which began ia second half of 2008, is expected to
continue in 2009. A further slowing down of personansumption, as a result of slower
growth of disposable income of households, andah fedl of investments, due to, among
other things, more difficult financing of the plasth capital projects, is anticipated. In
addition, the expected weakening of demand for Hothestic and foreign products will lead,
during 2009, to a reduction of imports and a mitldvwgh of exports of goods and services,
which should result in positive contribution of metports to GDP growth.

The economic growth projection for 2009 is 2.0%thvthe main risk of the projected growth
being a more pronounced spillover of financial €sion the real sector than expected. In
accordance with a gradual recovery of the worldneowy, the acceleration of economic
growth to 3.2% in 2010 and 4.0% in 2011 is expecfegositive contribution to economic
growth will also come from continued implementatioh structural reforms, which will,
through further improvement of the business climh&e an impact on the strengthening of
the private sector. Structural reforms will alsodapported by a further reduction of fiscal
deficit, which will create additional space for {hevate sector.

Personal consumption, the main generator of ecangnoiwth in 2007, decelerated in 2008.
In the first three quarters of 2008, personal com#ion recorded a real growth of 2.3%,

whereas, at the level of entire 2008, it is expkdte rise by 1.7%. The deceleration of
personal consumption can be explained by a smgilewth of real disposable income of

households, which is primarily a result of a corsadble increase in consumer prices during
the observed year.

Year-on-year growth of employment was 1.1% in tret fen months of 2008 and real growth
of average net wage 0.4%. The slowing down of yeayear growth of loans to households
(excluding housing loans) to 8.9% at end-Novemlmer anfavourable developments on the
capital market, which led to a decrease in the evalti households’ financial assets thus
making the wealth effect, present in earlier yeatisappear, also contributed to the
deceleration of personal consumption.

Additional deceleration of real growth of personahsumption to 1.1% is expected in 2009,
when, in addition to all the above mentioned faxtivtom 2008, a weak real growth of net
wages, despite reduced inflationary pressures,lse aexpected to have an impact on

“ Volume indices of construction works recorded aryen-year growth of 11.8% in the first ten monsfig008.
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consumption, together with a smaller growth of empient. Mild depreciation of the kuna
exchange rate against the euro will increase thddouof repayment of existing loans and
foreign sources of financing will be less availabiel considerably more expensive.

In 2010, 1.9% real growth of personal consumpt®expected and in 2011 the real growth
will stand at 2.7%. In addition to the increasalisposable income, consumer confidence in
the observed period could also be positively affiédby increased prices of assets, such as
real estate and financial assets, as a result mfatanarket recovery. The aforementioned
effect should be taken into account especiallyhan¢ontext of Croatian accession to the EU
and related increase in positive expectations.

Figure 1: Contribution of Aggregate Demand Catezgpto Real GDP Growth

[ Gross fixed
capital
formation

I Net foreign
demand

I Government
consumption

I Personal
consumption

—&— GDP

2004 2005 2006 2007 2008p 2009p 2010p 2011p

Source: CBS, MF

The projection of government consumption indicatesreal growth of government

consumption of 2.3% in 2008, whereas a slowing dofvgovernment consumption growth

to 1.1% is expected in 2009, due to a somewhateslaverease in the number of employed in
public administration. The expected real growtlgo¥ernment consumption is 1.7% in 2010
and 1.5% in 2011.

In the first three quarters of 2008, gross fixedited formation recorded a strong real growth
of 9.7%, stimulated by construction activity, priihainvestments in sports, commercial and
other non-residential facilities. At the level ofitee 2008, real growth of investments is
expected to amount to 8.1%. A real fall of investiseof 1.1% is projected for 2009, as a
consequence of contraction of investment activibas also in view of the previous year's
high base. Although a moderate slowdown of govemnrevzestments in capital projects is
expected, the most significant reduction in invesita in 2009 will refer to their private

component, due to more expensive and less availaiile domestic and foreign sources of
financing. In 2010, the projected real growth ofdstments stands at 2.2% and its
acceleration to 4.2% is expected in 2011.

Real year-on-year growth of exports of goods amdicges amounted to 3.1% in the first three
quarters, while the growth for the entire 2008 stineated at 2.5%. In 2009, real growth of
exports of goods and services is projected at 0$#ee the effects of the global financial
crisis are expected to be most strongly pronouncetthat year, which will be reflected in
deceleration and even stagnation of the econontigitgcon the main Croatian exports
markets (Italy, Germany, Austria and Slovenia). tlme forthcoming period, growth
acceleration of goods and services exports to &0804.0% is expected in 2010 and 2011,
respectively. Economic growth recovery of the nfameign trade partners and countries from
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which the largest number of tourists arrives, all a® further strengthening of integration
processes will contribute to acceleration of exgort

A strong real growth of imports of goods and seassiof 7.2% in the first three quarters of
2008 and year-on-year decrease in goods impods98b in October and November resulted
in an estimate of real growth of imports of goodsl gervices of 5.9% at the level of entire
2008. In accordance with the expected considerddteleration of personal consumption,
reduced gross fixed capital formation and reducsdahd for petroleum due to deceleration
of the overall economic activity, a real fall of ports of goods and services of 3.1% is
projected for 2009. In the forthcoming period, impaf goods and services will record a real
growth of 0.9% and 2.3% in 2010 and 2011, respelstiv

The above mentioned analyses imply that net expurtgoods and services will make a
negative contribution to real GDP growth in 200&weéver, in the subsequent years, their
contribution will turn positive, especially in 200&@hen net exports contribution will stand at
2.4 percentage points.

Favourable labour market developments continued @M008. The average number of
registered unemployed persons was reduced by 1¥e@%on-year in the first eleven months
of 2008, whereas the labour force survey unemploymage stood at 9.0% in the first half of
2008. The labour force survey unemployment ragsignated at 8.7% for the entire 2008 and
its further reduction to 8.5% in 2009, 8.0% in 2Gi&@ 7.4% in 2011 is anticipated. By the
end of the projection period, a further growth e tnumber of employed is expected.
However, employment growth will slow down to 0.4% 2009. In all the years of the
projection period, labour productivity growth isp@cted, but it will be somewhat lower in
2009. Since the labour productivity growth is expdcto be faster than real wage growth, a
further decrease in the real unit labour cost ggguted in all the observed years.

2.2.2 Inflation

Unfavourable factors on the supply side, which teelep the increase in prices of crude
petroleum and food raw materials on the world miarkes well as drought that struck
domestic agricultural production, resulted in thecrease in inflation rate to 5.8% in
December 2007. The inflation rise at end-2007 Wss affected by a significant acceleration
of the real annual growth of personal consumptidhe postponed impact of domestic
demand strengthening on inflation was also feltrdpu2008. The continuous strengthening of
inflationary pressures was present until July 20@3n the annual rate of inflation increased
to 8.4%. Afterwards, a reduction in the level oicps was recorded, so that in December
2008 the year-on-year growth of consumer pricexnst®od at 2.9%. The prices dropped
after July under the influence of the weakeninghef imported inflationary pressures, which
was reflected in a decrease in prices of food ratemals and crude petroleum on the world
market. This, along with a favourable base effieat had an impact on the deceleration of the
annual growth rate of domestic prices of food andrgy since August 2008. Accordingly,
the year-on-year increase in food prices slowed ddwm 14.7% in July to 5.0% in
December 2008, whereas the prices of energy, wlgeae-on-year growth amounted to
16.5% in July, recorded a decline of 1.7% in Decemb

Table 1: Consumer Price Index, %

2007 2008 2009 p 2010 p 2011 p
CPI, 2007 PEP 2,5 3,1 2,6 2,5 -
CPI, 2008 PEP 2,9 6,1 3,5 3,2 3,0

Source: CBS, MF
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The annual rate of inflation measured by consumiee pndex stood at 6.1% in 2008, which
is a 3 percentage points higher inflation rate ttheenone projected in the previous PEP. One
of the reasons for this was a larger increaseigepithan the expected one in the September-
December 2007 period, which contributed to a grezey-over effect of inflation from 2007
into 2008.

The forecast of consumer price movements in 2009 made under the assumption of a
relatively stable exchange rate of the kuna agameseuro, which represents the main anchor
of the domestic inflationary expectations. Accoghyn an assumption is incorporated into the
projection that the average nominal exchange ratie kuna against the euro will move
around 7.27 HRK/EUR in 2009. In accordance withghgected movements of the US dollar
against the euro on the world foreign exchange atagkdepreciation of the average nominal
exchange rate of the kuna against the US dollaragected in 2009. The weakening of the
kuna exchange rate against the US dollar will haveadverse effect on the movements of
prices of imported raw materials and finished goetigch are paid in the US dollars.

The continuation of the trend of decrease in tlexnof prices of food raw materials on the
world market, which started in the third quarte608, is expected in 2009. Nevertheless, it
should be noted that the projected reduction inekel of food raw materials prices for 2009
is somewhat less intense than the previous incseasarices, so that the food prices on the
world market will remain at a relatively high levéh addition, IMF analysts anticipate a
further fall in metal prices on the world market2809 and a decrease in the average crude
petroleum price expressed in US dollars by 31.8#pared to year 2008.

Inflationary pressures arising from the developraemtdomestic demand during 2009 should
be mitigated, taking into account foreseen dectteraof domestic demand growth, relative
to 2008. In addition, the weakening of the pressuwe cost-push inflation is expected in
2009, since a slowing down of the annual growtle rat unit labour cost is expected.
However, an increase in administrative prices, Whigates to the increase in prices of°gas
excise duty on tobacco productnd of health care services due to the implemientadf
health care reform, will contribute to strengtheniof inflationary pressures in 2009.
Accordingly, a slowdown of the average annual tidlarate from 6.1% in 2008 to 3.5% in
2009 is projected.

During 2010 and 2011, under the assumption thatewo external shocks will occur and that
global financial system will recover, a furtherlation decrease is projected. The average
annual growth of consumer prices of 3.2% is exgkote2010 and its further deceleration to
3.0% in 2011.

2.2.3 Monetary and Exchange Rate Policy

The primary objective of the Croatian National B4GKNB) is to maintain price stability. In
the fulfilment of its primary objective, the CNB gsuies monetary policy based on stability of
the nominal exchange rate of the kuna against ubh@ &he choice of such monetary policy
arises from the conditions in which the centralkaperates. More specifically, Croatia is a
small and highly euroised country whose main fordigde partners are from the euro area.
In such conditions, movements of the nominal exgkarate of the domestic currency

® The IMF analysts expect in their forecasts frord-&ttober 2008 that following a 25.7% increaserings of
food raw materials, recorded in 2008, their prisésdrop by 18.4% in 2009, relative to the prevéoyear (in
terms of US dollars).

® The price of natural gas increased by 20% on aeeiraJanuary 2009.

" Increase in excise duties arises from the requiréno align excise duties with the EU regulatiomshe
following two years.

11



strongly affect movements of domestic prices, tidlaary expectations, stability of the
domestic banking system and economic activity @wbale.

On the other hand, pursuing the policy of stableharge rate in the conditions of free
movement of capital restricts the scope of monepmticy. The interest rate transmission
mechanism of monetary policy is not developed eidfitly, so the central bank generally
uses the open market operations for short-termdityumanagement and stabilisation of the
domestic money market. In such conditions, therumsént of reserve requirement, which
sterilises excessive liquidity, is also very imaoit

Owing to a strong capital inflow from abroad (rewes from tourism, foreign direct
investments, external borrowing, etc.), apprecmpeessures and central bank's interventions
of purchase of foreign exchange have charactetlsedoreign exchange market in the last
few years. In such conditions, monetary policy dase the exchange rate as the nominal
anchor, complemented with other administrative messs has proved adequate for achieving
the primary objective of the central bank.

However, inflation acceleration at end-2007 andhim first half of 2008 set new challenges
for the monetary policy. The central bank actediniits competence to mitigate inflationary
pressures. Creation of reserve money was limitetha period and the restrictiveness of
monetary policy was reflected in a reduced volurhepen market operations and in growth
of interest rates at reverse repo auctions. Irsdw®nd and third quarter of 2008, there were
no foreign exchange interventions. The tightnessmohetary policy resulted in growth
deceleration of almost all monetary and credit eggtes and in a mild appreciation of the
exchange rate of the kuna against the euro. Ag¢migeof the third quarter of 2008, inflation in
Croatia slowed down and a continuation of sucleadis expected in the forthcoming period.
In the absence of additional external shocks, di&tieg monetary policy instruments should
contribute to a further weakening of inflationamggsures in 2009 as well.

In order to reverse the unfavourable trends of &sige growth of banks’ placements,
enlargement of balance of payments current acadefintit and the increase in total external
debt of the Republic of Croatia, the CNB also usadous administrative measures in the
previous years. The most important ones are theyinarreserve requirement and the
purchase of compulsory CNB bills. The former measwvhich made the use of foreign
capital more expensive for commercial banks, wa®duced in 2004 and it resulted in a
sharp fall of external debt of commercial bankshe subsequent years. Furthermore, the
measure relating to a purchase of compulsory CNIB, bvhich is aimed at slowing down
banks' placement growth, was applied in 2003 ar@ 26 a very similar form. The said
measure was also effective in year 2008 and itaisned to be in effect in 2009 as well. This
measure has proved successful and placement gaeeiterated to long-term sustainable
levels, from 22.9% in 2006 to 15.0% in 2007, wiglacements are estimated to grow within
the prescribed restriction of 12% in 2008.

In addition, the CNB has continuously amended andptemented various decisions in the
field of prudential regulation. All the amendmerfitd which the most important are the
following: introduction of the requirement to mait foreign exchange exposure of
commercial banks' clients, increase in risk weigfds placements to clients with a
mismatched foreign exchange position, tightenindghef prescribed requirement to allocate
special reserves for fast-growing banks, tying risalised growth of bank placements to a
required capital adequacy level) have resulted istrang recapitalisation of commercial
banks, thus increasing resistance of the domeatikibg sector to potential shocks. At the
same time, unfavourable developments on the wanh€ial markets and domestic capital
market have not so far produced any adverse etincthe Croatian banking sector. In
contrast, they stimulated growth in bank deposit2008. In addition, the fact that the sold
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claims based on the granted loans were also ingludethe restriction on the banks'
placement growth contributed to the reduction afkdsaexposure to additional risks.

In view of the fact that in September 2008 the lragland financial crisis spilt over from the
USA to Europe, there is a possibility that the wdiihancial crisis, in addition to indirect
effects on the economic and financial developmemt€roatia, will affect the domestic
financial system. In that case, the CNB will strieemitigate the shocks associated with the
financial crisis. With the very intention of impriog foreign exchange liquidity of the
system, the central bank abolished the marginaérvesrequirement in October 2008,
providing thus banks with approximately EUR 0.48idm. In addition, in November 2008,
banks' reserve requirement rate was reduced frdvh tb7 14%, in order to facilitate the
financing of government needs on the domestic nhatkghout fear of crowding out the
private sector from the sources of financing. Tlereanentioned decision is also a step
towards achieving a long-term gradual reductiorresferve requirement in the process of
monetary policy alignment with the EU standards. #h@ purpose of maintaining exchange
rate stability, i.e. restricting depreciation prgges on the kuna against the euro, at the
beginning of 2009, the CNB increased the calculébegign exchange component of reserve
requirement which is allocated in kuna from 50%/%8%. It should be noted that the CNB
and the financial system as a whole have at thspodal considerable amount of foreign
exchange reserves which could mitigate possibleksholt should also be stressed that
administrative and prudential measures, appliedenent years, have resulted in a large
increase in banks' capital adequacy and a decrigagbeir external debt, which has
significantly improved resistance of the domestiamncial system to shocks.

2.2.4 External Sector

After the year 2008, in which an increase in thiatee of payments current account deficit
(as a percentage of GDP) is expected due to ekt&honaks, primarily high petroleum prices,
in 2009 its strong decline is anticipated. In tleang that follow the current account deficit
will continue to decrease but at a somewhat slgvese. Current account deficit, after the
estimated 10.5% of GDP in 2008, will thus drop #8% of GDP in 2009 and then to the level
of 6.4% of GDP in 2011.

As regards the assessment of the balance of pagrdefitit for 2008, differences in relation
to the values from the previous PEP result from hmpmorer performance in the first half of
2008, especially in merchandise trade. Less opicregpectations for 2009 can be accounted
for by the current financial crisis which has brbtuigessimism in the expected economic
dynamics in the euro area countries which gendratdargest part of demand for Croatian
export products.

In 2009 a decrease in goods imports is expectethaply due to the weakening of the
economic activity and domestic demand but also r@s@t of a decrease in the world prices,
especially of energy products, agricultural andeottaw materials. In addition to a decrease
in prices of crude petroleum, which had a significaffect on deterioration of foreign trade
deficit in 2008, the weakening of the economic\atgtiin 2009 should also lead to a decline
in demand, i.e. imported and exported quantitiethat energy product. In the forthcoming
years, in accordance with the expected econommvesyg, a gradual strengthening of goods
imports growth should follow. Nevertheless, thaiwgth could be more moderate than in the
previous years, since the world prices are not @epleto increase as sharply again as they did
in the previous period.

During 2009, a slowing down of goods exports groistexpected, as a result of deceleration
and even stagnation of the economic activity inrtten Croatian exports markets, whereas,
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in accordance with the recovery of global demanstrengthening of Croatian goods exports
is expected in the forthcoming years. As a restiltaodecrease in goods imports and
deceleration of exports, a drop in foreign tradéctas expected in 2009 while its moderate
growth is anticipated in the forthcoming years.

Expected movements in international service tradeganerally accompanied by forecasts of
revenues from tourism. Accordingly, growth recovefyrevenues from tourism is expected
again following a weaker growth of revenues in 2089 to a fall in demand in the main

tourist generating markets, caused by the econorsis. Some of the internal factors which

could stimulate a faster growth of revenues in gatiod will include investments in new

hotel and apartment capacity and improving the goate of the existing accommodation

facilities, which will in turn stimulate a largeumber of foreign tourist arrivals, especially

those of higher income. Positive contributions e tocal communities are also expected,
especially in the field of environmental care amgeistment in tourism infrastructure.

After a rather strong growth in factor income aatodeficit in 2008, that growth is expected
to weaken considerably in 2009, primarily as a ltesfuslowing down of expenditure growth.
In the forthcoming years, when a gradual econom@overy is expected, an increase in the
negative balance of factor income account couleédpg again, as the expenditures growth
accelerates. With economic recovery, a gradual laa®n of revenues growth is also
expected, especially of compensations to emplogedgevenues from equity investments of
residents abroad.

In 2009, a decrease in positive balance of curtramisfers account is expected, whereat the
growth of both current transfers’ revenues and edjeres will slow down. In the
forthcoming years, revenues from transfers shotddvdaster with the economic recovery, so
that improvement in the positive balance is expketgain.

Figure 2: Balance of Payments Current Account

as % of GDP
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Source: CNB, MF

Following the INA takeover, the largest individwhtect investment in Croatia so far, no new
large takeovers of domestic companies are expeei@aever, a larger amount of greenfield
investments is anticipated, especially in the a@gtiof trade, but the realization of these
investments is expected only after the stabiliratod global economic developments. As
regards the expected recapitalisation of banksanmt®unt should be smaller than in the
previous years, considering the present large aggation of the banking system and under
the assumption of further restriction on the growththeir placements. On the other hand,
further growth of equity investments, unrelatedthe privatisation and recapitalisation of
banks, is to be expected, especially after 2009¢whvill also be favourably affected by
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joining the NATO alliance and Croatia’s EU accessrocess, which implies legislative
alignment with theacquis communautaire, implementation of the required reforms, regulatio
of land registry and prevention of corruption.

In 2008, the increase in the external debt as aeptage of GDP to 92.4% is expected,
primarily due to a significant rise in borrowing ofher domestic sectors and ownership-
related enterprises through foreign direct invesiisieln accordance with the expected
unfavourable developments and more difficult finagcconditions on the world financial
markets and taking into account the expected dextala of domestic economic activity, a
considerable slowing down of the Republic of Cra@atigross external debt is expected in
2009. Nevertheless, with the gradual weakenindgneftorld financial crisis, in the following
two years foreign sources of financing should bezomore accessible to the domestic
sectors, so that a faster growth of their extededit is expected.

The consequences of the world financial crisis ahthe weakening of economic growth in
the country could mostly be reflected in a deceie@naof enterprises’ debt growth, especially
in 2009, whereas in the forthcoming period, theibtdcould grow somewhat faster. However,
that growth will still be more moderate than in ghevious years, a contribution to which
could be made by the expected strengthening ofitieestic capital market, which would
enable companies to meet their increased needegehteg financing on the domestic market.

As regards commercial banks, a drop in their delexpected in year 2009, due to the more
difficult financing conditions on the foreign matke while such movements could also
continue in the forthcoming years, but less intgnse

The orientation so far on the continuous decreasfripe fiscal deficit and on the domestic
sources of financing has had positive impacts endigwvelopments of government as well as
total external debt. The share of government ialtexternal debt was thus decreased from
33.0% at end-2003 to 19.1% in September 2008. Wollpthe projections for public sector,
it is expected that the share of government in ®teernal debt will slightly decrease in the
medium term.

In accordance with the described external debt I[dpweents, and taking into account a
slower growth of nominal GDP relative to the prexdwo years, a moderate improvement of
the relative indicator of external indebtednessla@agccur in the projected period, from the
projected 90.9% of GDP in 2009 to 90.0% of GDPOA R
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3 PUBLIC FINANCES
3.1 GENERAL GOVERNMENT BALANCE AND DEBT
3.1.1 Policy Strategy and Medium-Term Objectives

The fiscal policy for the next medium-term periodllwemain in focus of the overall

economic policy of the Government of the RepublicGroatia. The fiscal strategy will

continue to be oriented towards further fiscal atipent, the implementation of which will

result in the reduction of the general governmesficd and decreased participation of the
state in the economy. A significant contributiorthiese effects will be provided by structural
reforms which will complete the economic policy frawork and which are described in
more detail below.

The abovementioned fiscal policy direction will popt the primary objective of the
economic policy of the Croatian Government by facg®n:

* Encouraging positive rates of economic growth,

* Reducing unemployment rates and the increase ofogmpnt,

* Ensuring social fairness,

* Reducing of the general government deficit towdbdtancing total revenues and

expenditures at the end of the medium-term period,
e Further reduction of public debt and stabilisatdbrexternal debt.

To this end, the implementation of the followingustural measures aiming at sustainability
of public finance and further development of a tioling market economy is of utmost
importance:
 Promoting business environment and encouraging ftthevelopment of
entrepreneurship,
» Systematic encouraging of the knowledge-based typ@ecompanied by channelling
resources into education, research, developmenifaddng learning,
* Restructuring and modernisation of the shipbuildiagd railway sector and
completing the privatisation process,
* Continuing the reform of the public administratiand judicial system, accompanied
by the active implementation of measures to figf#tiast corruption,
e Further regional development supported by continngdstments into infrastructure,
transportation and water and gas supply to alspafrCroatia,
* Improving energy efficiency and energy stability,
« Continuing the care of socially vulnerable groupmng with improving of all social
security segments targeting,
* Implementation of the reform of the health careteys which will ensure an
increased efficiency and financial sustainabilityle health care system,
« Completing the process of alignment of Croatianislagon with the acquis
communautaire.

3.1.2 Actual Balances and Medium-Term Perspectives

Recent Movements in the Consolidated General Govemment Budget

The fiscal consolidation process, which began i0420continued in 2007. A substantial
reduction of net lending/borrowing of 1.5 percemtggints was noted in 2006 and the trend
of its reduction by another 0.8 percentage poirgsto the level of 1.6% of GDP, continued
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in 2007. Both revenues and expenditures of the almladed general government were
compliant with the planned amounts. The revenuee foy 12.8% year-on-year and the
expenditures rose by 10.7% year-on-year.

Table 2: Revenues, Expenditures and Net LendingéBong of the General Government
2004-2007

% of GDP 2004 2005 2006 2007
Net lending/borrowing -4.3 -4.0 -2.4 -1.6
Total revenue 44.9 44.5 44.8 46.0
Total expenditure 49.2 48.4 47.2 47.6

Source: MF

The favourable fiscal trends continued into thetflralf of 2008 both on the revenue and on
the expenditure side of the budget. In July 2008eAdments to the State Budget of the
Republic of Croatia were adopted, which providesaf@lanned net lending/borrowing at the
level of -1.3% of GDP. The trends in the second parthe year point at achieving the

projected level of net lending/borrowing, which a§ utmost importance for the further

implementation of the fiscal adjustment in the miediterm period.

Medium-Term Fiscal Projections
Consolidated General Government Revenue

Revenues of the consolidated general governmenthéoperiod 2009-2011 are planned in
line with the projections of macroeconomic varigbknd on the basis of their preceding
trends. Also, estimates of introducing new soumaefunding intended for the health care
sector have been taken into consideration, spatificintroducing a pension insurance
contribution at the rate of 3% for those benefieimmwhose pension exceeds the amount of an
average salary, as well as co-payments, supplehtezdéth insurance and insurance against
civil liability in respect of the use of motor veles.

With respect to abovementioned, total revenuet®tbnsolidated general government show
a tendency of reduction of their share in GDP fr#Bn2% in 2009 to 44.8% in 2010, i.e. to
44.4% in 2011, which is determined by the expeeteohomic activity being largely under
the influence of global trends.

Accordingly, a year-on-year growth by 4.5% is expddn 2009, as well as higher revenue
rates in 2010 (5.8%) and in 2011 (6.5%) as a redulte growth of economic activity.

The structure of the budget consists for the madtqf VAT revenues, making up an average
share of 14.1% of GDP in the period under revietre Pplanned nominal consumption in the
medium-term period was taken into account in thedjection, as well as possible risks of the
employment rate slowdown, salary developments amglayment structure by sectors which
could change depending on overall tendencies ieldpment of economy. They are followed
by social contributions, which are planned to stan#i3.6% of GDP.

A slight decrease in excises in GDP, namely frob®&in 2009 to 3.9% in 2010 and to 3.8%
in 2011 has been recorded. Regarding the shaotahetxcises, revenue deriving from excises
on petroleum derivatives is the most significané @md is followed by excises on tobacco
products and excises on cars. The projection osegmn petroleum derivatives is based on
current developments as well as possible effectdecfease in price in the world markets.
The projection of excises on tobacco products takesaccount effects of amendments to the
Act on excises on tobacco products whereby thee@s® of excises is being aligned with the
European Union regulations. The aforementioned d@ments to legislation and the

17



application of the new Act on Restriction of UsagfeTobacco Products in Public Places
increase the possibility of decrease in consumptibtobacco products and, consequently,
lower revenue collection on the basis of excisembacco products.

By the end of 2011 and on the basis of the expegtedth in nominal gross wages and in
employment, personal income tax revenues are pegjeat 3.5% of GDP. For the purpose of
projecting personal income tax revenues in 2009efiiect of amendments to the Act on
Income Tax have been taken into consideration vidyeire July 2008 the personal exemption
was increased from HRK 1,600 to HRK 1,800.

Profit tax revenue will record a slight decreasé®share from 3.3% of GDP in 2009 to 3.2%
of GDP in 2010 and 2011, which is in accordancehwite expected trends in economic
activity.

The most significant reduction of the share in GBRhat of property revenue, specifically
from 0.7% in 2009 to 0.4 in 2010 and 2011.

At the same time, custom fees and duties mainkesim share in GDP at the level of 0.6%. It
is worth mentioning that no significant changes fooeign trade legislation have been
envisaged.

Consolidated General Government Expenditure

Consolidated general government expenditure, irpdred 2009-2011, will be affected with
the continuing trend of fiscal consolidation, sugpd for the major part by the continued
implementation of structural reforms and the cdntrfothe expenditures execution. On the
other hand, trends in expenditures will be deteethiby the implementation of key policies
and measures aimed at promoting entrepreneursieigional development, incentive
programmes for the promotion of competitivenessiwithe agriculture sector, investment
into education and science, protection of sociallinerable groups, as well as maintaining
sustainable economic growth and development. Adcgly] it is expected that total

expenditures of the consolidated general governmme2®09 will be at the level of 46.1% of
GDP and will continue to decrease to 44.4% of GbPG11.

Expenditure for social benefits, which accounttfor largest share of total expenditure of the
consolidated general government, will decreasshtse from 18.0% of GDP in 2009 to the
level of 17.7% of GDP in 2011. The dynamics of exgiture for social benefits is closely
associated with meeting the needs of the pensisarance and health care systems. To
illustrate this: the pension expenditures inclutge éxpected effects related to changes to the
levels of family and disability pensions as well th& measures for the elimination of
differences between the pensions of the “old” amtw” pensioners, aimed at the
improvement of their material status. Health cdtecations are influenced by the recent
reform of the health care system, which has intceduwchanges to the financing of health care
and ensured the funds required in order to optirttiseefficiency and allow for the financial
sustainability of the health care system, partidylavith regard to primary and secondary
health care. In addition, this expenditure categociudes funds required for exercising rights
on the basis of social welfare, material and Ig@gatection of unemployed persons, maternity
and child allowance.

Compensation of employees is the second largesinelpire item, the share of which will be
reduced from 11.5% of GDP in 2009 to the level @0% of GDP in 2011. For 2009 those
expenditures have been planned in line with thdiedpn of Agreement on the Base for
Calculating Salaries in State and Public Servicesf&2006 whereby the 6%-yearly-increase
of the base for calculating salaries applicabldéonext 3-year period was agreed.
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Expenditures for intermediary consumption relatestlyado expenditures for the use of goods
and services. In the period under review, theireslsmexpected to average at 5.8% of GDP. It
is important to emphasise that trends of these relipees will be largely determined by

programmes related to national security, healthe cas well as activities and projects

associated with the EU accession, which primargytgn to strengthening administrative

capacities.

The share of expenditures for subsidies will cargito decrease from 2.5% of GDP in 2009
to the level of 2.2% of GDP in 2011. Trends of engitures for subsidies in the medium-term
period will be largely determined by subsidies grieulture, but also by other subsidies
(shipyards, railways) with the focus on horizorsabsidies in contrast to sectoral subsidies.

The expenditures for property income will decrefisen 1.6% of GDP in 2009 to 1.3% of
GDP in 2011. Such trends will be a result of faatle trends of interest expenditure, which
is a direct positive consequence of the fiscal otidation process and the reduction of net
lending/borrowing in the consolidated general gowggnt budget and needs for its financing.
In this context it is important to mention the pb#gy of risks arising from the increase of
the cost of capital, i.e. interests.

The category of other current transfers, which fyatomprises current grants and current
donations, is projected to stand on average afete of 1.5% of GDP, whereas capital
transfers, which are comprised of capital grants @apital donations, are planned to stand at
2.5% of GDP during the next medium-term period.

Expenditures for gross fixed capital formation coisg net expenditures for the acquisition
of fixed assets, strategic inventories and valmbMaintaining of the share of these
expenditures at the level of 2.7% of GDP by the en?011 will be determined by activities
associated with road infrastructure and other abpitvestments in the fields of science,
education, judicial system, border-crossings, etc.

Table 3: Revenues, Expenditures and Net LendingéBong of the General Government
2009-2011

ESA 95 % of GDP 2007 2008p 2009p 2010p 2011p
TR Total revenue 46.0 45.7 45.2 44.8 44.4
Main components of total revenue:

P.1  Output 4.7 3.9 4.1 4.0 3.8
D.211 Value-added tax 13.7 14.3 14.0 14.1 14.1
D.61R Social contributions, receivable 13.7 13.8 13.6 13.6 13.6

Current taxes on income, wealth etc.,

D.5R receivable 7.1 7.2 7.0 6.9 6.9
D.51A - of which: personal income tax 3.6 3.6 35 35 35
D.51B corporate income tax 3.2 3.3 33 3.2 3.2
D.212 Taxes and duties on imports excluding VAT 0.6 0.6 0.6 0.6 0.6

Taxes on products, except VAT and import
D.214 taxes 4.7 4.6 4.5 4.4 4.2
D.214a - of which: excises 4.4 4.1 4.1 3.9 3.8
D.4R Property income, receivable 0.8 0.5 0.7 0.4 0.4

TE Total expenditure 47.6 46.9 46.1 45.4 44.4

Main components of total expenditure:

P.2  Intermediate consumption 5.8 6.0 5.8 5.8 5.8
D1.P Compensation of employees 11.3 11.2 11.5 11.0 10.9
D.3P Subsidies, payable 2.7 29 25 24 2.2
D.4P Property income, payable 2.0 1.8 1.6 15 13

Social benefits other than social transfers in
D.62P kind, payable 14.3 14.4 14.1 13.8 135
D.631 Social transfers in kind 3.2 3.3 3.8 4.3 4.2

D.7P Other current transfers, payable 1.6 15 15 15 15
D.9P Capital transfers, payable 2.0 2.8 24 25 25

P.5 Gross capital formation 4.2 3.0 2.7 2.7 2.7

Assumption of guarantees 0.2
B.9 Netlending/borrowing -1.6 -1.3 -0.9 -0.6 0.0
Source: MF
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Net Lending/Borrowing

The process of fiscal consolidation and the resgyltiecrease in the negative balance of the
general government budget (net lending/borrowindl) @ontinue in the next medium-term
period. Proceeding with such a policy also enthilsher attainment of positive economic
effects on a larger scale. However, certain risk$ wegard to the implementation of set
objectives of the fiscal policy in the forthcominmeriod should be taken into account,
particularly with regard to unfavourable and una®rtglobal trends in economic growth and
financial market movements. Revenue projectiongdagpon medium-term macroeconomic
projections as well as rational planning of expamés in the forthcoming period will result
in continued fiscal consolidation policy and theluetion of the negative balance in the
consolidated general government budget towardsbial@ total revenues and expenditures at
the end of the medium-term period.

Continued reduction of the negative balance of geaeral government budget, which is
defined as a difference between revenues and eitpey] is foreseen in the period 2009-
2011, while the end of the period under review wék the balancing of total revenues and
expenditures. Accordingly, net lending/borrowing2@09 will be at the level of -0.9% of
GDP and -0.6% of GDP in 2010, while as for 2011léwel of 0.0% of GDP is planned. The
largest contribution to the above trends of thehed of the general government budget will
be provided by the budgetary central governmentmélg, balanced budgets for local and
regional self-government units are being plannedte entire period in question, whereas a
negative balance is recorded with extra-budgetaeysiat the level of -0.1% of GDP in 2009,
i.e. -0.2% of GDP in 2010 and 2011 respectivelye THudgetary central government is
expected to record a reduction of net lending/lwimg from -0.7% of GDP in 2009 to -0.4%
of GDP in 2010, whereas in 2011 revenues will lghér than expenditures, or to be more
precise, net lending/borrowing will be at the pesitevel of 0.2% of GDP.

Table 4: Revenues, Expenditures and Net LendingéBong of the General Government
2007-2011 According to Government Level

% of GDP 2007 2008p 2009p 2010p 2011p
Budgetary central government - unconsolidated
Total revenue 39.4 394 39.2 38.9 38.6
Total expenditure 40.0 40.3 40.0 39.3 38.4
Net lending/borrowing -0.7 -0.9 -0.7 -0.4 0.2
Extrabudgetary users - unconsolidated
Total revenue 3.8 2.1 1.9 1.9 1.8
Total expenditure 4.6 2.4 2.0 21 21
Net lending/borrowing -0.7 -0.3 -0.1 -0.2 -0.2
Local government - unconsolidated
Total revenue 5.6 5.6 55 55 55
Total expenditure 5.6 5.7 55 55 55
Net lending/borrowing 0.1 -0.1 0.0 0.0 0.0
Consolidated general government
Total revenue 46.0 45.7 45.2 44.8 44.4
Total expenditure 47.6 46.9 46.1 45.4 44.4
Net lending/borrowing -1.6 -1.3 -0.9 -0.6 0.0
Source: MF

Financing of the General Government Budget

The total level of the required financing in thatfi@oming medium-term period will be
determined by the trends of the fiscal balancariamal assets as well as liabilities maturing in
the period under review.
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Table 5: Financing of General Government Budge9202011

ESA 95 % of GDP 2007 2008p 2009p 2010p 2011p
F.A Net acquisition of financial assets -1.1 0.3 0.4 0.5 0.5
F.1 Monetary gold and special drawing rights (SDRs) 0.0 0.0 0.0 0.0 0.0
F.2A  |Currency and deposits - assets -0.5 0.2 0.3 0.2 0.2
F.3A  |Securities other than shares - assets 0.0 0.0 0.0 0.0 0.0
F.4A  |Loans - assets 0.4 0.2 0.2 0.2 0.2
F.4AA Loans - assets - acquisitions 0.5 0.3 0.3 0.4 0.4
F.4AD Loans - assets - disposals 0.1 0.2 0.2 0.2 0.2
F.5A  |Shares and other equity - assets -1.0 -0.1 0.0 0.1 0.1
F.5AA Shares and other equity - assets - acquisitions 0.1 0.2 0.1 0.1 0.1
F.5AD Shares and other equity - assets - disposals 11 0.3 0.2 0.1 0.0
F.L Net incurrence of liabilities 0.5 1.5 13 1.1 0.5
F.2L Currency and deposits - liabilities 0.0 0.0 0.0 0.0 0.0
F.3L Securities other than shares - liabilities 0.5 -0.4 17 0.7 -0.2
F.3LR Securities other than shares - liabilities - repayments 21 17 17 21 2.2
domestic 15 1.3 0.1 1.0 0.7
foreign 0.6 0.4 1.6 11 15
F.3LI Securities other than shares - liabilities - incurrence 2.6 1.2 3.3 2.8 2.0
domestic 2.6 1.2 1.6 1.6 12
foreign 0.0 0.0 1.7 1.2 0.8
F.4AL Loans - liabilities -0.3 1.9 -0.4 0.4 0.7
F.ALR Loans - liabilities - repayments 15 13 17 14 0.7
domestic 0.5 0.5 1.0 0.8 0.3
foreign 1.0 0.8 0.7 0.5 0.4
F.4LI Loans - liabilities - incurrence 1.2 3.2 13 1.8 1.4
domestic 0.2 2.4 0.8 15 1.3
foreign 11 0.9 0.5 0.3 0.2
F.7L Other accounts receivable/payable - liabilities 0.2 0.0 0.0 0.0 0.0
B.9F |Net lending/borrowing -1.6 -1.3 -0.9 -0.6 0.0
Source: MF

Along with the completion of the privatisation pess, a gradual reduction of privatisation
receipts on the financial assets side will occarthe medium-term period the share in GDP
of net incurrence of liabilities will record contious decrease, specifically from the level of
1.3% of GDP in 2009 to 0.3% of GDP in 2011. Thesogafor the continuous decrease of net
liabilities share in the period under review is fold. Namely, the first reason is
developments concerning fiscal balance, i.e. movawgards balanced general government
budget at the end of the period under review. Hu®sd reason is decrease in the total level
of repayments, specifically from the level of 3.4%GDP in 2009 to 3.0% of GDP in 2011.

The significant orientation to domestic sourcesfio&ncing will continue, and as far as
borrowing instruments are concerned, the strongegthasis will be on bonds. Particular
attention will be paid to the smoothing of the mmyustructure of liabilities and balanced
distribution of refinancing burden.

In the forthcoming period, five bond issues willton@, one domestic and four international
issues. As regards the domestic bonds, HRK 3 bjllissued in 2005, will mature in March
2010. As far as international issues are concerede of them are in Euros and they will
mature in an amount of EUR 500 million in Februa®@9 and 2010 (issues from 2002 and
2003), EUR 750 million in March 2011 (issued in 2p@nd one issue in Japanese yen from
2003 totalling JPY 25 billion, which will mature dune 2009.
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Table 6: Overview of Bonds Maturing in the Peridi02 — 2011

Bond Date of issue Currency A”.‘°.“”t Interest rate Maturity
(million)

Domestic bonds

Series 08 D-10 08.03.2005. HRK 3,000 6.75% 08.03.2010.
International bonds

Euro-EUR IV 2009 11.02.2002. EUR 500 6.25% 11.02.20009.
Samurai V 2009 26.06.2003. JPY 25,000 1.23% 26.06.2009.
Euro-EUR V 2010 24.02.2003. EUR 500 4.63% 24.02.2010.
Euro-EUR 111 2011 06.03.2001. EUR 750 6.75% 14.03.2011.

Source: MF

3.1.3 Structural Balance

Estimate of the cyclically adjusted primary defigias done in three steps. The first was to
calculate the deviations of individual macroeconoirases from their trend values. Next, the
elasticity of individual cyclically sensitive compents relative to their respective
macroeconomic bases was estimated. The last stefgoacalculate the cyclical deficit using
the estimated elasticity of cyclical components dadiations of macroeconomic bases from
their trend values, whereas the cyclically adjugpeidhary balance was calculated as the
difference between the primary and the cyclicalaitef

The calculation of cyclically adjusted deficit waased on the method of the European
Central Bank. Personal income tax, corporate incdade VAT, excises and social
contributions were observed as cyclically sensiteenponents on the revenue side whereas,
on the expenditure side, unemployment benefits wéserved. Wage bill, gross operating
surplus, personal consumption and the number ofmplmeyed persons were used as
macroeconomic bases for individual cyclical compdse Long-term trend values of
individual macroeconomic bases were determinedppyyang the Hodrick—Prescott filter on
their quarterly seasonally adjusted values withcth@sen smoothing paramedeof 300.

Figure 3: Deviations of Macroeconomic Bases fromirtiirend

as % of GDP

s GDP (R)
Personal consumption (R)
Wage bill (R)

— Number of unemployed (R)

Gross operating surpluss (R)

Source: MF

Elasticity of individual cyclically sensitive compents relative to their respective
macroeconomic bases was calculated using the fiolgpaconometric model:
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AlnX! =a+B(n X, —yInV, +p+&+..)+ FAInV, +5,AInV., + A+

where Xi represents the observed cyclical componadtVi the respective macroeconomic
basis, whiled1 ands2 are the short term elasticity of cyclical compatserelative to the
relevant macroeconomic bases in the same and ¢éseging period.

As the model with the deviation correction is ategral part of the presented equation, the
tests of order of integration of individual timeriss were first to be carried out. They indicate
that the order of integration of all series is flyothe series of the number of unemployed
persons has the order of integration of 2. Aftetedwining the cointegrational vectors, by
evaluation of the described model, short term eigtof individual cyclically sensitive
components relative to their respective macroeconbases was derived.

Table 7: Estimated Elasticity of Cyclically Seng#iBudget Components for Croatia

Budget elements Macroeconomic basis _—
. ; Elasticity

(current prices) (current prices)
Personal income tax wage bill 1.81
Corporate income tax gross operating surpluss 2.21
VAT personal consumption 1.16
Excises* personal consumption 1.00
Social contributions wage bill 0.49
Unemployment benefits number of unemployed 1.59
* Short-term elasticity of excises is calibrated
Source: MF

The cyclical component of the chosen revenue apdrediture budget categories is calculated
as a product of estimated elasticity and deviatibthe respective individual macroeconomic
bases from their trend values. The cyclical budggance is defined as the sum of cyclical
components of budget revenues and expendituresisaadlculation enables the determining
of the value of cyclically adjusted or structuraidiget balance. Structural budget balance is
the difference between the real budget balancetaendyclical balance. The primary deficit of
consolidated general government is used for theutzlon of structural budget balance, as
the expenses for interest are not the result akatifiscal policy.

Figure 4: Primary Balance and Cyclically Adjustethfary Balance

as % of GDP

[ Cyclically adjusted primary balance
—o— Primary balance

Source: MF
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Evaluation of the fiscal policy character, takingtoi account the imperfections of the
Hodrick—Prescott filter, indicates that fiscal pglihas changed its cyclical characteristics
many times in the analyzed period. Pro-cyclicatdispolicy is characterized by expansive
fiscal policy in the period of overheating of theoaomy, and restrictive fiscal policy in the
period of underemployment. Anti-cyclical fiscal j@yl is characterized by expansive fiscal
policy in the period of underemployment and restrec fiscal policy in the period of
overheating of the economy. Analysis shows thatha years 1997, 2001, 2003, 2005 and
2006 fiscal policy was pro-cyclical, while in thears 1996, 1998, 1999, 2000, 2002, 2004
and 2007 it was anti-cyclical. As for the projeasothe output gap is expected to be positive
with anti-cyclical character of fiscal policy inghyears 2008 and 2011, while in the years
2009 and 2010 it is expected to be negative withqgyclical character of fiscal policy.

Figure 5: Character of Fiscal Policy

as % of GDP

1 Character of fiscal policy
—o— Output gap

Note: Shaded areas represent periods of anti-eydigcal policy
Source: MF

3.1.4 Debt Levels and Developments

Public debt trends in the period 2004-2007 wereasdtarised by the implementation of fiscal

adjustment, which, along with the rationalisation the expenditure side of the general
government budget and positive developments onebenue side, enabled the level of net
lending/borrowing in the period under review todignificantly reduced. The impact of such

reduction of the net lending/borrowing levels résdlin the significant public debt reduction

expressed as a share of GDP. Consequently, the shanublic debt in GDP in 2006 was

reduced by as much as 2.7 percentage points inarisop with the preceding year and 2007
saw further decrease of the share by 2.3 percem@igés. Public debt in 2007 amounted to
44.2% of GDP, recording thus, when compared tolével of 2004, a decrease by 4.7

percentage points. Out of the total amount of putdibt recorded at the end of 2007, 85.6%
was attributable to direct borrowing of the variogsneral government levels, while the

remainder referred to the Government guarantees.

In addition to the recorded reduction of the shafrgublic debt in GDP, the period under
review noted changes in the foreign and domestigpoments of public debt. The share of the
domestic component in the said period has increasedinually from 44.8% in 2004 to
59.5% in 2007, while the share of the foreign congmt in the same period has decreased
continually from 55.2% in 2004 to 40.5% in 2007.e¥h8 developments resulted from the
orientation to mostly domestic sources for the paepof financing the general government
deficit.
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Figure 6: Public Debt 2004-2007
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Source: MF

The majority of the general government debt is essed primarily with bond issues,
followed by loan borrowings. The period 2004-200&sveharacterised by the Government's
orientation towards securing financing through éssin the domestic market, which has
helped reduce the dependence on internationalatapérkets. It has also had a positive
impact on the country’s external debt developmani$ has contributed to the development
of the domestic financial market.

At the end of 2007, most of the general governnustit (82.6%) related to the budgetary
central government debt, while the remaining pafemred to the debt of extra-budgetary
users (15.9%) and local government (1.6%). In tesimsurrency structure, it is important to
emphasize that about 4/5 of the debt is denominatéateign currency, mostly in Euros.

With regard to public debt management in genetréd,of great importance to define adequate
plans and direction of public debt management, wibigilds on previous years’ public debt
management policies and is closely associated thighfiscal and other economic policy
plans.

According to the abovementioned facts and the drpedevelopment of the fiscal policy in
the forthcoming period, further declining of thebfioc debt as a proportion of GDP is
expected. Thus, by the end of 2011 public debkpeeted at the level of 37.9% of GDP. In
particular, the orientation to domestic sources ttog purpose of financing the general
government’s needs in the forthcoming period walldontinued.

Table 8: Projections of Net Lending/Borrowing, Gexi€sovernment Debt and Public Debt

% GDP 2007 2008p 2009p 2010p 2011p
Net lending/borrowing -1.6 -1.3 -0.9 -0.6 0.0
General government debt 37.8 36.1 35.1 33.8 31.8
Foreign 14.4 12.9 12.2 11.2 9.5
Domestic 23.4 23.2 23.0 22.5 22.3
Public debt 44.2 42.3 41.4 40.0 37.9
Foreign 18.0 16.5 15.8 14.8 13.0
Domestic 26.1 25.8 25.6 25.2 24.9

Source: MF
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3.1.5 Budgetary Implications of Major Structural Reforms

The fiscal programme in the medium-term period wélsupported by the implementation of
vital structural reforms, particularly in the emtase sector, labour market, agriculture, public
administration, education and science, health cacejal welfare, judicial system and

environment protection. In Chapter 4: StructuraldRe Objectives, this document provides a
detailed description of the goals, measures anditees in each of the areas mentioned, while
fiscal effects of the key measures undertaken dasgbahe structural reforms are shown in
Annex I: Matrix of Policy Commitments. Those fis@dfects include allocations of budgetary
funds for the purpose of implementing certain measuand they provide information as to
how those measures are financed from loans andr&ldqeession assistance funds.

Accordingly, in the medium-term period 2009-201&{ imcrease of budgetary allocations for
the purpose of implementing certain structural mess will stand at 0.7% of GDP in
average, of which the budgetary revenues relatmgdme of those measures (realised
through the use of EU funds and the like) will netan average increase of 0.2% of GDP,
while the expenditures will increase by 0.9% of G@dPaverage.

At this point, it is important to stress the maspbrtant measures having fiscal effects in the
forthcoming period. The subsidies to shipyards082will be reduced by HRK 133 million.
As regards the subsidies to Croatian Railways (t3keaZeljeznice), they will also be reduced
by HRK 98.0 million. With regard to the policy ofmcultural state aid, it should be noted
that these expenditures will start to decrease,ehafyy 0.005% of GDP in 2009, 0.07% of
GDP in 2010 and 0.04% of GDP in 2011.

In addition, the implementation of the Decision thie Base for Exercising Rights on the
Basis of Social Welfare, which provides for thergase of the base by 25%, will have an
impact on expenditures of approximately 0.06% ofRG&nnually in the period 2009-2011.
Introduction of a new measure in the field of seegiand support for families in the frames of
the pro-natal policy will have an impact on expémdis of 0.02% of GDP annually. In terms
of structural measures it is important to mentibe tealth care reform, which ensures
additional sources of financing: supplemental teelsurance, co-payments, premium of the
civil liability in respect of the use of motor veles. Other measures in the enterprise sector,
labour market, agricultural sector, public admiigon, education and science, health care,
judicial system and environmental protection wilsa produce fiscal effects on the
expenditure side, which, in principle, exceed tbeenues resulting from the utilisation of
various EU pre-accession assistance programmes.

3.2 SENSITIVITY ANALYSIS AND COMPARISON WITH PREVIOUS
PROGRAMME

3.2.1 Fiscal Risks and Sensitivity Analysis of Deficit ad Public Debt

Fiscal projections for the medium-term period aasdal on the macroeconomic assumptions
described above and in this respect represent alimasfiscal projection based upon a
baseline projection of macroeconomic assumptioosthe purpose of analysing the trends of
fiscal categories under the assumption of alteraasicenarios, it is important to take into
consideration certain risks and to conduct sersitanalysis of the deficit and public debt
movements to those risks.
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Fiscal Risks

Changes in macroeconomic variables certainly hayefeant implications for the expected
direction and result of the fiscal policy. For exae) a lower level of a real GDP has a direct
impact on the level of expected budgetary reverares as such may result in increased
budgetary deficit than originally planned. In tltaise, negative effects would also affect the
public debt movements, which would, as a resudiroincreased need for financing, record an
increase beyond the one in accordance with thelibasarojection. Fiscal risks associated
with a weaker economic activity are one the mogiartant sources of potential obstacles to
the baseline fiscal projections, whereas the statelucive to a slower economic growth and
lasting for a longer period of time, would resuit multiplying negative effects upon the
developments of fiscal variables in the forthcompegiod.

In view of negative impact on public debt movemantthe medium-term period, significant
change of the domestic currency rate scenario brigbinted out as a potential threat to this
scenario. In view of the fact that approximatel§ &f public debt is denominated in foreign
currencies, the depreciation of the domestic cayrdhuna) would lead to a higher level of
public debt and would aggravate its servicing.

Debt servicing (principal repayments and intereaynpents) also presents a fiscal risk
because when larger amounts of debt fall due fgmeat they create pressure on current
business operations in that refinancing risk ineesawhile at the same time posing greater
burden on the budget. Public debt management shbeléfore ensure that debt-servicing
burden is evenly distributed.

Apart from the abovementioned risks, there areehbsat could eventually have a negative
impact on the set fiscal policy direction. Suclksisan be manifested on both the revenue and
expenditure side of the budget and thus jeopaitiseprocess of fiscal consolidation, both
with regard to the planned movements of the fisgeficit and to the overall future
organisation of public finance system.

In addition to the abovementioned effects of chdngecroeconomic assumptions on the
dynamics of collected revenues, there are othdss ris this respect, such as inadequate
control of revenue collection or increasing of tirey economy, which may have unwanted
consequences with regard to the expected revenuemamts. With respect to the latter, it is
extremely important to continue with the measucestimulate and increase the efficiency of
tax administration and strenghten the control efdkierall process of revenue collection.

On the expenditure side, it is necessary to empdatie risk of non-implementation of
structural reforms with the foreseen dynamics, #mel absence of rationalisation on the
expenditure side due to non-implementation of stmat reforms or their inadequate
implementation.

Finally, stronger expenditure pressures could beesult of inadequate distribution of
investment projects where any upward variance ftom infrastructure investment plans
would lead to increased expenditures and net |lg@olomrowing.

Movements which could pose risk to realisation dfe tplanned levels of net
lending/borrowing will be addressed by expenditagdgustment but also by strengthening of
revenue collection control measures.

The analyses of net lending/borrowing and publist gensitivity to the most significant risks
are described below.
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Net Lending/Borrowing Sensitivity Analysis

The analysis of the fiscal balance movement bwldsn assumed baseline macroeconomic
projection and fiscal projections for the mediumteperiod. The changes of certain factors
have an impact on the final result, i.e. in netllag/borrowing.

All analyses carried out and their results werentbempared to the baseline scenario, which
is based on medium-term macroeconomic forecastdeWhose analyses were carried out on
arbitrary assumptions, they still clearly show wh#ects on net lending/borrowing could be
expected in the next medium-term period if the magsumptions moved in an unwanted
direction.

An overview is given below of sensitivity analysinfjnet lending/borrowing, which include
the analysis of a lower level of real GDP, the $hotlower revenue than expected and a
shock involving an unexpected one-off increasexpeaditures.

The analysis of a lower level of real GDP is cafroait under the assumption of a lower real
growth of GDP in 2009 and 2010. The level of re@BIRGgrowth is assumed at the level of
0%, in 2009, i.e. a halved expected real GDP grdwtl2010 in comparison with the baseline
projection.

Sensitivity analysis results have shown that sumrelbpments may cause adverse effects on
movements in net lending/borrowing in comparisothwhe baseline medium-term period
projection, leading thus to an increase of netileg/dorrowing by 0,6 percentage points in
2009 and by 1.3 percentage points in 2010. After pleriod of shock, a very moderate
recovery follows.

The analysis of reduced revenue lies on the assompf the revenue growth rate in 2009
and 2010 being twice lower than the one foreseerthieybaseline medium-term period
projection. These analyses have shown that, inscalséoreseen movements, it would come
to significant discrepancies between net lendingdwing and the baseline projections.
Consequently, in the two-year period of a lowererawe growth, in accordance with the
assumptions of the analysis conducted, in 200%emeling/borrowing would be as much as 1
percentage point above the level projected whil@da0 it would be 2.2 percentage points
above the level projected. Furthermore, as anadnawback of lower revenue growth it
should be pointed out that after a period of shiwk recovery is relatively slow.

The analysis of a one-off growth of expenditurepligs the possibility of the requirement to
carry out a higher level of expenditures in relatim the baseline medium-term period
projection, which can be a result of expenditures previously identified (planned or
projected) or a result of the non-implementationkey structural reforms, on the basis of
which certain savings have been projected in tleelbee scenario or guarantees have been
assumed that — under the baseline scenario — shautlonly been contingent liabilities. For
the purpose of this analysis, it is arbitrarily aeed a one-off increase in expenditures of
HRK 1 billion in 2009. The effects of such increastgow that the increase in total net
borrowing is carried over to the entire period un@iew.
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Table 9: Assumptions of the Baseline Scenario agsliRs of the Sensitivity Analysis

2007 2008p 2009p 2010p 2011p
Assumptions (baseline scenario)
Real GDP, growth rate 5.6 2.5 2.0 3.2 4.0
Inflation (GDP deflator) 4.0 6.2 3.7 3.5 3.2
Revenue, growth rate 12.8 8.0 4.8 5.8 6.5
Expenditure, growth rate 9.3 10.1 4.7 4.9 5.2
Net lending/borrowing
Baseline scenario -1.6 -1.3 -0.9 -0.6 0.0
Slower economic growth -1.6 -1.3 -1.5 -1.9 -1.4
Weaker revenue realization -1.6 -1.3 -1.9 -2.8 -2.2
One-off increase in expenditure -1.6 -1.3 -1.2 -0.9 -0.3
Source: MF
Figure 7: Results of Sensitivity Analysis
2007 2008p 2009p 2010p 2011p
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Public Debt Sensitivity Analysis

It is of great importance to continuously conduablc debt sensitivity analysis so as to
enable timely and realistic understanding of vasiamplications of alternative scenarios
under the macroeconomic and fiscal assumptionsd8gsconducting tests which include a
series of alternative scenarios of the basic detembs for public debt movement makes it
possible to measure the intensity of public debttiens to changes in certain determining
factors. Finally, public debt sensitivity analyseisable realistic consideration of potential
measures, which would mitigate negative developmehthe public debt level, which might

occur as a result of changes in the main determifaictors.

The public debt sensitivity analyses are based han baseline scenario, which rests on
medium-term macroeconomic projections and assumgptid series of alternative scenarios
are then applied with the assumed values beingdteptcertain (historical) level or subjected
to various shocks.

In view of that, tests have been conducted, whiesume the debt movements towards the
assumption of historical values of its key deteranis, as well as the analysis of a slower
economic growth, the analysis of maintaining priynealance at the level of the historical

average and the shock of a real interest rateattadysis of the debt reaction to arbitrary
depreciation of the domestic currency and the sloddontingent liabilities.
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In conducting the previously described sensitiahalysis, it is apparent that depreciation of
the kuna, especially against the euro, would hdnge dtrongest impact on public debt
movements in the next several years. The reasothébiies primarily in the fact that about

4/5 of total public debt is denominated in foregnrencies, of which 60% in Euros.

For the purpose of this test, a 30-percent degreniaf the kuna in 2009 is assumed and it is
apparent that under such conditions one may exjpattthe public debt could rise to a

significantly high level of GDP, although, even kvguch arbitrary high level of depreciation

of the domestic currency, the proportion of puldebt would maintain its proportion under

60% of the estimated GDP. Intensity of the reactwdrpublic debt share in GDP to the

assumed depreciation shock points to the factdbatinued realisation of low levels of fiscal

deficits is necessary, as well as the orientabovatds domestic sources of financing.

Besides, the tests conducted have shown a str@augjae of the public debt to changes in
contingent liabilities (guarantees), thus suggestine need to curb their growth, i.e. to
restructure certain economic sectors in orderitoieate the need for guarantee issuance.

In addition, public debt demonstrates an unfavderafiedium-term trend in case of primary
deficit shock. For the purpose of the public dedsisstivity analysis in respect to changes of
the primary deficit, it showed for two years in ewr to be worsened by two standard
deviations in relation to the baseline medium-t@najection. A shock of the primary deficit,
as the main debt generator, has shown adversecpidthit developments over the medium
term, especially because of the fact that the effetthe primary deficit shock subside very
slowly.

The scenarios in which the assumptions are kepheit historical (average) values have
shown a gradual growth of public debt as a shar&DP towards the end of the period
observed. It clearly suggests the need to contvitrefiscal adjustment.

Figure 8: Public Debt as a Share in GDP under BaffeScenarios (in %)

2003 2004 2005 2006 2007 2008 2009 2010 2011
Baseline scenario —>¢— Scenario 1: Historical average
Scenario 2: Real GDP shock —&— Scenario 3: Primary deficit shock
—a— Scenario 4: Scenario 3 and interest rate shock combined —— Scenario 5: Kuna depreciation

Scenario 6: Contingent liabilities shock

Source: MF
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Table 10: Results of Public Debt Sensitivity Anadys

2007 2008 2009 2010 2011

|. Baseline medium-term projection 44.2 42.3 41.4 40.0 37.9
Il. Debt-to-GDP ratio sensitivity analysis
1. Real GDP growth, real interest rate and primary deficit in 2009-2011 at historical average level 44.2 44.0 44.0 44.1 44.1
2. Real GDP growth in 2009 at the level of 0% and real GDP growth in 2010 at the level of 1/2 of the projected real GDP growth 442 42.3 42.2 41.4 39.2
3. Primary deficit in 2009 and 2010 at historical average level minus two standard deviations 442 423 45.4 48.1 45.7
4. Scenario 3 and interest rate shock using one standard deviation in 2009 and 2010 combined 442 423 43.8 455 43.2
5. One-off depreciation of 30% in 2009 442 42.3 58.2 56.4 53.8
6. Increase of other debt-creating flows (guarantees) by 10% of GDP in 2009 442 42.3 51.4 49.7 47.3

Historical Standard
Historical values of key variables (past six years) average deviation
Primary deficit 1.7 1.1
Real GDP growth (%) 5.0 0.6
Nominal interest rate (%) /6 55 0.1
Real interest rate (%) 19 0.3
Inflation rate (GDP deflator, %) 3.6 0.3
Public revenue in GDP 45.2 0.6

Source: MF

3.2.2 Comparison with Previous Programme

In this chapter, an overview is given of total newes, expenditures and net
lending/borrowing levels presented in the previgear's PEP and this year’'s PEP, along with
an explanation of differences.

A significant part of changes in revenues, expeme# and net lending/borrowing as a share
in GDP during the reviewed years is the consequercdifferences in the levels of the
nominal GDP. The differences in the levels of tlenmal GDP in the new programme, in
comparison with the previous one, are a resulitefed macroeconomic assumptions. In the
period 2008-2010 the projected real GDP growth artexhon average 6.5%, which is in
accordance with the preceding programme, or 2.6%ichw on the other hand, is in
accordance with the new one. In the same periodvanage growth rate of GDP deflator
amounted to 3.4%, which complies with the previptegramme, and 4.5%, which complies
with the new one. In addition, the level of the moah GDP in 2007 is higher in the new
programme than in the previous one. Lower levehefreal GDP growth, higher level of the
GDP deflator growth and higher level of the nomi@dDP in 2007 in accordance with the
new programme and in comparison with the previowesitad implications on development of
projected levels of the nominal GDP in the perioder review, affecting thus developments
of the observed values expressed as shares in GDP.

However, the differences between certain fiscali@slfor the same years in last year's PEP
and this year’'s PEP can also be explained by o#@ons, which are all very characteristic of
revenues and expenditures.

As regards the revenue side it is important tesstthat 2007 was accomplished in accordance
with the plan, whereas there were certain changései projected revenue levels during other
reviewed years. Namely, in 2008 revenue realisattas higher, which can be attributed to
revenue movements in the first half of 2008, whigimed out to be higher than expected.
Therefore, new revenue projections have been incatpd into amendments to the budget for
the abovementioned year. One-off revenues, reatineitie basis of revenues from profits of
public companies, banks and other financial instihs as well as from dividends, had their
implications on developments of the share of reeenuGDP as well. The effect of a higher
revenue level in 2008 is carried over throughoatgbriod under review through the baseline
effect. However, lower expected levels of the oezaonomic activity in 2009 and 2010
affect the movement of revenues in the oppositcton.

Various factors have had an effect on differenoethe levels of expenditures expressed as a
share in GPD between the previous and this yeasgrgmme. In addition to the effects of
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change of the nominal GDP level it is importanttaphasise the effect of capital transfers
growth, which mostly results from the changes ia teneral government coverage. The
difference in the coverage of the general governrngethe consequence of defining the new
coverage of institutional sectors of national actsuin accordance with ESA 95
methodology, which has been applied since the sebaif of 2008. The application of the
new methodology on determining the coverage oftiginal sector has also reflected upon
the coverage of general government sector. In otloeds, certain institutional units, which
had until then been a part of the general govertnsertor, were classified, following certain
rules, under other sectors, whereas some othéuinstal units became a part of the general
government. One of the most notable changes inrésigect was classification of Croatian
Motorways (HAC) outside the general governmentaeaethich has had an impact on capital
transfer movements in the period under review.ak hesulted from the fact that transfers
towards this unit are no longer consolidated indbaeral government budget, but are now
pure expenditure. Changes of macroeconomic assomspthave further influenced the
movements of this category in the examined period.

Furthermore, differences in the expenditure leealsressed as shares in GDP with regard to
two programmes are also caused by expendituresutmsidies. The primary reason for that
are the subsidies for agriculture. Namely, lastrggarogramme projections built on the 2007
projection, whereas they were finally realised dtigher level and the same occurred with
medium-term projections. Also, changes have beeuadiit on by differences in the levels of
the projected gross fixed capital formation, whidlostly results from the changes in the
coverage of the general government sector descabesle. Other changes that need to be
mentioned are effects of social transfers, whiah iafluenced by expenditures used for the
recovery of health care as a part of amendmentset@008 budget and effects of the health
care reform as of 2009.

Table 11: Comparison of Revenues, Expenditured\mtd.ending/Borrowing of the General
Government according to 2007 PEP and 2008 PEP

2007 2008p 2009p 2010p 2011p
2008 PEP (% GDP)
Total revenue 46.0 45.7 45.2 44.8 44.4
Total expenditure 47.6 46.9 46.1 45.4 44.4
Net lending/borrowing -1.6 -1.3 -0.9 -0.6 0.0
2007 PEP (% GDP)
Total revenue 46.2 43.7 42.8 41.8
Total expenditure 47.8 45.2 43.4 41.6
Net lending/borrowing -1.6 -1.5 -0.6 0.2
Difference: 2008 PEP and 2007 PEP (percentage points)
Total revenue -0.2 1.9 2.4 3.0
Explained by:
Revision of GDP -0.2 0.3 2.0 35
Difference due to final outturn of 2007 0.0
Increase in one-off revenues 0.3 0.2 0.0
Difference due to projection for 2008 1.3
Difference due to projection for 2009 0.1
Difference in projection for 2010 -0.5
Total expenditure -0.2 1.7 2.7 3.8
Explained by:
Revision of GDP -0.2 0.3 2.1 3.4
Subsidies 0.4 0.3 0.3
Social transfers 0.3 0.9 0.9
Gross fixed capital formation -0.4 -0.5 -0.3
Interest expenditure -0.2 -0.3 -0.5
Compensation of employees 0.3 0.3 -0.3
Kapital transfers 0.7 0.2 0.3
Other 0.3 -0.3 0.0
Net lending/borrowing 0.0 0.2 -0.3 -0.8
Source: MF
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3.3 QUALITY OF PUBLIC FINANCES

In the previous period, a humber of measures wepeimented to improve the quality of
public finance. These are: on July 15, 2008 a nedgBt Act was adopted (OG 87/08), which
entered into force on January 1, 2009 and whichodliced quality changes of budget
managemefit The Registry of Non-Tax Revenues has been eskalias one of the first
steps towards facilitating and rationalisation afnfiax revenues, thereby decreasing
administrative burden of citizens and legal ergiti€he Registry of Social Benefits and the
Registry of State Aid as pre-requisites for morgoreal public expenditure are close to
finalization as well. The application of the systeanmonitoring and reporting public finance
statistics by using internationally accepted metihogies was improved. As regards the
revenue side of the budget, the activities aimestrahgthening controls of budgetary revenue
collection continued. In this respect a project wasied out in the frames of the Phare 2005
Programme, which contributed to the promotion ohtoa services of the Croatian Tax
Administration in the field of monitoring big taxyers as well as the analysis of problems
with regard to international tax environment, wtarticular attention paid to combating tax
evasion.

Also, on May 9, 2008 the Act on the Personal Ideatiion Number was adopted (OG
60/08), which provides for the methods of introdlutt determination, assignment, use and
cancellation of the Personal Identification NumbEne use of the Personal Identification
Number started on January 1, 2009 and is aimedctease efficiency in the fight against
corruption, improving the efficiency of the tax s, a more effective functioning of the
social contributions system as well as a more iefiic targeting of such contributions.
Personal Identification Number has been introduceidh the purpose of overall
informatization of public administration aimed dfi@ency increase of state institutions and
decrease of administrative burden of citizens, raat@ exchange of information between
public administration bodies and other state instihs facilitating thereby exercise of rights
for citizens, and better control over property gizens and legal entities as well as flow of
capital, which is the key precondition for transdr economy, systematic fight against
corruption and aligning of the Croatian legislatiith theacquis communautaire.

The focus of the tax policy over the medium-terrii ia@ on the alignment of the Croatian tax
legislation with theacquis communautaire. Furthermore, the efficiency of supervision of
budgetary spending and timely execution of budgegapenditures will be improved, so as to
ensure that budgetary resources are channelleth@tareas of strategic importance.

The adoption of the Act on Amendments to the ActRublic Procurement, which entered
into force on January 1, 2009 (OG 125/08) additigreaontributed to the raising of the public
finance quality. Quality changes refer to the inddign of the new provisions of the European
Law in the field of legal protection, rest perioaisd exemption from the application of the
Act. In addition, certain discrepancies have besnaved as well as problems concerning the
application of certain institutes, particularly feorelated to the negotiation process without
prior notification, deadlines for submission of dens and participation applications, group
cancellation or cancellation of a part of the pulgrocurement procedure, the procurement
object and procurement plan. Another important stegst be mentioned, namely, the
adoption of the Public-Private Partnership Act ictéber 2008, which is a basis for a
systematic development of the application of thedehdor the public-private partnership in
the Republic of Croati.

® The new Act on Budget and its amendments of tH@8828ct on Budget are described in more detail & th
Chapter: Institutional Characteristics of Publiodice in this document.
° Provisions of this Act are described in more déteChapter 4.1.7 Public-Private Partnership.
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Further rising of public finance quality will be msiderably supported by the implementation
of structural reforms, among which the health caferm must be emphasised, the main goal
of which is to improve health services and stapitlse system as a whole.

In terms of structural reform it is highly importato stress the orientation of the overall
economic and thus fiscal policy, to encouragingvidedge and excellence, i.e. the creation of
society based upon knowledge as a way of increaiegcompetitiveness of economy.
Accordingly, the preceding period saw a systematigrovement of the quality of education,
science and research in accordance with the LisDewclaration and the Strategic
Development Framework for 2006-2013. Measures implged were directed towards
encouraging the acquisition of higher educatioreleand equalising the demand and supply
on the labour market. They consisted of drawingthg National Curricula for preschool,
primary and secondary education, the implementaifagxternal evaluation of achievements
with the aim to align education standards of th@udéc of Croatia with those of the EU,
incentive measures including the provision of fteetbooks and transportation to students,
the accommodation in student homes, the moderarsand reduction in the number of
vocational programmes, the establishment of newcathnal institutions, drawing up
strategic documents in the fields of science arsgarch, support systems for research in
development in companies by way of introducing ttelkeves, financing of adult education
for the purpose of acquiring qualifications or aéing°

It is also important to stress the orientation toé fiscal policy towards a more balanced
development of Croatia. The Act on Amendments &Abt on Financing Units of Local and
Regional Self-government, which provides for moetahced and fairer distribution of tax
revenues among all regions of the Republic of Gapabnsiderable resources were allocated
to many development and infrastructure projectsedirat encouraging stronger economic
activity and a higher standard of living. Such amemtation resulted in investments in
development projects at the regional level goingngpe than twice in the last three years. As
the consequence of adverse macroeconomic conditimmsiext medium-term period will see
re-allocation of certain investments into infrastture projects in terms of time frames.

Further promotion of economic activity largely dege on the creation of an advantageous
business environment. When speaking about the ieneatf an advantageous business
climate, the state resources are allocated tanipéeimentation of the key measures in the area
of public administration and the judiciary with thien of lifting all the existing administrative
barriers and establishing a modern, efficient armdgssional system of public administration
at service to all entrepreneurs and citizens. Aerotipal is to set up an efficient judicial
system and promote the rule of law through systenfight against corruption, as manifested
in budgetary allocations for that purpose. An actentribution of the state to the promotion
of entrepreneurship is reflected in a series okemtige programmes in crafts, small and
medium enterprises as well as tourism, agriculume fisheries.

In terms of public finance, the EU Pre-AccessiomgPamme management must also be
mentioned. In 2008, intensive strengthening of ceies for using the EU funds took place.
Benchmarks set by the European Commission werewmgth resulted in lifting suspension
for signing contracts as part of 2006 PHARE progreanin the 2006 Pre-Accession PHARE
programme, 84.8% of funds or EUR 44.79 million va#lecated, which will be implemented
through a total of 119 contracts. 8.8% of 2006 PHARnds are savings made by contracting
prices which were lower than planned. Several emtdr were signed in 2008 for large
infrastructure projects financed through the ISRA-Rccession Programme. These refer to
the rehabilitation of the railway Vinkovci-Tovarngtate border, amounting to EUR 41.76
million and to the contract on installing a sigimadl system on the same railway, amounting to

19 Measures directed towards the development of avkattje-based society are presented in more detail i
Chapter 4.6.1 Development of a Knowledge-Basede®pci
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EUR 16.41 million. Construction of water and wasdésv purification systems started in the
town of Karlovac, based on the contract signedtfie amount of EUR 14.5 million. In
autumn 2008 the Republic of Croatia was grantededdation for the first four components
of the new IPA Pre-Accession Programme.

3.4 SUSTAINABILITY OF PUBLIC FINANCES

The analysis of long-term sustainability of pubfimance is based on the long-term
projections of the population of the Republic ofo@a applying a scenario with medium
fertility and medium migratiol and baseline macroeconomic assumptions of future
movements, which, in comparison with the previok&?Pforesee lower real GDP growth
rates in the initial period, faster reduction ot thnemployment rate and the new fiscal
projections for the period until 2011.

Projections have been made under the assumptiomttie period under review there would
be no significant changes in application of exgpti@gislation which regulate public pension
and health expenditures and that the manner otledileg and collecting social security
contributions would remain unchanged. Howeverhdwd be emphasised that other factors
have been considered in the projections, such peceed effects of equalisation of “new” and
“old” pensioners, increase in premature old-age @isdbility pensions, the lowest pension
levels as well as new amendments to regulation®rgawy health care insurance, which
introduce not only the changes in the methodsrairiting health services but also changes in
financing primary health care, hospital system aiu-leave? All other public revenues,
with the exception of social security contributipas a share of GDP will stay the same, and
all other expenditures, except for pension, healttti interest expenditures, will retain their
current share in GDP. It is furthermore importantemphasise that as of 2009 health
insurance contributions will include supplement88p from pensions of those pensioners,
whose pension is higher than an average salary.

As regards participation rates, it is assumed liediaviour patterns of individual economic
agents will stay unchanged, with participation sadecording to the characteristic age groups
(15-24, 25-49, and 50-64) and gender remainingdmee. On such assumption, it can be seen
that after the year 2010 the overall participatiate will fall as a result of a growing share of
the population in older age groups.

Unemployment rate is expected to fall until 2012 remch the level of 7%, which is
considered to be the structural unemployment gatd, it will remain unchanged until 2050.
The growth of productivity per employee is deriviedm the assumptions on real GDP
growth and changes in the number of employed peayich is determined by long-term
demographic projections and assumed participattasr

On the basis of the assumptions described aboveoderate decrease in revenues from
pension insurance contributions is estimated: f68% of GDP in 2005 to 6.3% of GDP in
2015, stabilising in subsequent years. Such declmebe explained by a gradual increase in
the share of employees claiming their pension mrste under both mandatory pillars of
pension insurance, with a proportion of their cilmitions of 15% of their gross salary paid
into the first and 5% into the second pillar of piem insurance. Older employees, on the
other hand, are largely covered only by the fitdapof pension insurance, with total amount
of their contributions (20% of the calculation I&dbeing paid into the public fund. As older
employees retire, the number of employees who pdy @ portion of their total contribution

' The same long-term projections of population wesed in drawing up the preceding two PEPs, whieh th
Central Bureau of Statistics published in 2006.
12 Described in more detail in Chapter 4.3.2 SoceduBity System and 4.6.2 Health Care Reform
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(15% of the calculation basis) into the public furndl grow. The share of revenues from

pension contributions is expected to stabilisehat level of 6.3% of GDP after 2015, as a
result of the assumption that real growth of wagegmployee is equal to labour productivity
and of the contribution rate definition as a consfaortion of wages, where higher first-pillar

contributions for older employees are taken intwoaat for the purpose of pension insurance
contributions.

The projection results show a significant decreiaseublic pension expenditurés from
9.9% of GDP in 2005 to 7.0% of GDP in 2050, witk ffensions and permanent rights of war
veterans being excluded from the analysis. Theesbérpension expenditures in GDP is
slightly higher than projected in the previous PRich mostly results from lower real GDP
growth rates. Although the number of the aging pajpen is increasing, the pension reform
and the decrease of relative pensions paid entireiy the first pillar give rise to long-term
projections of the decrease of the portion of pupknsion expenditures in GDP. This result
is certain to high extent if the current paramet#rpension calculation are maintained, i.e.
wage and price indexation of pensions. It shousd &le noted that the projections take into
account a gradual decrease in the share of thoseopers whose pensions are paid entirely
from the first pillar, and the growing share of skowho are paid the basic part of their
pensions from the first pillar and the other paoni the second, which is going to be paid
from individual capitalised pension funds.

An increase of public expenditures in the healtte system is projected from 6.2% of GDP
in 2005 to 13.7% of GDP in 2050. Such growth isesuit of the estimated pure effect of
aging population and rising health expenditurelni@ with productivity growth as well as on
the basis of expected effect of the new health c=feem and growing development costs for
the health sector, especially with respect to edjteres for medicines and new technologies
continually developed in the field of medicine. Téwpenditure growth arising from the pure
aging effect is a result of a growing share of plogulation in older age groups who absorb
relatively large amounts of health expendituresaddition to the effect of aging population,
it is also assumed that health expenditures foh ege and gender group will grow in line
with GDP per employee, which means that they willyofollow the current trends in
economy and society as a whole. However, sinceisalaf medical personnel are one of the
major expenditure items of the health care systeoan be assumed that health expenditures
will grow at the same rate as compensation of nagiersonnel, which in turn is expected to
grow at the same rate as average wages in the mgomogeneral, which are in this case
equal to the labour productivity growth, i.e. GD& pmployee.

In terms of health expenditures, interest shousd &le mentioned, which is expected to fall
from the level of 2.2% of GDP in 2005 to 1.2% of Bih 2050. The described movements of
respective revenue and expenditure categoriegdeiirmine the trends of total revenues and
expenditures in the reviewed period to a largergxte

13 public expenditures for pensions comprise onlyeexiitures paid from the state budget, but not edipares
of private, mandatory and voluntary pension funds.
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Figure 9: Aging of Population, Health and Pensiapénditures
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3.5 INSTITUTIONAL FEATURES OF PUBLIC FINANCES

The legal framework regulating the area of puliamce has several levels: the Constitution
of the Republic of Croatia, the Budget Act and iitgolementing regulations, the annual

budget of the Republic of Croatia, as well as aadoes and instructions. Strategy for
Improvement and Modernisation of the Processesiiwitie State Treasury for 2007-2011 is

the basic development document for this area. Thecipal legal act regulating budgetary

processes, relations between institutions withergizstem and establishing prerequisites for
ensuring fiscal discipline and the quality of paldinance management is the Budget Act.

In July 2008 the Croatian Parliament adopted the Badget Act, which entered into force
on January 1, 2009 and which specifies the instnisnfor public expenditure management
and regulates the process of planning, preparaoption and execution of the budget, asset
management and debt management, public debt maeageborrowing and issuance of
guarantees by the central government and the ohitscal and regional self-government,
budgetary relations in the public sector, accogptas well as budgetary supervision.

In comparison with the 2003 Budget Act, the new @atdAct provides for the following:

* introducing the practice of preparing a three-y&eategy of the Government policies,
where the strategy priorities and goals of the Guwent policies would directly
influence the allocation of funds within the budget

* in addition to the annual budget, the Croatiani®ant, i.e. the representative body
(at the local level) also adopts budget projectimnghe following two years.

« the Croatian Parliament, i.e. the representativedy i@t the local level) adopts the
budget at the higher economic classification level,at the sub-group level (the third
level) in relation to the former fourth level of mlertment. Projections are adopted at
the second economic classification level, whilairehg the existing detailed levels of
reporting in a semi-annual and annual report orgbtidxecution.

* introducing guarantees that local and regional-gafernment units issue to public
service companies and other legal persons owneidly units, and consent that such
units give to public service companies and legabkgas in their ownership, which
recorded a deficit in their operations in the pddg year and/or were established in
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the preceding two-year period and institutions @digthed by such a unit, into the
scope of possible incurring of debts by that l@a regional self-government unit.

* local and regional self-government units are oldigeinform the Ministry of Finance
on consent issued to public service companies ahdrdegal persons in their
ownership and on concluded loan agreements witketlepal persons.

The Act also provides for the implementation ofjects financed from the EU funds, among
other things, in making it possible to carry uncéetgd projects into the next year and to
exclude such projects from borrowing limitations the local and regional self-government
units.

In 2009 continued simplification and rationalisatiof the non-tax revenue system are
foreseen, along with establishing supervision dkerintroduction of new non-tax revenue by
defining criteria and additional limitations, whietill be facilitated by the Registry of Non-
Tax Revenues, established in 2008.

Also, in the forthcoming three-year period, implertaion of the measures aimed at the
promotion of budgetary processes, as specifiethéystrategy, will continue. These are:

» development of success indicators, which will ciimiie to the establishment of the
system of responsibility for results achieved,

* establishing an automated system of supervision leafalities incurrence, including
multi-year liabilities,

» establishing a comprehensive accounting systeregiating the general ledgers of
budgetary users with the general ledger of theeStakasury in order to ensure
availability of data on the liabilities incurreddtheir maturity,

» proceeding with internal audit of the State Tregssystem/business processes
according to risk assessment, management requitemand results of risk
assessments in the Treasury.
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4 STRUCTURAL REFORM OBJECTIVES
4.1 ENTERPRISE SECTOR
4.1.1 Competition Policy and State Aid

Competition Policy

The Croatian Competition Agency (Agency), in cogpen with German experts from the
PHARE 2005 project, prepared a draft proposal efrtew Competition Act with the aim of
establishing a more efficient competition system.tide same time, along with the initial
interdepartmental cooperation in the Republic oba@ia, a translation of the draft was also
submitted to the European Commission (DGCOMP) fainion. The draft proposal of the
Act essentially stipulates the provision of auttyoto the Agency to impose penalties to
entrepreneurs violating competition rules, andl#stiaes judicial protection so that a single
court will be competent to control the legalitytbe Agency's decisions and the severity of
the penalties imposed. Moreover, a range of praeédhanges have been planned, with the
aim of ensuring simplified procedures with the Aggn

As a consequence of multi-year needs for an inergasiuman resources, in the course of
2008 the Agency has expanded its professional ey recruiting eight new members
(economists and jurists), in addition to which iim@lementation records were strengthened.

Based on the new Competition Act, the adoption bictv is planned in the first quarter of
2009, adoption of several implementation regulatiaml be necessary (Regulation on Block
Exemption in the Transport Sector, Regulation am Pmocedure and Criteria for Imposing
and Calculating Penalties and Regulation on Catimi Reducing Penalties or Acquittal from
Penalties), as well as amendments to the existeguRtion on the Registration Procedure
and Criteria for the Assessment of the Concentmatibthe Entrepreneurs, during the third
quarter of 2009.

Education pertaining to the application of new tagans in the competition area will be
ensured in the medium-term through the IPA 2007eptpthe implementation of which is
planned as of the third quarter of 2009.

Sate Aid

Existing measures and activities in the field ddtestaid in Croatia have brought about

adequate positive results, visible primarily inesgthening the awareness of providers and
users of state aid regarding the implementatiothefState Aid Act, successful restructuring

and privatisation of the steel sector and the fpraparation of the shipbuilding restructuring,

which is traditionally a significant activity.

In September of 2008 the Agency Council adoptedAtieual Report on State Aid for 2007
which was adopted by the Croatian Parliament inebdier 2008. Based on the data
compiled, state aids allocated during 2007 amouttddRK 8.9 billion, which is an increase
of 13% in comparison to 2006. The increase is pilgna result of larger amounts of the aid
allocated to the shipbuilding sector for shipyagtabilitation, the transport sector (Croatian
Railways), steel sector, aid for the rehabilitataomd restructuring, regional aid and aid for the
sectors of fisheries and agriculture.

The total share of state aid in GDP in 2007 rethithe level of 3.2% recorded in 2006 as
well.
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In regards to the types of state aid instrumerhts, dverall amount of state aid in 2007

consisted primarily of subsidies (58%). This idduled by state guarantees (24.8%) and tax
exemptions (10%). The remaining part (7.2%) retermore favourable loans and shares in
equity. According to categories of state aid, frtme total amount of state aid, those for

horizontal purposes amounted to 14% while statdaaidpecial sectors (a significant share of
state aid allocated for shipyard rehabilitation ahd successful end of privatising two

steelworks) amounted to 48%. Another 36% of thaltatlocated state aid went to the

agriculture and fisheries sectors, while stateoaidhe local level amounted to 2%.

In 2008 the state aid implementation records wéengthened, as a result of an efficient
implementation of the State Aid Act and activitiegiarding the publishing of decisions on
the list of rules and state aid rules, as well al§ilhhent of benchmarks pertaining to

negotiations regarding membership in the EuropeaiordJ In this context, the continual

strengthening of professional resources by reagitiew employees is ongoing.

The efficient implementation of state aid contrantiibutes to the strengthening of
vulnerable economic activities for an equitable andtainable competition in the European
Union. In this, the process of restructuring and/giisation is used as an instrument of
accessing companies in difficulties, by complyinghwegulations on state aid, which will in

the end result in more rational spending of theegoment budget resources.

The procedure of granting state aid in the fielglmpbuilding for the five Croatian shipyards
will continue in accordance with the Agency deaisfoom July 2008, once the Ministry of
the Economy, Labour and Entrepreneurship and theat@n Privatisation Fund have
informed the Agency about the completion of thevgtisation process and have delivered an
investment plan and the investor's business plametdgency, along with the other necessary
documentation and records, in accordance with adiguis pertaining to state aid. According
to the Decision of the Government of the Republi€matia, the obligation of new investors
to be selected in the privatisation process of esfayard is, in addition to other tasks, to
prepare an investment plan and a business plardbas which the restructuring of a
shipyard is to take place, and create their lomgrteustainability (profitability) based on
market principles, and according to rules and &guis on state aid pertaining to the
allocation of aid to entrepreneurs confronted wlifficulties.

In regards to the state aid policy, it will focus the allocation of state aid for achieving
horizontal and regional development godlke intention of further allocation of horizontal
subsidies, like in the previous years, is basedhenadditional increase of their share in the
overall amount, and on high quality allocation esaurces for the purpose of increasing
economic growth and rapprochement to EU trends.eb\er, the education and training of
professionals within the Agency and providers atestaid on all levels will continue, with a
special emphasis on the regional and local selegowents. All of the above will be
implemented with support from the IPA 2007 project.

Furthermore, the readiness of the state aid provitle apply the information system for
monitoring and recording state aid (CROSADS) muestabhieved in the term planned, the
system being established at the Agency for the gaa&ppf comprehensive monitoring and
reporting on state aid in the Republic of Croatia.

This should be complemented by the anticipatedtipesiesults from the process of aligning
the existing state aid, which will contribute teethse of state aid for the goals aligned with
state aid regulations and theguis communautaire.

In regards to further regulating the legislativanfiework, 24 decisions on the publishing of
rules pertaining to state aid were adopted in these of 2007 and 2008. By the end of 2009
another three decisions on the publishing of rpkr$aining to state aid will be adopted.
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In 2009 and later, through the Committee for thenktwing and Preparation of the List of
Rules Publication and State Aid Rules, the latestetbpments pertaining to theequis
communautaire will be monitored and decisions regarding the distules and state aid rules
will be adopted.

The publication of the remaining new rules (rules state aid in the form of guarantees,
appendix to the rules on aid for transport and GBE®eneral Block Exemption Regulation
as well as rules which will be adopted in the ceursf 2009 within theacquis
communautaire) is planned for the first half of 2009.

4.1.2 Privatisation

Finalising the privatisation of most of the Croatirivatisation Fund (CPF) portfolio is one

of the preconditions for creating an efficient nmetrkeconomy, as well as for establishing

conditions which will enable an increase in thevaie sector share in the Croatian economy,
with all positive effects regarding fair competiti@and an increase in the Croatian economy
competitiveness.

By mid September 2008 the Croatian Privatisationd-encompassed 890 companies (of
which 690 were available for sale) with the oveegjlity of HRK 66.7 billion of which HRK
17.3 billion are state-owned. Although 45 compamese privatised in the course of last year
(5 through a public tender sale and 40 erased thentourt register following the completion
of bankruptcy or liquidation proceeding$)the portfolio structure remained practically
unchanged in comparison to last year in regardhéonumber of companies and equity
shares. Accordingly, CPF, with a share of 25% @dhuity is a minority owner in 80% of the
companies (712 companies), in another 87 compésishare ranges between 25% and 50%,
while in 96 companies, with a share exceeding S3@8state is still a majority owner.

According to what was emphasised on several oagsistbe dynamics of selling companies
in the majority ownership of CPF is a result of endnding structure of the remaining
portfolio, particularly from the aspect of findigstrategic partner (24 tenders were published
for the sale of 15 companies, of which 9 for comesnvithin the CPF portfolio and 6 for the
Croatian Railways subsidiary companies).

Upon completion of the steel sector privatisatidthwthe sale of Zeljezara Split, Valjaonica
cijevi Sisak and the TLM Sibenik aluminium complextivities on resolving the problems of
long-term sustainability in the shipbuilding sectmmtinued, which is, from the aspect of
privatisation, the most complex and the most denmgndector remaining in the CPF
portfolio. To this end, the most significant adies regarding the preparation of shipyards for
privatisation were undertaken in the third quarbased on the Decision on the Intention to
Privatise and the Privatisation Principles for F&@pyards in the Majority Ownership of the
State, adopted by the Government of the Republ&roatia in May 2008.

In addition to principles on which privatisation deds should be based according to this
Decision, final deadlines for the privatisation gaation have been established (in the course
of 2009) for three shipyards (Uljanik d.d. Pula,o8ogradiliSte Kraljevica d.d. and
Brodotrogir d.d. Trogir). The shipyard restructgrimust be conducted based on the model
used for privatising the steel sector, which assurttgat after privatisation the new
owner/owners will prepare, in cooperation with tBevernment, individual restructuring
plans and will deliver them for approval to the &pean Commission and the Croatian
Competition Agency.

* From a total of 5 privatised companies, one is@afian Railways subsidiary - RVR Service Activdtie.o.0
Zagreb
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With the aim of creating conditions for finalizirige privatisation process, the analysis of
various modalities of the announced CPF transfaonas ongoing, as well as the legislative
framework preparation for creating closed-end ibwmesit funds. The concept of finalising the
privatisation of most of the CPF portfolio, consigt mostly of minority shares (in 712
companies or 80% of the portfolio where the Governtris in possession of up to 25% of
total shares), is based on the selection of highiityishares, in most cases with market value,
which should be transferred to the closed-end tmvest funds. The management of funds
would be entrusted to professional management compaselected through a public tender.
The IPO share of the closed-end investment fungtaisned as the out-going strategy in this
process. A more detailed privatisation implemeotathrough closed-end investment funds
(number of funds, individual value, duration) vk determined following the adoption of the
legislative framework which will enable the actigg of the funds in question.

The realisation of the concept presented wouldroete the role of the state mostly to
decision-making in regards to privatisation of camigs in which it holds the majority
package of shares and for which it is determined #ghstrategic partner is the best form of
privatisation (currently a total of 87 companiesnfrthe CPF portfolio are available for sale).
Companies whose sale can not be achieved thropgiblec tender, or for which an investor
has not been found, as companies with no prospedisbe forced to withdraw from the
market either through bankruptcy or liquidation.

4.1.3 Railway Restructuring

Achievements in the railway sector in regards t6728EP pertain primarily to the adoption
of a legislative framework, to ensure further measwf improving business processes, more
efficient business operation and other criteriaéeordance with guidelines and the railways
development strategy. The legislative framework wdsepted with the aim of aligning the
"first and second railways package" of theguis communautaire in the railway sector.
During the same period the following legal reguas were adopted:
» Act on the Railway Transport Safety Agency (OG 03)/(Safety Authority);
* preparation of subordinate legislation in regaashe Railway Transport Safety Act
(4 ordinances);
* National Railway Infrastructure Programme (OG 3}/08
e creation of the Independent Department for RailwAgcident Investigation
(Investigation Body);
* Publishing the Network Report 2009;
» contract with the infrastructure manager signed;
* ISPA project "Reconstruction of the Railway Tratkekovci — Tovarnik — State
Border";
» proposed projects through the IPA fund.

Liberalisation of the railway sector and estabhghthe network primarily implies further
legislation alignment and the creation of an ingtinal framework aligned with the existing
EU practice.

The "legislation package", regulating the railwagter so far, encompassed the Railway Act,
Act on the Division of Croatian Railways, Railwayahsport Safety Act and four related
ordinances. In the course of 2007 and 2008 theviatlg acts were adopted:

* Act on Amendments to the Railway Act (OG 79/07);

* Act on the Agency for the Railway Services MarkegRlation (OG 79/07);

e Act on the Railway Transport Safety Agency (OG 030/
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In cooperation with the competent directorate, Bty of the Sea, Transport and
Infrastructure (MSTI) founded nine working groups the preparation of new ordinances
resulting from the Railway Transport Safety Act.eTlxisting subordinate legislation has
shown to be inadequate and immense, and this cantgddanical field will be regulated in
another manner, where the existing 250 ordinaregsliations are to be reduced to 31 new
ordinances/regulations. The anticipated benefiisnfithe adoption of new regulations are
expected in regards to the alignment with the Ethnecal legislation and determining
appropriate criteria for a new system of posts r(iément) within the existing railway
companies. The finalisation has been planned bgtldeof June 2010.

In the forthcoming period, activities of creatingwi administrative authorities are planned,
namely: the Agency for the Railway Services MarmRegulation (Regulatory Body) and the
Railway Transport Safety Agency (Safety Authorit$yince a new Regulation is in force
regarding the inner organisation of MSTI, a newelpehdent Department for Railway
Accident Investigation (Investigation Body) was fioked. In the same period, recruitment for
the available posts in this Department was antiegha

The Croatian Parliament adopted the "National Rajlwmfrastructure Programme*” (NRIP) in
March 2008. NRIP constitutes a strategic docunientthe development of the railway
network in the Republic of Croatia, in the periddD8 - 2012. This Programme lays down the
management and modernisation criteria for the iegstailway track network, plans the
development and construction of new sections ofktaand proposes solutions for the
existing problem of local tracks and issues ofway and road crossings. The overall
financial resources allocated for the implementatbNRIP are estimated at about HRK 18.1
billion, in the structure of which budget resoureesount to 88%, EU funds to 6% and other
sources to 6%. Out of the total HRK 18.1 billiommhed, about HRK 12 billion is intended
for investments into the construction of new sewiand modernisation of the existing
railway network, while about HRK 6 billion is intdad for maintaining the existing network
and traffic regulation. Activities pertaining tovising the status of railway infrastructure as a
public domain in general usage are ongoing, thimgoa significant precondition for
implementing NRIP, and in this respect regulatimmership issues in regards to certain real
estate. Upon completion of these activities, tHi@astructure data base will be organised.

In accordance with the Railway Act and the Act ba Division of Croatian Railways, the
newly founded company HZ — Infrastruktura d.o.os lssumed the role of the Railway
Infrastructure Manager. Based on these Acts, thiwBw Infrastructure Manager has the
obligation of adopting and publishing annually thecument entitled "Network Report". The
first Network Statement for 2009 is published oe dfficial web site www.hznet.hr and will
be in force for the next Timetable 2008/2009. Trevidrk Statement document focuses on
the consumer of services and provides all relevrd@otmation regarding the description of
the railway network, access conditions, procedwe dapacity allocation as well as
calculation and charging models for the usage ofie®

The baseline for structuring the fee price or tteifle model of calculation and charging a fee
for infrastructure usage will be derived from thmaunt of the total current (operational)
business of the Railway Infrastructure Manager. pisent, when only one passenger
operator (railway operator) and only one cargowmayl operator are available, the total fee
amount has been determined as a lump sum, amouataptal of HRK 80 million in 2008.

In accordance with the legislation in force and tegular EU practice in regards to public
financing in the course of 2008, activities perfitagnto the introduction of a new public
financing model have intensified. In this respdbg Contract on Railway Infrastructure
Management has been signed in June 2008 betwe&rdhdan Government (represented by
its Transport Minister) and the infrastructure ngara(Company HZ — Infrastruktura d.0.0.).
The Contract is concluded on a multi-year basis)enits annexes, constituting its integral
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part, are prepared annually and are based on fadaesources secured in the current year. In
cooperation with foreign consultants, the Proposélihe Contract on Subsidising Transport
Services in Railway Transport have been prepar&D(Eontracts). As of 2008 two PSO

Contracts will be concluded: PSO for subsidisingsgmger services and a new PSO for
subsidising combined transport. Since there areently only two operators for each type of

transport, these contracts will be concluded bet&TI and HZ — Passenger Transport
d.o.0. and between MSTI and HZ — Cargo d.o.o.

In order to secure long-term sustainability of théway sector with a lasting reduction of

need for resources from the government budget,cangpetitiveness with foreign railway

operators once the market is fully liberalised, M&TI has initiated a new round of

consultations with all interested parties in orderprepare and apply the new strategic
document, with a working title "Sustainability ar@ompetitiveness Programme for the
Railway Sector in the Republic of Croatia".

The main goal, like in the previous period, peraimthe organisation of the railway sector of
the Republic of Croatia aligned with the existinggdice in the EU. In accordance with the
relevant EU guidelines transposed into nationaislagion, this goal primarily refers to the
organisation of new and independent institutiomg ftounding and functioning of which
would guarantee compliance with fundamental prilesipf a liberalised railway sector.

Actual restructuring activities by the end of 20@8re conducted exclusively according to

conditions set by the World Bank for the PAL 1 &L 2 loan — determined by the matrix

of measures. After the World Bank mission in Ma2€i98 and based on the existing annual
Business Plans of companies within the HZ - Holdjnoup, a redefining of former goals was

agreed with the World Bank, following which a neargeted working ratio was defined at

187%. On this occasion the Managements of all coimegahave undertaken all necessary
rationalisation measures in their operation anditif@ementation of adequate measures for
achieving the determined success indicator vallles.commitment of dependent companies
in the further privatisation process was confirmag,well as a significant decrease in the
number of employees. The standstill in the pridiis finalisation is due to the inexistence

of sufficient interest in the private sector, sota@ tenders were repeated, whereby the
privatisation completion of 10 dependent comparsgdanned by the end of 2009.

When restructuring was initiated in 2004 within &L 2 loan, the working ratio value was
243% and the targeted value for 2007 amounted 617The salary policy and non-
fulfilment of Business Plans for companies withiretHZ — Holding group resulted in a
deterioration of the working ratio to 193% by thelef 2007.

Tablel2: Working Ratio

2004 2005 2006 2007

Working ratio (state budget co-financi

243% 220% 190% 193%
excluded)

Source: HZ - Croatian Railways, Financial Repofi82- 2007

Cooperation in the usage of EU funds continuedngu2008. Within the PHARE 2006
programme, a project worth EUR 2 million was apgebvfor "Restructuring and
Development of the Railway Sector of the Repubfi€ooatia in line with EU Legislation".
Three contracts were signed within the contexteafising the ISPA project "Reconstruction
of the Railway Tracks Vinkovci — Tovarnik — Stat@rBer": the contract on construction
works, the contract on the reconstruction of sagnalling devices and the contract on
supervision. The value of the entire project isnested at about EUR 75.7 million, where the
ISPA component amounts to EUR 28.8 million, white trest is the national component
(EUR 46.9 million).
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In continuation of the cooperation through ISPA jects, the European Commission
approved new co-financing through the IPA fund he forthcoming period from 2009 to
2011. The overall goal to be achieved in the farthing period refers to the application and
introduction of interoperability criteria on maiailway corridors X and V. The MSTI have
been formally informed that the European Commissapproved the financing for four
infrastructure projects. This encompasses the fatig railway tracks reconstruction and
modernisation projects: Okani — Novska (IPA grant amounting to EUR 30.1 o,
Novska — Dugo Selo (IPA grant amounting to EURRiBion) and Savski Marof — Zapresi
tracks (IPA grant amounting to EUR 750,000). Theurtio project pertains to the
reconstruction of signalling and safety devices #ra modernisation of the Main Railway
Station in Zagreb (IPA grant amounting to EUR 14liom). The relevant co-financing
amounts from the national component are plannedratidated in the budget forecasts 2009-
2011.

4.1.4 Restructuring of Shipbuilding Industry

In the course of 2008 the level of employment amddpctivity of Croatian shipyards
remained unchanged from that achieved in 2007. Qguét 31, 2008 the registry of orders of
the Croatian shipyards contained 42 ships, thé vatae of which is USD 2.8 billion. Despite
the fact that shipyards delivered 13 ships in & B months of 2008, the total value of
which was USD 487.85 million, business activitieshipyards are still in difficulties.

The main causes of these difficulties primarilytper to the increase in production costs, due
to an increase in the cost of material and an unfeable USD/EUR exchange rate.

Additional aggravating circumstances influencing tiperation of shipyards pertain to inner
weaknesses of the actual shipyards, among whicimtig significant ones are the low level

of technological equipment and inefficient businegsration.

A significant improvement and elimination of deéocies in the business process
management and a reduction of both inner and exftereaknesses will be achieved through
shipyard privatisation. The completion of privatisa implementation is planned for 2009,
according to the strategic commitment of the Cematsovernment. The measures of this
strategic commitment focused on privatisation o thtate portfolio, are conducted
particularly with the aim of improving efficiencysustainability of operation and

competitiveness through the rules pertaining tometition, in conditions existing at the time
when Croatia joins the European Union, in whicheddi® Government will no longer have to
intervene through state aid and other contributiorder to stabilise the shipyard operation.

With the aim of speeding-up the restructuring apgards in the majority ownership of the
state, the Government reached a Decision on matédn of shipyards on May 21, 2008. This
decision encompasses the privatisation of the viallg shipyards: 3. Maj, Brodosplit,
Brodotrogir, Kraljevica and Uljanik.

In continuation with the process of review and gsial of the approach to find the optimal
model and strategy of the future status of shipgiaahd in relation to the Decision on
Privatisation, the Croatian Government is condgcticontinual cooperation with
representatives of the European Commission withénrtegotiations on the accession of the
Republic of Croatia to the European Union underctiegpter Competition Policy.

In this respect the Croatian Government and thefaan Commission have held technical
consultations in 2008, based on which the Crodiamernment reached a decision on August
28, 2008 about its intention to simultaneously atise all six shipyards.

The privatisation encompasses the approach basetiv@nessential models dividing the
privatisation procedure of four shipyards currergtycountering serious difficulties and the
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losses of which exceed the level of equity vallB9aj, Brodosplit, Brodotrogir, Kraljevica),
and a separate privatisation of the Uljanik shidyafFhis approach towards the Uljanik
shipyard was determined due to a specific statuhisfshipyard, the losses of which in the
previous periods do not exceed equity value.

In regards to the privatisation implementation, ibasteps have been determined and
principles accepted for this implementation, basedeveral fundamental factors which will
guarantee transparency and efficiency of the psyceasd alignment with thecquis
communautaire in the field of market competition. These primpaehcompass:

a) alignment with thacquis communautaire in the privatisation implementation procedure:

» adoption of the Investment Plan and the Busineas BY the investors, in accordance
with conditions prescribed in Article 70 of the Sitssation and Association Agreement
and Community Guidelines on state aid for rehatibh and restructuring of
entrepreneurs in difficulties, which must ensure ltmg-term company sustainability -
the plans in question must be accepted by the @roa&ompetition Agency, the
European Commission and the Government of the RiepeftiCroatia.

b) determining the obligations and procedures & phocess of competing in international
tenders:

« providing the strategic partner with the possipitd assess and propose which part of
the company obligations towards creditors the egjiatpartner will assume;

* maintaining optimum employment and the employmetrtucture necessary for
conducting efficient production processes, with fessibility of training and re-
training;

* maintaining to the maximum possible extent the memmpany activity, but by
providing the strategic partner with the possipitidt change the company activity on
the condition that jobs are preserved;

e adjustment of the production programme to markgquirements and access to new
markets, with the possibility of territorial traesfof production.

The main goal to be achieved through privatisaiomarily refers to creating conditions for
a long-term sustainable operation by:

* ensuring the influx of fresh capital;

» access to new markets;

* improving the management know-how and businessiefity; and

» stimulating the introduction of new technologies.

Detailed conditions for the privatisation tendendl e determined in cooperation with the
European Commission representatives by the ena@rafaly 2009, while the publication of
tenders itself is planned by the first half of Redny 2009.

In addition to the offer of a certain price for st& the bidders at the tender will be obliged to
prepare restructuring programmes where state aigogals included in those programmes
will be subject to the approval of the Croatian @etition Agency. If some of the shipyards

whose privatisation has been planned are not pBectbased on a public tender to be
published in February 2009, the second public terdplanned in the third quarter of 2009.

Finalization of the privatization process is plathifier September 2009.

Concurrently with the activities pertaining to tlestructuring and privatisation of shipyards,
a certain progress was achieved in the field afspasing European rules for the allocation of
state aid to the shipbuilding industry, based onctvithe Ministry of the Economy, Labour
and Entrepreneurship prepared the Program of Aidirfoovations in Shipbuilding. The
Croatian Competition Agency approved state aiduitet! in the programme on June 27,
2008, and the significance resulting from this islomg-term positive effect on the
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shipbuilding industry in the Republic of Croatia time following period, regardless of the
possible new ownership structure in the shipyards.

4.1.5 Energy

In the course of 2008, significant changes occumetthe field of electricity and natural gas,
which has also resulted in the complete liberabsabf the electricity market (July 1, 2008)
and the gas market (August 1, 2008). Prices fovort activities and public services were
established, particularly for the transfer andribstion of electricity, and for the transfer and
distribution of gas, in accordance with recommeiotat of the Croatian Energy Regulatory
Agency.

The main goal in the field of energy is to creatsyatem conforming to the existing EU
practice, by respecting the economic criteria attkaing to the highest safety standards.

In accordance with the new energy development ¢joeke the Republic of Croatia, in
cooperation with the United Nations DevelopmentgPac (UNDP), initiated the preparation
of the project "Adjustment and Upgrade of the Egddgvelopment Strategy in the Republic
of Croatia" and the "Implementation Programme & Energy Development Strategy” in
2007. The Adjustment and Upgrade of the Energy Dgveent Strategy of the Republic of
Croatia will encompass the period from 2008 to 20@@h a reference to 2030. The
programme of implementing the strategy will encosgpa four-year period from 2009 to
2012. The adoption of the project "Adjustment anpgtdde of the Energy Development
Strategy of the Republic of Croatia" is plannedZ609.

The model of bilateral market was selected for ithigal liberalisation of the electricity
market, based on electricity trade through bilategreements. Contractual parties in a
bilateral agreement for the supply of electricitse ahe purchaser and supplier, while
contractual parties to the bilateral agreementshenpurchase of electricity are the supplier,
trader or producer.

By December 31, 2008, 2,715 purchasers used tlagirssof a preferred buyer, whereby they
have taken advantage of the right to contract ed#gtindependently for their market needs.
The total contracted annual consumption of elatyrioy preferred buyers amounts to 6.1
tetrawatthours (TWh), amounting to 40% of the ollemanual electricity consumption in
Croatia.

In late 2007, HEP — the Transmission System Opefad signed a two-year Multilateral
Agreement of Transmission System Operators (MO®©56jHe establishment and division of
the transit capacities used, from the ITC Cleaang Settlement Agreement 2008 - 2009,
applied as of January 1, 2008. In regards to tlowalt must be emphasised that HEP — the
Transmission System Operator no longer chargesléutricity transfer fee.

The Croatian electricity transfer system is cone@db neighbouring systems well and has
enabled the first connection between the CENTREtesy and the UCTE system in 1999,
once 400 kV between Croatia and Hungary were potaperation. Successful connections
are a key condition for the establishment of artat@ty market, and the construction of a
double 400 kV power-transmission line between Bmego (CRO) and Pech (HU), to be

completed in 2010, is currently ongoing with then aif fulfilling this goal.

The Government of the Republic of Croatia adoptéd tPlan for Development,

Modernisation and Construction of the Gas TransonsSystem in Croatia 2007 - 2011,
anticipating the procurement and installation afipment which will enable the functioning
of a secondary market and the gas network developmesouthern Croatia, thus enabling
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the fulfilment of obligations pertaining to tlaequis communautaire regarding the transport
system.

It is estimated that due to a significant growthcohsumption, the existing supply capacities
will not be sufficient in the period after 2009. i$hs why a plan is in place for a further
development of supply capacities for natural gagugh the capacity increase in the supply
pipeline system from the Russian Federation thrdbigivenia for 500 million cubic meters
(by 2010), the construction of the supply pipelsystem through Hungary (by 2012), the
construction of the terminal for liquefied natugds (LNG) in northern Adriatic (by 2012)
with the final capacity of 14 billion cubic meteper year, and the construction of the
additional natural gas storage for Croatian neégs2010). The other project is the lonic-
Adriatic Pipeline as a branch of the Trans Adri&ipeline, connecting Albania, Montenegro
and Croatia.

In the field of petroleum products, it is stateattipetroleum product prices have followed
those on the Mediterranean market, which has caomesely influenced the final price forming
on the end-customer market.

In regards to the supply safety issues, the Cmoaftampulsory Oil Stocks Agency has
achieved a level of oil and petroleum productsmesseof 60 days.

The Regulation on biofuel quality prescribes anidatéd goal of 5.75% of the biofuel share
in the overall annual consumption of petroleum diedel fuel, to be achieved by December
31, 2010. The Biofuels Act and related subordineggslation will be adopted by the end of
2009, and will entirely regulate that field.

For the purpose of implementing this goal, budgetasources will not be used. Business
entities will use the resources available basenharket principles according to their abilities.

4.1.6 Small and Medium-Size Enterprises

The Programme of Incentives to Small and Mediume SEnterprises 2008 — 2012 of the
Government of the Republic of Croatia as of Api@, 2008 establishes key development
goals for small businesses as follows: (1) stresmgtiy competitiveness, (2) uniform regional
development, (3) raising the quality of entrepreiguinfrastructure, (4) decrease of
administrative obstacles, (5) strengthening theepnéneurial climate in the society and (6)
internetisation and electronic business operation.

Significant progress was achieved in the processmgroving small and medium-size

enterprises, which further stimulates the entrepueal environment development, and which
is primarily based on the successful allocationregources through different types of
incentives in transparent procedures and harmaonisatith all principles of the economic

policy and competition principles.

Additional evidence to this are the latest publgshesults of the "Global Competitiveness
Yearbook 2008'® where Croatia holds the first place among the I&member countries of

!> Report from the World Economic Forum (WEF) regagdihe analysis of the Lisbon Strategy which has
shown that in most fields of applying the LisbomaBtgy, Croatia shows better results than some Ebhlver
states. In the course of the last two years Crdwtgashown significant improvements in the fieldedtication
reform and an increase in social inclusion, as aglin the stimulation of entrepreneurship throagkeduction

of administrative obstacles, whereby it is rankingher. In the analysis based on all criteria, Gaoassumed
the 49" position from a total of 55 countries encompadsethe research. This means that its position mayed
four places and is now ranking among the 50 moshpaditive countries in the world. Additionally, in
competition by areas it holds the first place fampetitiveness in tourism. The World Economic Forum
publishes the Report on the Application of the bisiStrategy every two years since 2002. Sourceiphit
Competitiveness Council, Institute for Managemeev&opment (IMD) from Lausanne.
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the European Union, while ranking next to EU mermaberbetween Greece and Italy in its
overall grade and ahead of Romania, Poland andaBialgThe biggest contribution to this

position comes from an increase of foreign investimén general and the results achieved in
the development and expansion of the capital maketwell as those accomplished in
scientific infrastructure, educational factors amchnological infrastructure.

Programme guidelines of stimulating small and medgize enterprises in the medium-term
period 2008 - 2012 rely on the results achievethsaand on further qualitative improvement
of the development model in this sector.

In order to achieve further improvement in thistsgcthe elimination of all administrative
obstacles is expected, which is one of the CrodBasernment priorities for the next four-
year period. In this respect, and within the HITRR. service, the pilot project "on-line
company registration in a day" began, where thepamy founding procedure is entirely
conducted electronically.

In the HITROREZ project completed by the end of 208ut of 1,451 regulations, 425 were
proposed for deletion and 374 for simplificatiomelCroatian Government founded OREA -
Office for the Regulations Effect Assessment. Thep&tment for the Economic Effects
Assessment of Regulations and the Macroeconomiclysisawas founded within the
Ministry of the Economy, Labour and Entrepreneyshi

In regards to the mentioned positive results, tti@eaved development degree of small and
medium-size enterprises in the sector structurebaisthess category as well as in the sources
enabling sustainable growth of this sector, isnestitd as a necessary introduction of
economic measures and instruments, primarily fiefgto:

« the creation of conditions which will to a largextent enable an easier access to
financing sources in the conditions of relativelyod development of the banking
sector which is sound and solvent;

* inclusion of SME into other forms of the financiadarket, based on the level of
internet usage for e-trade and e-business and dtorsewith significant growth
possibilities, including entrepreneurship in thesldi of new technologies and
connections with the research and development metmeurship and the academic
community.

Instruments and measures of stimulating small aadinm-size entrepreneurship have been
encompassed by incentive projects from the Operalti®lan for the fiscal year, where
competition strengthening measures, financial umsénts for competition stimulation
through the application of new technologies, finahnstruments of regional development
and aid for innovations, new products and the duotion of EU standards, are available.

In the medium-term period 2008 - 2012, based on Gowernment Programme, actual
activities will encompass measures of stimulatingepreneurship among women and target
groups, co-operative entrepreneurship as wellades and crafts. In the process of creating

16 Regulation on Inner Organisation of the Ministfytee Economy, Labour and Entrepreneurship (OG 8)1/0
Article 138: "The Department for the AssessmenEodnomic Effects of Regulations and the Macroecdoom
Analysis shall coordinate and communicate with @féce for the Regulations Effect Assessment (OREA)
order to ensure full compliance with the RegulattonOREA, shall coordinate the system for the asseat of
effects on the economy in cooperation with othatesadministration bodies (SAB), the private seetwd the
public, shall provide instructions and opinionsrégards to the preparation of the assessment cddbeomic
effect of regulations, shall provide professiongbort to parties proposing regulations, shall sehM8AB and
bodies of the Government of the Republic of Croatieegards to the analysis and analysis preparatsowell
as review final reports prepared by SAB in the cétpaof parties proposing regulations, shall adiive
participate in the strategy development in regéodbie economic effects assessment on the natieve| shall
conduct the macroeconomic analysis, shall proposi oheasures for further development and improveroé
the system of assessment effects regulations hatleececonomy, and shall harmonise forms and metbgits
in cooperation with other SAB and interested partie
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entrepreneurial infrastructure, the most signiftaamestments encompass the construction of
entrepreneurial zones, support institutions for regreneurship and clusters. In
implementation activities for the strengthening emtrepreneurial culture, projects of
marketing activities and entrepreneurship advedisiwill continue, as well as the
development of e-projects ensuring overall elimoratof administrative obstacles and a
decrease in entrepreneurial costs.

4.1.7 Public-Private Partnership

The Government of the Republic of Croatia stimdgtablic-private partnership (PPP) with
the intention to influence, through its applicati@nstrong, long-term, sustainable economic
development, which will, in addition to the higHevel of public services for the population,
enable the Croatian economy to accomplish a hilglvet of competitiveness.

In accordance with measures and plans stated ilashgear's PEP, in the course of 2008 the
Government of the Republic of Croatia prepared Rblic-Private Partnership Act as the
legislative framework basis of the PPP system @RRpublic of Croatia

The Public-Private Partnership Act (PPPA) was aelbdby the Croatian Parliament on
October 24, 2008, entering into force eight daylkowang its publication in the Official
Gazette(OG 129/08, as of November 8, 2008), i.eNowember 15, 2008. The purpose of
adopting PPPA is stimulation and a systematic agweent of PPP in the Republic of
Croatia®’
The Act regulates the entire PPP area, primarily:

» the procedure of preparation, proposing and apppNPPP projects;

* rights and obligations of public and private parsni the application of contractual
and status PPP models;

» establishment and administering the Registry of EBRtracts;
* monitoring the implementation of PPP projects;
« authority of the Agency for PP®.

Further upgrade of PPP legislative framework wdlimplemented through the preparation of
implementation acts based on the Act indicatedhbyend of the first quarter of 2009.

The Government of the Republic of Croatia adopted the Strategic Framework for Public-
Private Partnership Development, containing thachaiesumptions for a future successful
development of PPP in the Republic of Croatia.

" The existing framework for the PPP implementationsists of Guidelines for the application of cantual
models of the public-private partnership of the &wownent of the Republic of Croatia, published bs ¢éimd of
2006 and the Regulation on providing prior apprdealthe conclusion of public-private partnershiigsed on
the private financial initiative model (OG 73/08)ith the adoption of PPPA and the adoption of adégju
subordinate legislation, the existing legislatienhieing replaced, and a comprehensive legal framievso
established, regulating the field of PPP in the Ubddip of Croatia. In this respect, on December 2208 the
Government of the Republic of Croatia adopted Qusioh 146/08 whereby Guidelines for the implemeéaortat

of contractual forms of public-private partnersiipPP) were put out of force and which points to the
implementation of the Public-Private Partnership. Ac

8 PPPA contains only the essential provisions, whileir details are stipulated in the related suinaite
legislation (regulations, ordinances) and impleragoh documents (guides, manuals, instructionsjhoAigh
PPPA is an integral part of the public procuremegél framework, the central part of PPPA doesrefar to or
relate exclusively to provisions on public procuesm procedures, but also includes provisions on the
preparation, proposal and selection of PPP prqjdaesrights and obligations of public and privattners in
implementing the contracts concluded, as well ashenorganisation and tasks of the Agency for P®fha
central body competent for PPP. In the sectionrriefg to the procedure of private partner seleGtiBRPA
directly refers to the application of provisionsorfr two other acts; the Public Procurement Act ame t
Concessions Act.
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The central institution competent for the appliocatiof the PPP model in the Republic of
Croatia is the Agency for PPP, and within the scofpiheir competence, the Ministry of the
Economy, Labour and Entrepreneurship (developmelitips) and the Ministry of Finance
(concessions policies, budgetary plans and thalfesftects and risks assessment) also play a
significant role.

The main competence and task of the PPP Agendyeisassessment and approval of PPP
projects, administering the Registry of PPP Comgramonitoring implementation of PPP
projects and improvement of the theoretic and pralcframework related to PPP.

The status of a PPP project may only be given ¢gept proposals approved by the Agency
for PPP. For the purpose of assessing the projepbpal, the Agency for PPP also compiles
opinions of competent ministries, or regional andiacal self-governments, where the
precondition for accepting the project proposabjgproval from the Ministry of Finance
which analyses the project proposal from the aspédiscal effects and risks, as well as
financial sustainability.

In order to strengthen administrative capacitiethefAgency for PPP, a training programme
and different types of education and training atenped for Agency employees. The
Ordinance on the training of participants in praged of preparing and implementing PPP
projects is planned for adoption by the end of 20@8ch will determine the system in detail,
with actual education and training modules for rdpresentatives in the public sector
competent for PPP projects. The implementatiomahing and education of the public sector
representatives would follow mainly during the y2ad.0.

4.2 FINANCIAL SECTOR

The financial system in the Republic of Croati@asicentrated around banks, and in late June
2008, total assets of all banks amounted to 75.6#eooverall assets of all financial agents.
Among other credit institutions, according to the® in the overall assets of all financial
agents, housing savings banks participated wittoladd savings and loan co-operatives with
0.4%.

Although in the period till the end of 2007 the karmave decreased their share in the overall
assets of all financial agents, with the growtlineestment funds and pension funds share, in
2008 their share in the assets of all financialnégéncreased due to a fall in the value of
investment fund assets. The reason for the fathevalue of investment fund assets is an
increase in the withdrawal of investors due to lagarest for such investments.

Table 13: Financial sector structure (% of totaleds at the end of a period)

2005 2006 2007  June 2008
Banks 78.€ 76.7 73.€ 75.5
Open-end investment funds, net assets 2.7 4 6.4 4.1
Closed-end investment funds, net assets 1.1 14 1.7 14
Insurance companies 5.C 4.9 5.C 5.3
Housing savings banks 1.¢ 1.€ 1.4 14
Compulsory pension funds, net assets 3.6 4 4.5 4.8
Voluntary pension funds, net assets 0.1 0.1 0.2 0.2
Savings and loan co-operatives 0.t 0.t 0.4 04
Leasing companies 6.2 6.8 6.5 6.9
Total 100.( 100.( 100.( 100.(

Source: CNB, MF, CFSSA
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4.2.1 Banking Sector

In mid 2008, 33 banks and 5 housing savings bapksated in Croatia. Their share in the
overall assets of all financial agents was abodb6.7At the same time, the banking system
was highly concentrated, where 10 largest bankesepted about 92% of the overall assets
of all banks. Foreign-owned banks dominate the osmp structure, representing 90.7% of
the overall assets of all banks. Banks owned bipnalt entities amount to 4.5% of the overall
assets of banks, while 4.8% of the overall assétallobanks is privately owned on the
national level.

In order to influence the reduction of loan growdtnich is for the most part based on foreign
borrowing of banks from their parent institutiotise Croatian National Bank introduced a
credit control measure in late 2006, which obligatanks with the annual placement growth
in 2007 exceeding 12% to purchase bills in the arhafi 50% of the excess amount. The
same measure was made more stringent in July 2DG71(32/07) and in March 2008 (OG

29/08). In continuation with the provisions statdtk placement growth of banks was also
limited by achieving the appropriate capital adeyuaf banks as a precondition of growth,
and in this respect the Croatian National Bank albapted two Decisions on Amendments to
the Decision on the Capital Adequacy of Banks (3G/Q7 and 31/08).

In regards to credit risk, it must be emphasisadl fitr the purpose of better currency induced
credit risk management, due to a significant eatms of bank assets, the regulation adopted
by the Croatian National Bank in 2086s still in force, according to which higher wetgh
are applied to credit risk when calculating theitedpdequacy of banks for exposures to
those customers whose foreign exchange positiootisnatched, in the currency in which
they earn their income as opposed to the curremayhich placement was granted to them.
Moreover, since May 2007, a better insight intoddreisk when banks grant their new
placements was made available to banks which aredfers of the Croatian Registry of
Credit Obligations, providing them with reports anedit obligations of their customers.

In the process of aligning the existing savings oah co-operatives with thacquis
communautaire relating to the operation of credit institutioms,December 2006 the Act on
Amendments to the Banking Act (OG 141/06) was aelbpintroducing the possibility of
transforming savings and loan co-operatives intonggs banks, as well as the possibility of
founding savings banks, and the Credit Unions &¢ (141/06) introducing the possibility of
aligning the savings and loan co-operatives with Attt in question, i.e. the possibility of
founding credit unions. According to preliminarytala43 savings and loan co-operatives
have decided to transform its business into savibagks, 37 to conform with the Act and
operate as credit unions, whereas 24 of them hatedoo terminate their operation by
implementing the voluntary liquidation procedureoweéver, in the licensing process until
September 2008, 37 savings and loan co-operateesietl to change their initial decision
and adopted a decision on voluntary operation digtion, while 4 savings and loan co-
operatives merged with the largest savings and ¢oaoperative.

In accordance with all of the above, the Croatiaatidhal Bank received 21 requests for
transforming savings and loan co-operatives intonggs banks and one request for founding
a savings bank, 18 requests for continued operatighe savings and loan co-operatives as
credit unions and 2 requests for the founding efedit union, notices on the merger of 4
savings and loan co-operatives and decisions &fafiings and loan co-operatives regarding
the initiated procedure of voluntary liquidatiom the process of resolving requests of the
savings and loan co-operatives for transformatima savings banks, for continued operation

19 Decision on amendments to the Decision on thetalapilequacy of banks (OG 149/05) and Decision on
amendments to the Instruction on a single appboatif the Decision on the capital adequacy of bgaxs
41/06)
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as credit unions or for the founding of credit urtipthe Croatian National Bank has reached
the following decisions by September 2008:
« 1 savings and loan co-operative was transformeal atsavings bank, while one
savings bank was founded;
e 20 savings and loan co-operatives did not fulf tonditions for transforming into a
savings bank, and their request was denied;
» 18 requests of savings and loan co-operatives paration as credit unions were
positively resolved as well as 3 requests for thanfling of a credit union.

The Credit Institutions Act (OG 117/08), implemaigtiprovisions of the Capit&equirement
Directive’® in the part relating to credit institutions, wakpted in September 2008, while the
Croatian National Bank adopted subordinate legwsiategulating in detail the calculation of
the capital adequacy of credit institutions, asl&ela range of other subordinate regulations
based on the new Credit Institutions Act, which puélished in the Official Gazette 1/39
The Act prescribes that credit institutions musteha minimum capital adequacy of 12%.

In addition to the Credit Institutions Act, the @t@n Parliament also adopted the Act on
Electronic Money Institutions (OG 117/38)as well as the Act on Settlement Finality in
Payment and Securities Settlement Systems (OG &)f7/6he Act on Amendments to the

Deposit Insurance Act (OG 119/68and the Financial Conglomerates Act (OG 147/08)

At the last session of the National Payment Systemmittee (the Committee) in November
2008, draft Act on the Payment System Services, witich the EC Directive on Payment
Services in the Internal Market (2007/64) would toensposed, was presented to the
Committee members. The adoption of the Act is ptainfor the second quarter of 2009. As
well, the Committee members got acquainted with Fnemework for the Detection of
Counterfeits and Fitness Sorting by Credit Insttug and Other Professional Cash Handlers.
The application of Guidelines is planned for Jagudar2010.

With regard to the payment system of the Repulfli€matia, there is still room for further
improvement in the area of providing payment s&wiby non-banking institutions and their
licensing and supervision, in the transparencyasfdd@ions for providing payment services,
the rights and obligations of payment service ptexs and users, the out-of-court settlement
of disputes and other issues, all of which is alscessary for the functioning of the single EU
market. This area will be regulated through the A&tvon the Payment System Services.

With the aim to protect consumers, the creation ashaption of the Consumer Loan Act is
planned for 2009, which will regulate contractughtions of customers as service users and
service providers who do not necessarily have toredit institutions.

? The Capital Requirement Directive encompassescBie 2006/48/EC relating to the taking up and pitrsf
the business of credit institutions and Directi@®@/49/EC on the capital adequacy of investmemsiand
credit institutions.

2L |In addition to the Capital Requirement Directivealso encompasses transposed provisions of Digecti
2001/24/EC on the reorganisation and liquidatiorcigdit institutions, Directive 86/635/EEC on thenaal
accounts and consolidated accounts of banks ard fittancial institutions and Council Directive 87/EEC
on the obligations of branches established in a ManState of credit institutions and financial ingions
having their head offices outside that Member Stagarding the publication of annual accountingutoents.
%2 Directive 2000/46/EC on the taking up, pursuitanid prudential supervision of the business of meat
money institutions

2 Directive 1998/26/EC on settlement finality in pasnt and securities settlement systems

24 Directive 94/19/EC on deposit-guarantee schemes

% Directive 2002/87/EC on the supplementary supemi®f credit institutions, insurance undertakirayx
investment firms in a financial conglomerate
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4.2.2 Non-Banking Sector

On October 1, 2008 the permit for conducting insaeaactivities was issued to 25 insurance
companies and 2 reinsurance companies in the RemiliLroatia. In addition, 24 companies
for mediation in insurance were in operation, whig6 agents conducted mediating activities
in insurance as physical persons. The activitiegpfesentation in insurance were conducted
by 152 trades and crafts for representation inrarste and 154 companies for representation
in insurance, while 5,458 insurance representato@sducted activities in insurance as
physical persons (including also insurance repteseas in the banking sector). At the 30
technical inspection stations it is possible tott the compulsory insurance policy for the
motor vehicle owner or user, from liability for dages to third parties and additional
accident insurance in motor vehicles. All of thgdkeand physical persons listed above
operate on the basis of a decision of the Crod&tinancial Services Supervisory Agency (the
Agency), while 24 banks obtained a permit of thedlian National Bank for conducting the
tasks of representation in insurance, upon a ppproval of the Agency.

As of October 1, 2008, 4 compulsory pension funpisrated in Croatia, the overall net assets
of which amounted to HRK 22.5 billion by late Septeer 2008. Due to unfavourable trends
on the global financial market, the Agency in ttepacity of the capital market regulator,
reacted to proposals of compulsory pension fundstia@ir management companies, whereby
a decision on the founding of an "intervention fumés adopted in the form of an open-end
investment fund with a private offer into which coufsory pension funds and their
management companies make contributions based ein mharket shares. The initial
contributions in the amount of HRK 150 million whle paid once the fund is founded, and
will increase if needed, while payments would bedenan the course of five years. A
compulsory pension fund which would use the intetiom fund resources may only use these
assets for payments to stakeholders.

As of October 1, 2008, 6 open-end voluntary pengiords were active, with the overall
assets of HRK 742.4 million, and 14 closed-end ntawy pension funds with the overall
assets of HRK 133.4 million.

On the capital market, in addition to pension fynas of October 1, 2008, 122 open-end
investment funds were active with the overall neteds of HRK 14.9 billion, 4 closed-end
investment funds with HRK 1.8 billion in assets andclosed-end investment funds for
investments into real estate with overall assetdRK 607.6 million total.

Based on a special law, 2 funds were founded agdtezed — the Fund of Croatian
Homeland War Veterans and Members of Their Familiks HRK 2.9 billion in assets, and
the Pensioners' Fund with assets of HRK 4.4 bilianal.

In the course of 2008, Croatian legislation wagredd in the non-banking sector and the Act
on Amendments to the Insurance Act (OG 87/08) &edGapital Market Act (OG 88/08)
were adopted, regulating the conditions for thenfbog, operation, supervision and
termination of an investment company, market operand the operator in the offsetting and
settlement system in the Republic of Croatia, choas for providing investment services
and conducting investment activities and otherteelactivities, rules for conducting business
in a regulated market, conditions for the offerseturities to the public and listing securities
on a regulated market, obligations in regards tadiphing information pertaining to securities
listed on a regulated market, abuse of the madegipsits of financial instruments as well as
offsetting and settlement of transactions involviimgancial instruments, and the authorities
and actions of the Agency in implementing this Act.

In 2009 the preparation and adoption of the ActAmmendments to the Act on Compulsory
Insurances within the Transport Sector is planwéth the aim of aligning the provisions
with theacquis communautaire, in the part pertaining to air transport.
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The Capital Market Act stipulates the adoption ofsignificant amount of subordinate

legislation, while drafts of the subordinate legigin prepared by the Agency have been
submitted for a public debate. With the aim of &#dyeand more comprehensive coordination
and market preparation for the forthcoming changeseries of meetings was held with
representatives of the industry, the Zagreb Stogkh&nge and the Central Depository
Agency.

Concurrently with the preparation of subordinatgidiation, the Agency as a supervisory
body regarding the operation of actors in the ehpibharket, revises and improves its
approach to supervision, which will be based ok msanagement control and internal
controls of the entities supervised in the forthocwmperiod. In regards to this, the
methodology of direct supervision of investmentdsinis ongoing, to be based on the risk
assessment of certain companies.

In the second half of 2008, special attention wasrgto technical meetings with the industry
representatives, referring to the implementatiorthef Capital Requirement Directive, and
drafts of subordinate legislation have been prepaiach regulate in detail the calculation of
capital adequacy, while the adoption of all subweite legislation is planned for the first
quarter of 2009, which will, in addition to fullighment with theacquis communautaire, also
enable full implementation of the Capital MarkettAthe end of June 2009 has been set as
the term for the alignment of all entities on tharket with legal provisions and subordinate
legislation. In the aforementioned period, the Ageimtends to continue working on the
supervision methodology, to continue consulting itftdustry and educate participants in the
capital market, with the aim of adjusting to Eurapetandards and to continually monitor the
adoption of regulations on the EU level, interpietes of the European Commission and
Committee of European Securities Regulators (CESHR)to update and adjust its activities
accordingly. By the alignment deadline, the adoptad subordinate legislation is planned
which will regulate in detail the implementation thfe Investor Protection System and the
functioning of the Investor Protection Fund.

Moreover, in this period the Agency plans to intBniss cooperation with other regulators in
the EU, and to continually implement activities tpgring to monitoring the dynamics of
adopting regulations in the EU and their timely iempentation into the legislation of the
Republic of Croatia.

With the aim of stimulating confidence in the fiméal market and contributing to the
financial market functioning without obstacles, t®ject for educating a wider public and
investors was initiated, encompassing the entiectspm of the Agency activities. In June
2008 an educational seminar was organised for sgsgckange and economic experts, where
the first steps were made in the education of polihe State Prosecutor's Office and
journalists.

4.3 LABOUR MARKET

All of labour market indicators in the Republic G6foatia continue to indicate to further

continuous increase in employment and decreaseemployment. According to temporary

data of the Central Bureau of Statistics, the totainber of registered employed persons
increased from 1,526,105 in November 2007 to 148230in November 2008, i.e. by 0.3%. In

the same period, the number of unemployed persgistered by the Croatian Employment
Service decreased from 253,183 to 233,661, i.e7.@%0. According to the labour force

survey, the employment rate of persons aged 13tm&eased from 56.7% in the second
quarter of 2007 to 57.6% in the second quarter Qfi82 while the unemployment rate of

population aged 15 and more in the same periocedeed from 9.1% to 7.9%.
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4.3.1 Stimulating Employment

The new cycle of active employment measures, whedan in 2006 indicates positive high
quality results since most of the newly employedspes are young, without work
experience, and those unemployed over the long.tdforeover, we have assessed as
positive the fact that users of active employmestsures are primarily small and medium-
size enterprises, which leads to the conclusioh ghecisely these employers are generating
economic development and growth, by providing nelsj In the course of 2006, from
among all the persons encompassed (4,869), 2,4018lepwere employed, and 873 persons
joined education programmes. In 2007, measureswgrassed 8,494 persons, of whom 4,346
(or 51.1%) were women. From the total number okpes encompassed (8,494), through
employment aid 4,296 persons were employed, 703opsrwere included in the education
for a specific employer (training aid), 2,960 persavere included in the education for a non-
specified employer and 531 persons were employedigin the programme Public Work.

By December 31, 2008, measures encompassed 7,53Inpeof whom 3,641 were women.
From the total number of persons encompassed ()/,38bugh employment aid 3,350

persons were employed, 1,105 persons were inclindidneg education for a specific employer
(training aid), 2,361 persons were included ingbacation for a non-specified employer and
715 persons were employed through the programmécPtMork. It needs to be mentioned

that for the Annual Employment Stimulation Plan swas, a total of HRK 370 million was

secured in the state budget for 2006, and the anfouthis purpose was increased to HRK
530 million in 2007 and to HRK 480 million in 2008.

Since the Republic of Croatia wants to base iteligment on knowledge and investments
into people, according to the Lisbon process goptsitive changes in the educational
process are also significant and positive, pawityl bearing in mind their influence on

decreasing the gap between the work force supplyd@mand, and a rise in the work force
employment. The total number of students enroltedhigh schools fell by 5.1% between
school years 1997/98 and 2007/08 due to demograpnds. However, within this general

trend, there are various sub-trends. While the rexnth students enrolled in gymnasiums
increased by 4.3% and the number of students edratl four-year technical programmes
increased by 7.2%, the number of those enrolldtiree-year vocational programmes for the
industry as well as for trades and crafts decredse®7.6%. Among all students at the
beginning of the school year 2007/08, 44.5% attdrfdar-year technical programmes, 25%
three-year vocational programmes, 2.5% art sch@i%p gymnasiums and 0.9% special
schools.

At the beginning of the school year 2006/07, 138,52udents were enrolled in higher
education (ISCED level 5), among them 2/3 were l@dan university studies (ISCED 5A)
and 1/3 in vocational studies (ISCED 5B). In addfitito universities, higher education,
especially vocational studies are offered by palytéc schools and community colleges. The
number of students in higher education increase®&19¢ in the period between the school
year 1997/98 and the school year 2007/08. This @gaificant increase in the relative
participation in higher education, which has prdpdivought Croatia closer to the European
Union average.

In regards to the taxation system, which is linkedhe employment policies, contributions
for social security and taxation in relation to theerall work force cost, serve as indicators of
the tax wedge level. The tax wedge in Croatia art®otm37.3% for those employed on a low
salary. The tax wedge in the EU amounted to 39@2005, according to EUROSTAT. This
shows a slightly lower tax wedge in Croatia tharthe EU. Despite this, with the aim of
stimulating employment of the younger populationthwno work experience, the new
Contributions Act enabled the employment of fitateé employees or those with a volunteer
work contract according to labour regulations, with the obligation of contributions
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calculated and paid according to "the base", whigbresent the employer's cost (health
insurance 15%, occupational health insurance 1%laftd for employment) for the duration

up to one year from the first date of employmentthe first date according to the volunteer
contract. Furthermore, with the aim of promotindi\ac ageing, income of those pension
insurance beneficiaries which is based on theirasional employment in handicrafts, is
exempt from the obligation to pay contributions.

The Minimum Salary Act was adopted in 2008, bearimgnind the circumstances that

115,000 workers in the Republic of Croatia recev&alary up to HRK 2,500.00 per month.
The social work conditions have improved with tAid for workers with the lowest salaries,

who represent 7.6% in the overall employment. Upienadoption of this Act as of July 1,

2008, the minimum salary amounts to 39% of the ayersalary for 2007, whereby the
minimum salary grew from the existing minimum of KIR,441 gross to about HRK 2,747,

i.e. for the amount of HRK 300.00. The gradual sharthe minimum salary in the average
salary for the previous year will be calculated dach following calculation period, once the
Central Bureau of Statistics has published datthenmreal GDP growth for the previous year,
in the manner that the minimum salary share inaherage salary for the previous year
increases for the real GDP growth coefficient ie firevious year (formula for the share
calculation is 39% + 39 x real GDP growth/100 xrage salary for the previous year).

In May 2008, the Memorandum on Joint Assessmei@ngployment Policy Priorities — JAP
was signed by the highest officials of the Repubfi€roatia and the European Commission,
based on which a new cycle of active employmentsones will begin, with the preparation
and implementation of the National Employment Impéaitation Plan 2009-2010.
Recommendations for the improvement of existingsuess and the preparation of new ones
were presented to working groups drawing-up theddat Implementation Plan, which are a
result of the 2-PHARE 2005, and in the preparatibwhich, along with state administration
bodies, social partners on the national level anébur counties (City of Zagreb, Sibenik-
Knin, Medimurje and Osijek-Baranja) also participated. Therdpean terminology and
qualification of employment policy measures wereoalpresented, according to the
EUROSTAT data base methodology.

4.3.2 Social Security System

Material and Legal Protection of Unemployed Persons

By taking into consideration the active involvement the labour market, it is necessary to
also know all circumstances of the long-term preessnfluencing the labour market in the
Republic of Croatia determining our future competit advantage or limits in our
development. These processes are primarily corshéatthe population ageing, caused by a
negative population growth, the result of whictthe ageing of the working population and
the work force, as well as a decrease in the atesolumber of the working age population.
Since the younger generations can not replace tire mumerous older generations in size,
the latter group becoming older than the working pgpulation, the need will arise for the
education of increasingly older workers, which ngpossible without the life-long learning
orientation. Additionally, a bigger fluctuation oie labour market demands relatively
frequent changes in the status of an individuatiope of employment will alternate with
periods of learning, unemployment and inactivitgv&al career changes in the course of a
working life will provide an absolute advantagetiiose investing into their abilities to learn,
and maintain their entrepreneurial spirit.

Although significant positive changes on the Craatiabour market have occurred in the last
few years, as the registered employment increasgdifisantly, and the registered
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unemployment was reduced to a large extent, thatsn on the labour market is still not
satisfactory, with the most concerning element dpethe relative scope of long-term
unemployment. The share of persons unemployed ¢we ithhan a year amounted to 58.6% in
the overall number of those registered as unemgldyeend-2007. Data indicate that long-
term unemployment is connected to a lower degresslo€ation and older age, as 38% of the
unemployed only have primary school qualificatio8fce the relative scope of long-term
unemployment may be reduced by educational measifir@s active employment policy for
the purpose of refreshing, supplementing or changiork-related knowledge and skills of
the unemployed persons with the aim of increashgr temployability, the new Act on
Employment Mediation and Unemployment Rights waspéed, where the issue of financial
compensation for unemployment has been modifiece $blutions adopted refer to the
possibility of a more significant financial incevei for the unemployed to participate in
educational measures, when the financial compeamsasgi determined in the amount of a
scholarship, which constitutes a 50% increasedgands to the existing compensation.

On the other hand, the unemployment benefits isec@aignificantly in the first three months
following the loss of employment, as well as itadyal decrease in order to discourage long-
term unemployment, particularly among the olderytagon who has acquired the right to
continual financial compensation. This measurerssponse to the fact that according to the
existing data 54.4% of those using financial unemplent benefits are 54 and younger,
which is why it is necessary to stimulate employmand work activation with a smaller
compensation following a year of unemployment. Ajomith the described increase in the
fees, the obligations and responsibilities of tmemployed have increased, in regards to
joining educational activities with the aim of find employment, as well as refusing
employment, which is a change from the existingtesys depending exclusively on
qualifications and experience, as the establishetegsional plan as well as psychological
and physical abilities of the unemployed persom malv be taken into consideration.

Due to the above, the restructuring of material &ghl protection for the unemployed
persons was conducted with the aim of protecting winemployed in the first year of
unemployment from poverty with higher compensati@msl providing the unemployed with
a longer period of employability through educatioaetivities and active work seeking, as
well as stimulating employment and work activatioh the unemployed with a lower
unemployment benefits obtained until they have ébemployment.

The amount of approximately HRK 853 million is sesdiin 2009 for material and legal
protection of the unemployed, which is HRK 53 noilimore in comparison to 2008, for the
financial compensation restructuring and finaneial during education, based on the labour
market trends, the continuous employment growthdtr@nd unemployment reduction, and by
taking into consideration the average salary uneygal persons received prior to becoming
unemployed. It is important to emphasise that ti@eiase in question does not imply an
increase of the contribution rate for employment)yoa redistribution of the existing
resources accumulated in the course of a fiscal yea

Pension Insurance

Within the pension insurance system, constituting of the components of the entire social
security system in the Republic of Croatia, certaiodification occurred in the legislation
during 2007 and 2008, regulated both as a genaedteplidarity system and a capitalised
pension insurance system.

Amendments to the Pension Insurance Act were intred on two occasions in regards to
compulsory pension insurance based on generatsmhidarity. The Act on Amendments to
the Pension Insurance Act (OG 79/2007) which edtenéo force on January 1, 2008,
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enabled the raise of early retirement pensionsutiiroa change in the baseline factor for
determining early retirement pensions amounting.ib% now as opposed to the previous
baseline factor of 0.34%, reducing the overall nmaxn pension decrease (for the insured
opting for the early retirement pension five yepr®r to fulfilling conditions for regular
retirement pension) to only 9%, as opposed to theipus maximum decrease of 20.4%. The
level of disability pensions due to professionahitity to work has also been raised, paid
during employment, as well as disability pensioassed by injuries at work or professional
diseases, by changing the pension factors andetred bf minimum pensions so that it is
determined in the same manner for all the yeararaatated, as determined by the Pension
Insurance Act (OG 102/98). In the meantime, amemdsnéo the same Act from 2002
regulated the calculation of minimum pensions bplypg the factor of 0.825% of the
average gross salary of all employed persons imat@a2ran 1998 until 30 years of work
towards pension have been accumulated, and by iagptize factor of 0.4125% of the
average gross salary of all employed persons imt@ran 1998 for each accumulated year
exceeding 30 years. The aim of all these changes twamprove the material status of
pension beneficiaries and raise the level of aveansion share in the average salary. With
the Act on Amendments to the Pension Insurance @& 35/2008) which entered into force
on March 28, 2008, the pension insurance benefsiavorking part-time have obtained
equal rights to pension insurance, as well as thetah and extramarital union in regards to
the right to family pension. The Allowance on Pensi Earned Act according to the Pension
Insurance Act (OG 79/2007) is being applied sin@@& significantly improving the material
status of "new pensioners” and harmonising the atoti pension obtained for the same
number of accumulated years for beneficiaries wlawehobtained pensions based on
regulations in force prior to the pension refornd dnllowing its initial period. The Act
determines an allowance on pension in the rangeeset 4% and 27% of the pension,
depending on the year the right was exercised. ugirospecial regulations, the Act on
Amendments to the Trades and Crafts Act (OG 68/p@dd the Contributions Act (OG
84/2008), certain preconditions were created fanae significant inclusion of younger
pensioners into paid work, thus marking the impletagon of the measure stipulated by the
Joint Memorandum on Social Inclusion.

In the field of a capitalised system, certain anmeents in legislation were also conducted,
with the aim of transposing treequis communautaire in regards to the operation of pension
funds (possibility of increased investments outsitlthe Republic of Croatia), and in relation
to more precise regulation of additional pensiosteys (voluntary closed-end pension
funds).

In regards to the significant role of the minimusmpion representing the basic instrument of
achieving the principle of solidarity and redistiiion in the generational solidarity system,
the procedure of minimum pension sustainable fimgnwill be analysed in the medium-term
period (2009 - 2011), as well as the possibilityt®fachievement with a review of the income
and property status. In this regard, criteria fetedmining the minimum pension will be
defined and incorporated into the legislative frarok. Further reform of the pension reform
will encompass certain measures to be undertakén thve aim of further average pension
increase, in accordance with economic abilitiethefcountry, and in this respect with special
monitoring of early retirements, in regards to adreants of the Pension Insurance Act. For
now the new anticipated more beneficial option afyeretirement, despite the previous PEP
Assessment and the assessment indicated in the RBfijfess Report in Chapter 3 —
Economic Criteria Subchapter 3.1 - Existence ofEdficient Market Economy, did not
significantly influence the increase of pensionumasce costs, due to a relatively short time
that the regulation stipulating this option hasrbaeforce. Thus particularly the fiscal effect
of the amended regulation will be monitored andetymintervention is planned if a
disturbance is noticed in relation to the existiogndition and an increase of pension
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insurance costs which would exceed the framewaakned (overall fiscal cost of 0.35 — 0.4
GDP per year for the amended Pension Insurancamktthe Allowance on Pensions Earned
Act). Achieving the pension system fiscal consdimain the medium-term remains one of
the priority tasks. Since the medium-term periogihe in 2009, the first year in which
pensions will be calculated based on salaries fifmanentire working life, a longer working
life is expected as well as exercising pensiontsigit a later time. In accordance with
demographic trends, possible increases of the iage for acquiring the right to regular
retirement pension will be analysed.

In regards to the capitalised system, trends irsyiséeem and the application of acts regulating
this field will continue to be monitored for pos&bupgrades and adjustment to new
conditions of the social and economic developmédnthe country. By now the pension
reform has achieved results in stabilising the pensystem deficit. The same deficit
decrease trend is also expected in the medium-pamod, and with the aim of securing
adequate pensions for future generations of peesspthe possibility is planned to increase
the contribution rate for the second pillar in theriod until 2013 (Strategic Development
Framework 2006 - 2013), and further liberalisatadnpension fund investment policies, in
regards to investments into first-class equity sées. This is why an analysis of potentially
raising the contributions for the second pillartie medium-term will be conducted, and
concurrently the analysis of the effects the medifiormula has on basic pension (available
to the persons insured in both mandatory insurailtars, for the period following the
introduction of the capitalised system), in orderdach a decision on the choice between two
ways of improving the capitalised pension savingsgtem.

Within the open coordination model (in which Craaintends to actively participate upon
accession to the EU) and in accordance with thédosStrategy, preparations for future
reporting on the condition and trends within theairenpension system will be conducted
according to the established methodology, withdhe of modernising the pension system
and achieving an adequate, available, financialstanable, adjustable and efficient pension
insurance system.

In regards to key priorities according to the aneehBecision on Accession Partnership as of
February 5, 2008, also including the re-introductiof the possibility for submitting the
convalidation request, this priority measure wadsliied. According to the Convalidation Act
(OG 104/97), all individual acts and decisions hesitor adopted by different bodies or legal
entities with public authority, adopted or issuadegards to judicial or administrative cases
in the territory of the Republic of Croatia, whigkere or still are under the protection or
administration of the United Nations, may have beenvalidated in accordance with the
Constitution of the Republic of Croatia, the Comngtonal Act on Human Rights and
Freedoms and on Rights of Ethnic and National Conmiti@s or Minorities in the Republic of
Croatia, and the laws of the Republic of Croatias®l on this Act a Regulation was adopted
prescribing the convalidation process, where aates@ one-year term was prescribed for
submitting requests from the date the Regulatidared into force. With the aim of renewing
the term for submitting requests, an Ordinance adapted on the procedure of convalidating
decision and individual acts from the field of pensinsurance, which entered into force on
May 17, 2008, enabling all interested parties fiulfy the conditions, to submit requests for
convalidating decisions and individual acts in ttesm. The Croatian Pension Insurance
Institute is in charge of the Ordinance applicatihich is monitored and supervised by the
Ministry of the Economy, Labour and EntrepreneyrshiVith the abovementioned, the
requirement from the EC 2007 Progress Report, @n&pt Political Criteria, Subchapter 2.2
— Human Rights and Protection of Minorities, foakling access to pension insurance rights
to persons residing in the Croatian territory undét protection in the nineties has been
fulfilled as well.
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Social Welfare

Social welfare in Croatia focuses on the preventdénpoverty, social vulnerability and
exclusion. This constitutes a social protectiornwoek with the aim of care for and inclusion
of the socially most endangered or socially vulb&rgopulation, and plays a significant role
in the prevention of poverty and the mitigationtefeffects.

According to measures of the Social Benefits Ref@tmnategy 2007 - 2008 amendments to
the existing Social Welfare A& were adopted in July 2007, simplifying the proaedaf
fulfilling rights, while a new regulation is plandién 2009 with the aim of raising the quality
of the entire system. In order to increase theesb&social benefits in GDP, the Government
of the Republic of Croatia reached a Decision oa ltlase rate for achieving the right
pertaining to social welfare in March 2008, wherdtig baseline was increased by 25%, i.e.
from HRK 400 to HRK 500. The application of the @&an in question begins on November
1, 2008.

The Registry of Social Benefits is being preparsame of the measures of this Strategy, for
which resources have been secured in the stateehudgluding all contributions relating to
employment, health care, social welfare, familyreggons etc.

In regards to the Registry of Social Benefits, ihieoduction of a Personal Identification
Number according to the Act on the Personal Idieatibn Numbe?’, will enable simple,
accurate and fast records regarding the benefiaghtiie social welfare rights, facilitate the
availability of necessary data for persons for whanescribed conditions for achieving these
rights are established, determine income and ptpgiecome and property census), facilitate
monitoring and verification in case of modifiedatimstances, a better control of payments in
this respect will be enabled, while the overlappofgrights will not be possible — like
obtaining rights based on eligibility in two cateigs from different social benefit systems.

Along with the introduction of a Personal Identiomn Number, further development of the
integrated information system is anticipated, engassing the identification of all state and
local social benefits and electronic data exchamigie a high quality control and verification
system, as well as authorisation for the data exggp@nd usage.

With the aim of improving the social services orngation, further activities are planned in
regards to decentralisation, deinstitutionalisagtioomputerisation and improving the social
services quality, which is continually conductedotigh reforms established by the Social
SWDP? in cooperation with the World Bank.

Within the IPA component IV - Operational Programrfe the Human Resources
Development, last year's project proposal "Creattbra Support Network in the Social
Integration and Employment of Vulnerable and Maafised Groups" was expanded and
amended in the project proposal "Establishing SttgpdSocial Integration and Employment
of Disadvantaged and Marginalised Groups". The gb#he project is support for long-term
unemployed recipients of permanent help when aoags$ke labour market, based on their
specific needs. The expected results encompagseragdtened inter-departmental and inter-
institutional partnership and an improved qualifyservice in social welfare centres, to be
achieved through two components. Within the firetnponent the analysis of existing
practices and services in the field of social is@n and employment with recommendations
for improvement will be conducted, along with fongiworking groups (consisting of all
relevant stakeholders) and implementing consuhation order to improve cooperation,
finding new ways of communication and work, whicbuld result in the Procedure Protocol.
Within the second component, education of expeds fthe social welfare centres will take

% Act on Amendments to the Social Welfare Act (OG0Z3
27 Act on the Personal Identification Number (OG, E6/08)
8 SWDP - Social Welfare Development Project
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place, in order to provide a better quality of ssvdescribed in Article 77.i of the Social
Welfare Act "Advising and assistance in surmountiggecial difficulties”, including
assistance in looking for employment. Followingitleslucation these experts would become
"mentors for social inclusion” which would, in atidn to assistance in looking for
employment, continue to provide psycho-social suppuen after the persons in question
find work.

Within the EU Accession Partnership for the Republi Croatia, one of the two significant
cooperation activities in the field of employmemidasocial inclusion is also the preparation
of a Joint Memorandum on Social Inclusion (Jf)n accordance with the identified main
problems in JIM, the National Implementation Plan$ocial Inclusion was prepared (2007 —
2008) with the aim of expanding the social servicestwork, developing the extra-
institutional services system and improving theiaagervices access to children, the elderly
and persons with disability. Based on JIM documanis the National Implementation Plan,
the Report on the Implementation of the Joint Meandum on Social Inclusion of the
Republic of Croatia 2007-2008 was prepared, adopyetthe Government of the Republic of
Croatia and submitted to the European Commissialuly 2008. All parties implementing or
co-implementing the measures stipulated by the dNati Implementation Plan have the
obligation to undertake further activities for theplementation of measures and its
monitoring.

The implementation of systematic protection of tsgand interests of children and vulnerable
groups is ongoing, through the application of tléianal plans, programmes, strategies and
policies adopted. In the course of 2009 the prejwsraand adoption of the following
documents is planned: the National Strategy forRheection of Children from Abuse and
Neglect, Protocol on the Procedure Regarding Serdeglect of a Parent, Adoptive Parent,
Guardian or Another Person pertaining to the resibdity to provide for or care for a child
and the National Plan Against the Sexual Abuse bild@en. The Convention on Child
Protection and Cooperation Regarding Internatiéwption (Hague Convention from 1993)
is also in the preparatory stage.

Protection of Motherhood and Family Allowance

The protection of motherhood and a system of famitly plays primarily a procreation role,

as well as an increase in the quality of life families with children. This system, as part of
the general social policy represents a componepublic policy focused on children, young

people and families.

In the motherhood protection system, based on aments to the Mandatory Health
Insurance Act dated January 1, 2008, all employeasthers have the right to salary
compensation in the full amount until the childsis months old when using their right to
compulsory maternity leave. Moreover, the Act oa Execution of the State Budget of the
Republic of Croatia for 2008 prescribes the rightthe minimum financial compensation
during maternity leave in the amount of HRK 1,668jle one-off financial aid for the birth
of a child, established at HRK 2,328 in 2007, wa&stablished in 2008 in the same amount.
During 2008 the Act on Maternity and Parental Béasefas adopted, entering into force on
January 1, 2009. This Act has been harmonised thithNational Population Polityfrom
2006, as well as with adequate EU regulations amdtizes>* With the adoption of this Act,

29 JIM — Joint Memorandum on Social Inclusion of fepublic of Croatia — (signed on 5 March 2007) leetw
the Government of the Republic of Croatia and theopean Union

% Official Gazette 132/06

31 Regulation (EEC) No 1408/71 of the Council of Lthe 1971 on the application of social security sw®to
employed persons and their families moving witli@ Community, Regulation (EEC) No 574/72 of the @l
of 21 March 1972 fixing the procedure for impleniegtRegulation (EEC) No 1408/71 on the applicatidn
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a more balanced presence of both parents (gendalitgy) on the labour market has been
achieved, the procreation policy is stimulated, igbg the woman and man in the role of a
mother and father, are stimulated to procreate thighadequate adjustment to requirements of
family life and work, particularly pregnant womendanew mothers, in order to facilitate
their continual presence in the labour market, ithelvement of fathers in family life,
responsible parenthood and welfare of children ai s the economic independence of
women. Once this Act enters into force, it will opgossibilities for full equality of women
and men in the care and provision for their chitldirmaternity leave and parental leave will be
flexible and it will enable the usage of parenéave until the child has turned 8 years old.

Starting with January 1, 2007, according to theidwa Population Policy, amended
provisions of the Act on Child Suppdftare applied, based on which the amount of the
average monthly income by family member has in@éas regards to obtaining the right to
support, from HRK 1,330 to HRK 1,663, another ineortevel was introduced for
determining the amount of support for children #mminimum amount of child support was
increased from HRK 166 to HRK 199. Moreover, thghtito procreation allowance was also
introduced for the "8 and 4" child, for all child support users, if receivingpport for three or
more children. Based on these legal provisiongddition to the procreation goal, a better
social goal of the child support would be achiewvad the child support would encompass a
larger group of children exposed to unfavourabl@aa@onditions.

During 2007 and 2008, 17 county family centres wetaded. The purpose of founding new
family centres is the raising of family servicesrtularly those services focused on
preventing the development of unwanted relationthiwifamilies, and for providing advisory
support when planning a family, care and provision children and in work with young
people. These activities of family centres take@lan close cooperation with the competent
authorities of the local and regional self-governtse

In the field of protecting the rights and interesfsa child, provisions of the Family Att
were amended, based on which the legal and instialt protection of children without
parental care has been strengthened as of Januafp8. Authorities of the social welfare
centres were expanded in procedures involving tregeption of child rights, with the
obligation of initiating legal proceedings againstesponsible parents, and temporary
financial support was introduced.

Sudent Satus I mprovement

With the aim of improving student status and thailability of higher education to a larger
group of students, the Ministry of Science, Edwratand Sports (MSES) will undertake
certain measures and will allocate the followindpsdies to full-time students at higher
education institutions in the Republic of Croatia:

1. Scholarships for full-time students of the higkducation institutions in the Republic of
Croatia (universities, vocational studies and gpatiuate studies). Based on a public tender
for allocating state scholarships, 2,500 new se¢kbips are approved each year, granted in

social security schemes to employed persons anid fhmilies moving within the Community, Council
Directive 96/34/EC of 3 June 1996 on the framewagkeement on parental leave concluded by UNICEERCE
and the ETUC, Council Directive 92/85/EEC of 19 @betr 1992 on the introduction of measures to eragrur
improvements in the safety and health at work efpant workers and workers who have recently gbigh or
are breastfeeding (tenth individual Directive withhe meaning of Article 16 (1) of Directive 89/38EC) and
Council Directive 86/613/EEC of 11 December 1986tbe application of the principle of equal treatinen
between men and women engaged in an activity, dimeduagriculture, in a self-employed capacity, amdthe
protection of self-employed women during pregnaaeg motherhood

%2 Official Gazette 138/06
¥ Official Gazette 116/03, 17/04, 136/04 and 107/07
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several categories (for particularly talented sisle for students enrolled in unpopular

studies, for students with insufficient financiasources, for students with disability, for

students residing in social welfare facilities arfoster families...). Currently some 9,000

full-time students are encompassed by the statelaship system receiving the amount of
HRK 500 (for students studying in the place ofdesce and living with their parents), HRK

700 (for students studying outside of their plateesidence who live in student dorms) and
HRK 800 (for students studying outside of theircelaf residence and are subtenants). In
2009 the Ministry intends to grant 2,500 new scisblgs.

2. Transport for full-time students. MSES had emficed the transport of full-time students
in the cities of Osijek, Rijeka and Split duringd®0 Students with disabilities have the right
to subsidised transport in the amount of HRK 50@@aath. In 2009 MSES intends to continue
co-financing transport costs for full-time studeatsl students with disabilities.

3. Subsidies for lodging and food. MSES is subsidighe costs of lodging in dorms for
university and high school students for about 1@,00I-time students in the Republic of
Croatia, and allocates monthly subsidies for al@o@®0 students residing in private premises.
Students obtain the right for a subsidy for lodglng participating in a public tender for
obtaining student lodging in student dorms, andphyticipating in the public tender for
obtaining a private lodging subsidy. Both tendems arganised by the competent student
centre. The monthly amount of subsidy for lodgimga university or high school dorm
amounts to HRK 105 for an individual student, whiie monthly subsidy for private lodging
amounts to HRK 147. The right to meals is provitieall full-time students in Croatia, and
may be used by obtaining the student identificattand X, which indicates the monthly
financial balance for meals for each student. Tineunt of the monthly financial balance for
meals of an individual student depends on the stigleesidence and the number of days per
month. If the student resides in a county in whiod higher education institution attended is
located (in-county students), the monthly finanbialance for meals is about HRK 300; if the
student resides outside of the county in which higher education institution attended is
located (out-of-county students), the amount ddricial balance for meals is about HRK 700;
if the student resides in a student dorm, the amotifinancial balance for meals is about
HRK 930. Students who obtain the right to subsiliseident meals may use it in student
centre restaurants and in a significant number rofafe restaurants encompassed by the
subsidised student meal system. In 2009, MSEScaiitinue allocating subsidies for lodging
and meals to full-time students in the Republi€Codatia.

4.4 AGRICULTURAL SECTOR

The primary objectives of the agricultural policyeafocused on the improvement of
competitiveness of the sector and adjustment tofuhee EU membership. Therefore, the
Government of the Republic of Croatia has contimwét the implementation of agricultural
policy measures aimed at changing the structuragoicultural farms, ensuring a smooth
operation of the market and effective public sesic

Land Market

Management of the state-owned agricultural land hastinued to be performed in
accordance with the Agricultural Land Act and a@dinate application of general bylaws
regulating real-estate transactions. The types arfiagement through public tender include:
lease, sale and concession. The state-owned landg®aent programmes envisage a total
sale of 224,054 ha of agricultural land, of whic)342 ha or 19% of the total plan under the
programmes has been sold so far. In 2008, 4,838 si@mte-owned land were sold, or 11% of
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the total land sold through public tenders. Fromltleginning of the implementation of state-
owned agricultural land management programmeseterid of 2008, 63,509 ha were sold.

The programmes envisage 123,568 ha for lease,fouhich 63,798 ha or 52% of the total
plan under the programmes has been leased. In 2008l of 5,450 ha of state-owned land
were leased or 9% of the total land leased thrquudthic tenders.

The programmes envisage 125,144 ha of state-owgedubiural land to be granted for
concession. So far, a total of 54,356 ha, or 43%thef plan under the management
programmes has been granted for concession. In 2@¥® ha of state-owned agricultural
land were given for concession through public temdehich accounts for 14% of the total
land given for concession through public tendemscé&the beginning of the implementation
of state-owned agricultural land management prograsn58,831 ha have been granted for
concession.

In 2008 revenues from sale and lease (state, camdylocal budgets) totalled HRK 142.7
million (52.5 million from sale and 90.2 milliondm lease), while data on concession
revenue obtained so far suggest that concessi@muevotalled HRK 18.7 million.

One of important priorities in changing the struetof agricultural farms is the consolidation
of agricultural land areas. In this respect, thplementation of the project “Consolidation of
Agricultural Land in Croatia” continues.

In 2008 the new Agricultural Land Act was adoptikdegulates consolidation of agricultural
land for the purpose of improving the structureagficultural farms and enables continuation
of eliminating the remaining obstacles to the &t agricultural land market.

Privatisation of Sate-Owned Companies

The privatisation of remaining companies engagedagmicultural and food-processing
industry continued in 2008. The privatisation ok thbompany KIM d.d., Karlovac was
successfully completed by the sale of an additigmatkage of shares (67%) to a dairy
DUKAT d.d., Zagreb. Following a public tender fdret sale of shares of Sladorana d.d.,
Zupanja, in September 2008, the Management BoarthefCroatian Privatisation Fund
decided to sell 38.1% of Sladorana shares to tigarscompany, Viro d.d, Virovitica. The
privatisation of a large agricultural and food-pgesing company in majority state ownership,
VUPIK d.d., Vukovar, has not yet been completed isrmianned to be finalised in 2009.

Regulation of the Agricultural and Food Products Mar ket

Activities on the harmonisation of market mecharssior particular agricultural products
with the market organisation in the EU have corgthuThe most sensitive product in this
segment is wheat and the application of the EU ineldgnents continued in 2008, paired
with the introduction of the mechanism of imporper permits. The state guarantees an
intervention price of 101.3 euro/ton, which is theropean intervention price for all cereals.
In 2008, the state did not participate in the pasghso trading was completely determined by
the market.

For the purpose of regulating the fruit and vedetabarket, in 2008 a public tender was
launched for construction and equipping of warebogapacities, aiming at improving

insufficient capacity for fruit and vegetable sigeaThe adoption of regulations is underway,
which will transpose all EU quality standards fouif and vegetable into the Croatian
legislation, with their application starting in Z080The Fruit Quality Ordinance (OG 114/08
and 137/08) and the Vegetable Quality Ordinance ({Q&08 and 137/08) were published in
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mid-October and entered into force on the eight dayheir publication in the Official
Gazette.

Work is ongoing on the creation of market orderffait and vegetable which would regulate
trading in fruit and vegetable and establishing pames for their production. Activities
concerning the creation of the vineyard cadastexeldpment of the digital database and
gradual performance of field activities aimed atifi@ation and collection of other vineyard
data will continue in 2009.

In the cattle production area, activities aimedhatmonising market mechanisms and
establishing market orders have continued, withaan of combating grey market and
increasing food safety. Except for bovine animalssingle system of compulsory animal
identification was established for swine and in 200ork will start on the system of
compulsory identification of sheep and goats. Tlassification mechanism for bovine and
swine carcasses on the slaughter-line has beenlemtypestablished. In 2009 it is planned to
create a legal framework for classification of ghaad goat carcasses on the slaughter-line as
well as for establishment of standards regardimgsiughter and poultry meat cutting. The
implementation of a beef tracking system is planpnedich would enable us to monitor
products from farms to tables. A regulation on ithteoduction of bee grazing cadastre was
adopted.

Sate Aid in Agriculture

The bulk of the state aid to agriculture is admamsd pursuant to the Act on State Aid to
Agriculture and Fisheries. In 2008, about HRK 2iidn from the state budget was
earmarked for aid covered by this Act, which isirerease of around 8% compared to 2007.
The largest portion of the funds (74%) is stillemdled for direct support to manufacturing,
but that share has been gradually decreasing oufaof rural development measures (26%).
The share of investment aids and aids to ruralldpugent increased to some 21%, while the
share of income support to non-commercial farmec®anted for some 5%. The adoption of
a new Act on State Aid to Agriculture is plannedhieth would, among other things,
implement gradual adjustments in the aid allocatsystem directed at aggregating and
levelling aids for individual groups of agricultliaroducts, aiming at gradual transfer to a
system of single payment for each farm.

The objective of agricultural policy continues te@ bhe improvement of the level of
competitiveness and adjustment to the developedntaket of agricultural products and
foodstuffs. This is to be achieved by increasirgdkierall amount of funds earmarked for aid
to the sector, especially by increasing funds farcsural aids. The total budget for market-
pricing policy measures under the first pillarosoe increased moderately, while aids relating
to measures for rural development under the sepdliad are expected to increase by a more
sizeable amount.

Rural Development

The national measures for rural development haviardoeen primarily aimed at education of
the rural population, support to agricultural sdspcestablishment and development of
agricultural co-operatives and vocational assamiati improvement of trading in agricultural
products, development of rural tourism and co-feiag of infrastructure connections for
agricultural farms. In 2008, HRK 724.75 million fnothe state budget were earmarked for the
implementation of these measures.

The national measures for rural development in 20il%e directed to the greatest extent at
supporting investments in agricultural farms, Operal Programmes of the Government of
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the Republic of Croatia, development of the rurabaeducation of rural population, support
to agricultural schools, establishment and devekgnof agricultural co-operatives and
vocational associations, promotion and marketinggsicultural products and development of
rural tourism. In 2009, HRK 856.1 million from tlstate budget will be earmarked for the
implementation of these measures.

Within the framework of EU pre-accession assistafme development of rural areas,
activities relating to the implementation of the FFRAD programme have continued. Three
tenders have been invited so far and 120 applicaiti@ceived, of which 29 have been
approved and contracted in the two rounds of tendsith a total of HRK 87 million of
approved aid, which accounts for 35.76%.

In the third round of tenders, 23 applications wereeived, of which 6 were rejected due to
incomplete documentation/untimely arrival, 10 apgtions were denied or the applicants
withdrew, while the remaining 7 applications weoattacted with the amount of aid totalling

HRK 24.4 million. The overall amount was financedirely by the Republic of Croatia and

the EU in the 25% (CRO) to 75% (EU) ratio. Follogithree rounds of tenders, of the HRK
243.3 million available, HRK 111.4 million or 45%0were allocated, while HRK 131.9

million remain available.

The IPARD plan, prepared under the Instrument etAgcession Assistance and containing
the proposed measures, was adopted on Februarg@®, while the accreditation of
structures for the preparation and implementatibthe IPARD is underway. After having
received a positive opinion by the European Comignsghe next step is to transfer
responsibilities and invite tenders for measureslwill be accredited.

Phytosanitary Area

The general objective is to continue improving tfuality of monitoring organisms harmful
to plants and complete the implementation of thantplpassport system and the
implementation of the new system of registratiorplaint protection products, as well as to
attain the quality comparable to the quality lemeEU Member States. For these objectives to
be achieved, an increase in the number of emplayette plant protection office is planned
and their professional training.

Significant progress has been achieved in the m@n of regulations and their
implementation. All regulations governing the are& plant protection products and
monitoring pesticide residues in food have beegnalil with theacquis communautaire, and
the registration of plant protection products isriea out in accordance with EU standards.
The registration of plant producers, importers digdributors in the phytosanitary registry
continues, and competent authorities began isquarg passports in the second half of 2008.

In the area of quality of seed and propagating natehe Act on Seeds, Planting Material

and Registration of Varieties of Agricultural Plaritas been in force since 1 January 2008
together with 16 ordinances regulating trading @eds and propagating material, which

makes this area fully aligned with EU legislation.

Furthermore, the Plant Variety Protection Act waseaded in 2008, thus making the
legislation of the Republic of Croatia fully aligthevith the International Convention for the
Protection of New Varieties of Plants (UPOV) and Edulations which regulate the area of
plant variety protection and enrichment rights.
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Food Safety and Quality

Further to the adoption of the Food Act (OG 46/@¥) which the Republic of Croatia
transposed all the principles contained in the Regun (EC) No. 178/2002, the Ministry of
Agriculture, Fisheries and Rural Development (thmibtry) was designated the competent
authority for safety and hygiene of foodstuffs afie@d and for organisation of official
controls and it represents the contact point withEuropean Commission.

Pursuant to provisions of the Food Act the Minisstgrted activities on the creation of a
national plan of official controls, procedures fafficial controls, the guide for
microbiological criteria and the legislation fortharisation of laboratories, legislation related
to authorisation of laboratories for foodstuffsedeand animal health, and legislation related
to providing information within the Rapid Alert Sgsn for Food and Feed. Activities on co-
financing of accreditation of laboratories will ¢onue as well. Further obligations within
their competence envisage the establishment oRtdpmd Alert System for Food and Feed
(RASFF) and the creation of a communications gjsate

The harmonisation with the relevant vertical EU ulagons which lay down quality
requirements, facilitate market liberalisation amdure free movement of goods continued in
2008. Amendments were made to regulations govertiagsystem of agricultural product
and foodstuff identification system with geogragthimdications, designations of origin and
traditional speciality logos, aiming at their aligant with new EU regulations of 2006.

The Act on Designations of Origin, Geographicalidations and the Traditional Speciality

Logo for Agricultural Products and Foodstuffs (O@@) was adopted and harmonisation of
subordinate legislation is underway. The said Amts|l down the responsibilities of the

existing agricultural inspection and quality insp@e in the segment of implementing laws
and subordinate legislation which regulate the aofaregistration and protection of

agricultural products and foodstuffs with one & thbels.

In the period 2008-2013, for the purpose of stmadtrteforms in the food-processing industry,
aid to the sector is planned under the pre-acaegwiogrammes SAPARD and IPARD. In

2009, a Strategy for Development of the Food-Pingsindustry is to be created as well as
the National Operative Programme which would cantzorizontal measures of support to
food-processing industry aimed at improving contpetness of the food-processing industry
and creating sustainable jobs.

Veterinary Area

During 2008, the process of legislative alignmemtthe veterinary area continued in
accordance with the "Strategy for Transfer, Adaptand Implementation of thAcquis
Communautaire for Chapter 12: Food Safety, Veterinary and Prgndary Policy”. The said
Strategy was created for the purpose of fulfillitlge second benchmark for opening of
negotiations on Chapter 12. The “Action Plan fon@ol and Eradication of Classical Swine
Fever in Domestic and Wild Pigs” was also createchéet the same benchmark.

In order for the animal database to become fullgraponal, a system for identification and
registration of pigs has been created. All the ssmgy measures were undertaken for the
bovine database to become fully operational (SiBgieine Registry).

The classification of facilities having to do witlood production, based on theequis
communautaire, was completed in April 2008. Teams of county astdte veterinary
inspectors of the Ministry completed the classtfma of 960 facilities having to do with food
production of animal origin as well as the classifion of 40 facilities dealing with animal
by-products. The said classification will servetlas basis for the future National Programme
for Improvement of Facilities.
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Pursuant to Article 145 of the Veterinary Act, tWeterinary Directorate is obligated to

establish the Central Veterinary Information Syst&taff recruitment process is underway.
The information system would encompass the sysfenegistries and computer programmes,
aimed at animal health and welfare protection amplémentation of measures of veterinary
public health.

Fisheries

Since March 2008, the new organisational schentbeofisheries Directorate includes three
divisions: Division for Fisheries Resources andeFI®anagement, Division for Structural
and Market Measures and Fisheries Inspection DinisThe administrative strengthening of
the Fisheries Directorate is to be continued byeasing the number of employees pursuant
to the adopted recruitment plan for the period lugf10. An important role in the
strengthening of the institutional capacity of #tninistrative unit for support to the fisheries
sector has been given to the project within the REA2005 programme, which is in the
implementation phase.

In accordance with the provisions of the Commisdreyulation 2244/2003, the Fisheries
Monitoring Centre (FMC) was established in 2008&hes central unit for monitoring fishing
vessels. It will monitor fishing vessels and cdiledformation on the fishing fleet, fishing
efforts and catch, as well as data on fish priced ather economic indicators. Further
repurchasing of fishing licenses is underway.

Aiming at ensuring better operation and efficientyhe fisheries inspection, the funds under
the pre-accession programme PHARE 2005 were ugethéoprocurement of adequate IT
equipment (laptops and palmtops), while the propégirocurement of three patrol vessels for
the fisheries inspection is underway. The vesselsabe delivered in late 2008.

A new Act on State Aid in Fisheries is underwag.dtaft proposal will be completed by the
end of the third quarter 2009. Substantial fundsifthe state budget have also been allocated
for incentives to fishermen to form associationkey are awarded through public tenders.
For further development of fisheries infrastruciube Republic of Croatia also draws on EU
pre-accession assistance funds. Thus, a contrastswmged within the framework of the
PHARE 2005 programme on the establishment of anfispier in Umag, where construction
works are expected to be completed in January 2008 overall budget of the PHARE 2005
programme is EUR 5.1 million. The project under thame “Strengthening Market
Infrastructure in the Fisheries Sector of the Réipubf Croatia” was proposed within the
scope of the first component of the IPA in the disperiod covering year 2008. Structural
support to the fisheries sector was introduced ssparate item in the state budget. Croatia
plans to adopt a Strategic Plan envisaged by then€lo Regulation 1198/2006 on the
European Fisheries Fund by the end of the curreat.yCroatia also intends to create its
Operational Programme in 2009 in order for it tdldly prepared for channelling funds from
the EFF.

In the period 2009 - 2011, started activities arebé continued, primarily in the area of
institutional strengthening, by increasing the nembf employees pursuant to the adopted
recruitment plan for the period until 2010, and thre area of introducing appropriate
mechanisms of structural and market measures ifidieries sector. The necessary laws and
subordinate legislation will be integrated in thegtional legislation by the end of 2009. The
review of fishing licenses and a fleet census #se t be completed by the end of 2009, as
well as the equipping of vessels in the 15-18 negaty with VMS technology electronic
devices for transmitting data on the position & Wlessel and electronic logs.
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4.5 ADMINISTRATIVE REFORM

In 2008, the Government of the Republic of Croati@apted a State Administration Reform
Strategy 2008-2011, thus establishing an integrithtegic framework for public
administration reform. A draft proposal of the Act the Salaries of Civil Servants was drawn
up and analysed by SIGMA. At its session on Decen®e 2008, the Government of the
Republic of Croatia adopted the final proposalha Act on the Salaries of Civil Servants,
which was sent for adoption to the Croatian Pamiatn Aiming at improving supervision
over the state administration a new Administrafivepection Act was adopted, ensuring a
higher degree of independence and responsibilith@fAdministrative Inspector in carrying
out the supervision and providing the mechanismsnfiposition of measures ordered by the
Administrative Inspector.

Aiming at simplifying administrative procedures amdking it easier for Croatian citizens to
exercise their rights, the Draft Proposal of the & General Administrative Procedure was
sent to the Croatian Parliament for adoption. Tiogppsal was adopted at the first reading in
the Parliament, at its session held on Octobe2@@8, and the creation of the final proposal
is underway. With the aim of modernisation of ddfiransactions at state administration
bodies as well as strengthening of electronic adhtnation to support the overall
development of the economy, in January 2009 thee@wrent of the Republic of Croatia
adopted the new Regulation on Office Transactions.

The project of functional analysis and supporthie teconstruction of state administration
bodies and their subordinate agencies in the RepablCroatia is completed. The project,
launched on December 1, 2007, was based on theesgra that was concluded by the
Republic of Croatia and the International Bank R&construction and Development on the
Swedish International Development Cooperation AgenGrant and was carried out by the
Institute for International Relations, selectedotlgh an international public tender. The
project encompassed ten central state administrdiadies and five state administration
offices in counties. The restructuring of state amstration bodies in accordance with the
functional analysis results is planned for 2009.

The National Strategy for Training of Civil Servarand Officials at Local and Regional Self-
Government Units 2009-2013 was adopted. This Styat®gether with the Decentralisation
Strategy, was created within the framework of th@ROS 2003 programme “Capacity

Strengthening for Administrative Decentralisatio@hd was presented at the closing
conference on performance under the CARDS 2002gitdjeld in May 2008.

The project “Assessment of the System of SalamesRemuneration in Local and Regional
Self-Government Units and Recommendations for Refof the System” was completed in
2008. The results of the project will serve asdtating point for the regulation of the system
of salaries of local civil servants and civil sesiemployees.

The Act on Civil Servants and Civil Service Emplegein Local and Regional Self-
Government, which regulates the rights, obligatiamsl responsibilities of employees in
administrative bodies of local and regional self:ggmment, was adopted as well.

Continued professional improvement and trainingieil servants was provided by the Civil
Servants Training Centre, with a total of 680 tiragnactivities being provided in 2008 that
were attended by some 7,200 civil servants. In temdi on-going training of local and
regional government servants was provided by tr@alLDemocracy Academy.

In the process of further reform of state admiaisbn, special attention will be given to
creation of more efficient development of humanoweses in state administration, to
ensuring consistency in remuneration and promotionproving supervision of the
performance of state administration bodies anchéurtraining of civil servants, aiming at
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raising the quality of public services. Speciakation will also be given to the use of the
modern information and communication technology.

In 2008, the Central Government Office for e-Cr@atireated and submitted to the
Government of the Republic of Croatia for adoptian proposal for e-Government
Development Strategy 2009-2012 with the associgikoh of activities in 2009. The
foundations for e-Government of the Republic of &i@ were set in the programme e-
Croatia, created in 2003 with the aim of estabhigha system which would enable Croatian
citizens to communicate with public administratlodies and use their services via Internet.
The implementation of the e-Government Strategy adlditionally strengthen the use of
information and communication technology in the ragien of state administration and its
communication with Croatian citizens and the ecoyponiis will also set the framework and
objectives for new and existing activities of e-@ovnent, laying stress on the satisfaction of
its users, rationalisation of administrative praged and provision of modern electronic
services.

In addition to all this, within the framework ofrther implementation of the programme e-
Croatia, activities will continue on the strengtimgnof information technology capacities in
other areas as well. Full support will thus be pited to the implementation of already
adopted strategic documents of the GovernmenteRipublic of Croatia (the Strategy for
Development of Electronic Business in the RepubficCroatia 2007-2010, the Broadband
Development Strategy in the Republic of Croatiathg year 2008 and the Strategy on
Transition from Analogue to Digital Television Bazasting in the Republic of Croatia and
the National Anti-Corruption Strategy).

For the purpose of meeting the above stated obgstithe following measures are to be
taken:
* implementation of the Administrative Inspection Aamd performance of thorough
inspection of all state administration bodies;
» adopting a Strategy for Development of Human Ressiin State Administration;
* providing training in relation to the new Generaministrative Procedure Act;
* providing training for the implementation of regtibes on civil service relations in
state administration;
« adopting a Regulation on Job Classification an@ugss of Civil Service Employees;
* implementing activities envisaged in the ImplemgataPlan of the e-Government
Development Strategy for 2009;
e creation of a semi-annual and annual report on ithplementation of the e-
Government Development Strategy in 2009.

Simplification of administrative procedures, modsation of office transactions,
strengthening of the role of e-Government, restnireg of state administration bodies based
on the results of the functional analysis and sfiteening of competencies, knowledge and
motivation of civil servants in providing adminigtive services through ongoing training and
establishment of an efficient human resources dpweént system, paired with improved
supervision of the performance of state administnatbodies and improved quality of
administrative services will directly contribute aorise in the efficiency of the public sector,
to the reduction of operating costs and to theilgtabf the business environment, as well as
to the increase in the efficiency and further depgient of the private sector and economy as
a whole.
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4.6 ADDITIONAL REFORM AREAS
4.6.1 Development of a Knowledge-Based Society

During the past period, the implementation of thiei¢ation System Development Plan 2005-
2010 and Scientific and Technological Policy of BRepublic of Croatia 2006-2010 continued
and systematic efforts were invested in the impnosset of the quality of education, science
and research based on the principles of compasabilith the objectives of the Lisbon
Declaration and in accordance with the objectives umnder the Strategic Development
Framework 2006-2013.

The adoption of pedagogical standards of prescipoiohary and secondary education and the
adoption of the Primary and Secondary Education laa down the foundations for
improvement of the quality of education and forrhanising activities at kindergartens and
schools. The creation of the National Curriculunr fBreschool Education, General
Compulsory and Secondary School Education is uraerw

In the school year 2007/2008, 51 new kindergarteese opened and 55% of children in
Croatia received preschool education. Primary slcbdocation in the school year 2007/2008
was provided at 872 primary schools, which wererated by 380.942 students. Plans for the
upcoming period include pre-testing of fourth amghe grade students, as well as national
exams. In addition, the instruments for PIRIEBagress in International Reading Literacy
Sudy) testing are planned to be developed in the scyeer 2008/2009, aiming at making the
results of Croatian students comparable with tludskeir European peers.

Continued implementation of the National ProgranwhéMeasures for the Introduction of
Compulsory Secondary Education resulted in the 2iS&cin the number of enrolled students
compared with previous period, primarily due toyided incentives such as free textbooks,
free transportation and free accommodation in stud®mes. Preparations for the state
school-leaving exams were intensified but its impatation was postponed to the school
year 2009/2010. Students will continue to sit fational exams. In 2009, Croatia will
participate in the PISA examination of knowledgéd aghills of its students. Systematic efforts
are invested in the modernisation of programmesgoétional schools and implementation of
other activities under the adopted Developmentt&jsaof Vocational Secondary Education.
Preparations for the creation of the Croatian Qigation Framework are underway in line
with the adopted Action Plan 2008-2012. The integiasystem for standardised data set
management (e-Matica) and the system of data timlleamonitoring and analysis (VETIS)
have been additionally improved and will continadé systematically improved.

The Bologna process has been systematically impitede Two public and four private
higher education institutions were established. Unéversity Campus Borongaj opened its
doors to 6,000 students from three faculties ofUinéversity of Zagreb, with more than 20
faculties, institutes and agencies planned to hexaged to Borongaj in the next few years.
The new Act on Universities will clearly regulatbet obligations of higher education
institutions relating to organisation and implenaioin of study programmes. The new Act
envisages better cooperation between higher educaistitutions and the labour market.
Integration of the university will continue, stugyogrammes will be re-evaluated and
external evaluation of higher education institusiavill be organised, and student and teacher
mobility will be improved.

The Action Plan for Promoting Investments in Sceeaod Research that was adopted by the
Government of the Republic of Croatia in April 20@8visages defined measures for
development and reform of the science system. Aesysof state aid to research and
development at companies was launched and thedareeéor inclusion of foreign citizens in
scientific projects was made less complicated. K@sntfor technology transfer were
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established at several universities and establishmienew centres is planned in 2009. A
system of incentives for applications and projeafshin the EU Seventh Framework

Programme was established. Establishment of bintdoby incubators (BioCenter) and the
launching of the Science and Innovation Investrmfamid, which will finance technology

transfers, are being prepared under the IPA progmnA reform of the entire system for
financing scientific projects is being preparedotigh the National Foundation for Science,
Higher Education and Technological Development ltg Republic of Croatia. In 2009,

improvements are planned in the system relatingreteearch assistants and scientific
infrastructure.

In relation to adult education, a Week of Life-Lolbbgarning was organised in October 2008,
aiming at raising public awareness as regards ¢eel for life-long learning and education.

Financing of adult education for different jobs toned, aiming at promoting employment

and self-employment. Activities of institutions th@ovide adult education are planned to be
aligned with the obligations arising under the Adtdlucation Act in the course of 2009. A

database on adult education in the Republic of f&aa also planned to become fully

operational by the end of 2009.

4.6.2 Health Care Reform

The package of reform measures for the health sgseem builds on the direction of the
reform of the preceding years. According to the lthe€are Development Strategy, the
following reform measures are aimed at:

» continued financial stabilisation of the system,

» introducing new sources of financing,

» strengthening of the system of supervision of lheedire system expenditures.

One of the first measures of the financial systémbiksation began with the stabilisation of
financing of hospitals. Hospital system accountsafeproximately 50% of the budget of the
Croatian Health Insurance Institute. On March 3108 hospital arrears due to its suppliers
amounted to HRK 2.26 billion and on November 30ythenounted to HRK 1.76 billion,
which shows a decrease by HRK 500 million. An ahmerease of the hospital budget did
not only influence the balancing of operation l#l$o lead to the decrease of arrears and the
same trend is expected to continue in 2009.

On January 1, 2009 the system of financing prinfeglth care saw an introduction of the
fixed and variable capitation system. The fixedt per the capitation covers the costs of
regular operation, whereas the variable part intced a possibility to cover costs for services
performed on the primary level, instead of refegrpatients to other health institutions at the
secondary level. In addition, execution of consaetith the Croatian Health Insurance
Institute has been stimulated, as well as the implgation of prevention programmes
through contracts concluded with the community tmeakntres and the additional means
collected on the basis of a group practice. Thesasures do not only represent measures of
supervision over finances. In fact, they can ber seeincentive measures aiming at keeping
patients at the primary level in accordance witldived indications and reducing unnecessary
utilisation of hospital facilities, the result ohieh is a decrease in prices within the system by
the difference amount between the prices of hdspeavices and the prices of services
provided at the primary health care level.

In addition, for the insured person who is benafigiof the pension the amount of which does
not exceed the amount of an average monthly narysahealth insurance contribution is
calculated at the rate of 1%, whereas contributayesprovided from the state budget.
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For the insured person whose pension exceeds thardrof an average monthly net salary,
health insurance contribution is calculated atrdte of 3%, whereas the party liable to pay
the contribution is the insured, and the Croatiagalth Insurance Institute is the party
responsible for calculation and pension contribupayment.

For persons insured on the basis of unemploymealithinsurance contribution is calculated
at the rate of 5% and these contributions are gdeal/by the state budget.

A new source of financing in 2009 is the revenutamied from the premiums of the civil
liability in respect of the use of motor vehicles.

An additional source of financing in 2009 is thdledion of co-payments in the primary
health care as well as while obtaining prescriptibngs at the pharmacies, which is in
accordance with the provisions of the new HealtButance Act, which stipulates the
mandatory participation of the persons insured withCroatian Health Insurance Institute in
primary health care costs.

A growing number of insured persons who will sigaupplemental health insurance policy is
expected, since the new Health Insurance Act stipsl mandatory participation of the

persons insured with the Croatian Health Insurdnsstute in health care costs, whereas a
part of the insured persons will be able to exertieir right to supplemental health insurance
from the state budget funds.

4.6.3 Judicial Reform

The revised Action Plan associated with the JudiSistem Reform Strategy, which was
adopted by the Government of the Republic of Ceoatiits session on June 25, 2008, is an
instrument that provides additional momentum to ghacess of judicial system reform and
resolution of the main issues burdening the jutligyatem of the Republic of Croatia.

Land Registry Reform

Land registry reform, which is carried out withiretProject of Establishing Order in the Land
Registry and Cadastre, is in its final phase, wiltk deadline for its completion being
extended to December 15, 2009. The average tinseedder entry of ownership rights in the
land registry reached 73 days, or 6 days for mgagawhich made real estate transactions in
the Republic of Croatia easier. It is possibledoess land registry and cadastral data over the
Internet, which makes it easier for citizens anttegmeneurs to access information. The Act
on Amendments to the Act on the Land Registry vekpted on October 3, 2007.

Moder nisation and Mor e Efficient Operation of Courts

Aiming at reducing the duration of court proceedinthe Republic of Croatia set out to
amend a number of its procedural laws. The Act amAdments to the Execution Act (OG
67/08) was adopted in May 2008, while the Act oneliaiments to the Enforcement Act (OG
84/08) was adopted in July 2008. In May 2008, thenidipal Court in Karlovac and
Commercial Courts in Varazdin, Osijek, Bjelovar,jeéRa and Pazin started practicing
mediation proceedings.
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Informatisation of the Judiciary

By the end of 2008 the Integrated Court Case Manageé System (ICMS) was introduced at
9 courts. The State Attorney’s Office of the Repulolf Croatia launched the project of the
Case Tracking System (CTS) which represents tkeginase and lays down the foundations
for the ICMS of the State Attorney's Office. Thesssm will be built on the same
foundations, information platforms and tools as t8&S and will later be functionally
integrated with the ICMS. It is expected to be ddsat the beginning of 2009. The court
registry is prepared for on-line registration ofrgmanies. In addition to the commercial court,
the registration process can now be carried ot BRO.HR offices at FINA or at offices of
public notaries. At this moment, the registratisogess also lies within the competence of the
Commercial Court in Varazdin, Osijek, Zadar anditSpihd by the end of 2009, the same
service will be possible at all commercial courts.

Rationalisation of the Courts Network

The Act on Jurisdiction and Seats of Courts, whaas adopted in July 2008, reduced the
number of municipal courts from the previous 10&Tomunicipal courts. The rationalisation
of the courts network will proceed in several plsaséhe rationalisation of the network of
misdemeanour courts will be carried out in the adagohase. The network of municipal State
Attorney’s Offices will also be rationalised purstido the key used in the rationalisation of
the network of municipal courts. The Act on Jurisidn and Seats of State Attorney’s
Offices was adopted to that effect in December 2@00®epartment for Rationalisation of
Court Network and State Attorney's Offices was ldisthed within the Division for Justice
Administration (which is part of the Directorate forganisation and Human Resources of the
Ministry of Justice). Its responsibility will inctie all tasks relating to the rationalisation of
the network of courts and the network of State Aty’s Offices.

Penal Legislation Reform and Implementation of the Anti-Corruption Strategy

The new Anti-Corruption Strategy was adopted byGhneatian Parliament on June 19, 2008.
Aiming at ensuring its effective implementatione t&overnment of the Republic of Croatia
adopted the Action Plan of the Anti-Corruption $gy on June 25, 2008, which lays down
in detail all anti-corruption measures, competeuntharities, and objectives, as well as
deadlines and resources necessary for their impietien. The new Criminal Procedure Act
which significantly changes the criminal procedurderms of efficiency and effectiveness
was adopted on December 15, 2008.

Sructural Measures in the Medium-Term (2009-2011)

The judicial reform aims at creating an independenbiased, expert and efficient judiciary.
The creation of such a system will restore the idemice of Croatian citizens in the rule of
law which is one of the preconditions for fasteormmmic development of the country. The
implementation of 165 measures under the Actiom Pfathe Judicial Reform Strategy is
aimed at reducing the duration of court proceediegsuring the conduction of proceedings
within a reasonable period, reducing the cost efjtidiciary, raising the level of quality and
expertise, raising the level of confidence of Ciaiatcitizens in its judiciary, facilitating the
use of alternative methods of dispute resolutido, 8ome of the measures are long-term,
while the majority is expected to be completed @9& 2009, 2010 and 2011. Considering
their large number, it will not be able to mentialh of them. The legal framework for free
legal aid has been set up, thus aiming to enswresado courts for all Croatian citizens. In
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addition, substantial funds have been investedhenitformatisation and capital investments
were made to ensure improved conditions for smagtbtioning of the judiciary.

The final deadline for the implementation of then@oon Information System (CIS) for the
land registry and the cadastre is set for the end009, when the system is expected to
become fully operational. In that sense, the extensf the deadline until December 15, 2005
was approved.

By the end of 2010, the ICMS will be introduceds@t more courts: 30 municipal courts, 19
county courts and 11 commercial courts. In 2018, itlroduction of the ICMS is planned at
the remaining 34 municipal courts. In the period26 2015, the ICMS is to be introduced at
around 70 misdemeanour courts depending on threnedisation of misdemeanour courts.

The time limit set for the completion of the rattisation of the municipal court network,
which means the time limit within the scope of whtbe operations of merged courts at their
new seats will be ensured is December 31, 2019.tR®rimplementation of this Act,
sufficient funds are earmarked in the state budgeds to ensure the financial basis for the
commencement of operation of a certain number afgete courts at their new seats as at
January 1, 2009. The following is planned in thequk2009 — 2011: 21 municipal courts are
expected to merge into 9 municipal courts in 2@&unicipal courts are expected to merge
into 4 municipal courts in 2010 and 4 municipal ite@are expected to merge into 2 municipal
courts in 2011.

On January 1, 2009 the provisions of the new CraniRrocedure Act, adopted on December
15, 2008, entered into force. Those provisions areed at improving the speed and
efficiency of procedures but they do not requirganadjustments. The entry into force of
provisions requiring major changes and substate@inical and organisational adjustments
are planned for September 1, 2011.

The new Anti-Corruption Strategy and the ActionrPte the Anti-Corruption Strategy are
aimed at combating corruption and imposing zereréwice of corruption, as well as at
eradicating and preventing cases of corruptionrima@an society.

The implementation of measures under the Actiom Plathe Anti-Corruption Strategy is
also planned in this period (a total of 195 measumehich is aimed at achieving the
objectives set in the Strategy. Some of the measare long-term, while the majority is
expected to be completed in 2008, 2009, 2010 aad.20

4.6.4 Environmental Protection

As regards the area of horizontal legislation, enpénting regulations on the strategic
environmental assessment (SEand environmental impact assessment (Blawhich are
aligned with respective EU directives were adogtesuant to the Environmental Protection
Act (OG 110/07). What follows is the creation ofidglines for the implementation of the
SEA and EIA and training of employees at competeninty authorities. Within the scope of
activities of the Croatian Environment Agency (CE®Aprk on the development of existing
and new databases will be continued in 2009, abaselork on the implementation and co-
ordination of the Environmental Protection Inforioat System (EPIS). Activities will also
continue as regards the identification of natioreference centres for all thematic areas.
Activities will continue on creation of selecteddicators for reporting on the state of the
environment and on the revision and amendment @fNhtional List of Indicators for all
thematic areas, as well as on the implementatiagheoGeographic Information Syst€@IS)

% Regulation on strategic environmental assessnfaians and programmes (OG 64/08)
% Regulation on environmental impact assessment@@as)
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search engine for several databases relating ferelitt thematic areas. In 2009, preparations
for the Report on the State of the Environmenhim Republic of Croatia covering the period
2006-2010 will continue.

Activities were continued on the fulfilment of odpitions assumed under the Kyoto Protocol,
aiming at reducing greenhouse gas emission. Thetne@f greenhouse gas emissions was
established at CEA and it was connected with thermational Transaction Log. The registry
will become fully operational by the end of 2009, &lopting subordinate legislation at the
end of 2008, legal prerequisites for establishnoéthe scheme for greenhouse gas emission
allowance trading in the Republic of Croatia stemgrirom Directive 2003/87/EC were met.
In the first half of 2009, the National Plan foetEmission Quota Allocation in the Republic
of Croatia for the period 2010-2012 will also beopttd. All preconditions for the
functioning of the scheme for greenhouse gas eamssiowance trading will be met in 2010.
All participants in the scheme will receive traigim 2009. As regards substances that deplete
the ozone layer, the consumption of chlorofluorboas (CFCs) that were used in cooling
and air-conditioning systems in the Republic of&i@is phased out. The establishment of a
centre for collection and recycling of freons iddarway. A halon bank has been established.
It will collect and recycle halons which are prinfarused in fire extinguishers and fire
installations.

The objectives and measures for on-going improveéragair quality in the territory of the
Republic of Croatia were laid down in the Pfarwhich was adopted by the Government of
the Republic of Croatia in May 2008. The overalhaal cost of the Plan implementation is
estimated at some HRK 4.1 billion (EUR 571 millipof which some HRK 7 - 10 million
will be financed from the state budget. Other cegtsbe borne by legal and natural persons,
through direct investment or via different fees vasll as by local and regional self-
government units. In the area of air quality Craxatiegislation is fully aligned with Directive
96/62/EC and its “daughter” directives. The moniigrof the implementation measures
under the Plan will continue in 2009, aiming atuedg air pollution. The Programme for
Emission Reduction of Specific Pollutants Causirgd#ication, Eutrofication and Ground
Ozone in the Republic of Croatia for the periodilud®10 with projections for the period
2010-2020 will be created, as well as the ActioanPlor Reduction of Air Pollution by
Suspended Particles and Ground Ozone in Areas ettlddSAreas of the Republic of Croatia
in which limit and target values are exceeded.

In the field of waste management, activities wasetinued on the rehabilitation and closing
of waste disposal sites, so rehabilitation of 5atealisposal sites has been completed so far.
When the rehabilitation is completed, the majoafywaste disposal sites will be turned to
reloading sites and recycling yards connected fuithre county/regional waste management
centres (WMCs) which will include new waste dispastes. The construction of the WMC
Bikarac in the Sibenik-Knin County is co-financedder the ISPA programme. The tender
notice for construction works was published in 2008e co-financing of the construction of
three more WMCs is planned under the IPA Operd@ragramme 2007-2009. Activities on
the rehabilitation of pollution “hotspots” are conted, and at the end of 2008 the project
under PHARE 2006 programme aimed at improving lthues waste management was
contracted.

In the field of water management, activities ainadestablishing and strengthening the
integrated water management system continued throogensive investments in water
management infrastructure. In July 2008, the CaoatParliament adopted the Water
Management Strategy (OG 91/08). The adoption ointhe Water Act, Water Management
Financing Act and the associated subordinate kgsl is planned in the first quarter 2009,

% Air Quality Protection and Improvement Plan in tRepublic of Croatia for the period 2008 - 2011 (OG
61/08).
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which will complete the process of alignment wikte acquis communautaire. Allocation of
funds from the state budget, grants, loans and $8istance funds in the period 2009-2011 is
envisaged for the following projects: capacity sgthening and development of guidelines
for the implementation of the EU Water Frameworkeliive; realisation of capital water
supply projects, capital projects relating to petitth of water and sea against pollution,
capital irrigation projects, regional project foanmagement of rivers Neretva and TrebiSnjica,
which is implemented in cooperation with Bosnia &tetzegovina (World Bank Grant worth
HRK 9 million); the ISPA project Programme for Wiatend Waste Water Karlovac and the
ISPA technical assistance for the preparation ofgots under the IPA programme; Internal
Waters Project; IPA projects Slavonski Brod andrkaiDrnis.

As regards sea, water and marine environment guafit 2008 the Government of the
Republic of Croatia adopted the Intervention PlanCiase of Sudden Sea Pollution (OG
92/08) and the Regulation on Beach Water Qualign&irds (OG 73/08). Beach water
quality is monitored on an ongoing basis and annefabrts, maps and leaflets are published
on bathing water quality. Activities on the implemtegion of the Project against the Pollution
of Water in the Costal Area (IBRD loan) continue.

In the field of nature protection, in the course2008 measures envisaged under the 2007
PEP were implemented, while other measures areedaaver to the upcoming period.
Priorities in the period 2009-2011 are further mfigent of legislation with theacquis
communautaire, establishment of necessary implementing mechanema strengthening of
administrative capacity at all levels by employingw experts and providing training to
existing and new employees. Special attention lvéllgiven to the creation of proposal of the
EU ecological network NATURA 2000 and creation chmagement plans for this area, as
well as to establishment of monitoring systems. kMaill continue on the establishment of
the Environmental Protection Information System #relprotection of new areas pursuant to
the Environmental Protection Act.

As regards the control of industrial contaminatiamplementing regulations for the
implementation of IPPE and Seveso i Directives were adopted in September 2008.
Activities on the strengthening of capacity for thgplementation of the IPPC Directive have
also been carried out within the framework of th®RDS 2004 project. The total amount of
investment required for alignment of existing ptannder the IPPC Directive by applying
best available techniques are estimated at arousld E billion. The Regulation on the
EMAS®* System (which will enter into force on the dateastession of the Republic of
Croatia to the European Union) was adopted in $&pte 2008. Promotional activities aimed
at the introduction of EMAS to companies and orgations were also continued. On
December 19, 2008, the Government of the Republli€Cmatia adopted the Emission
Reduction Plan for S§ NOx and Solid Particles for Existing Large CombustRiants and
Gas Turbines, which lays down measures and theftamge for alignment of existing objects
with theacquis communautaire and determines funds necessary for alignment.

In the field of chemicals safetghe Government of the Republic of Croatia adoptes
National Chemicals Safety Strategy in June 2008saritted it to the Croatian Parliament
for approval which was provided on November 28,208iming at establishing the system
of surveillance of alignment with good laboratoragtices, the Ministry of Health and Social
Welfare (MHSW) will adopt the National Good Labanat Practice Surveillance Programme.
As of January 1, 2009, sanitary inspectors who veenployed with the state administration
office became part of the unified inspection sexwidthin the MHSW. As regards genetically
modified organisms (GMOs), it is planned that i®20the Council for Genetically Modified

37 Council Directive 96/61/EC concerning integratedlytion prevention and control.
3 Council Directive 96/82/EC on the control of magarcident hazards involving dangerous substances.
%9 Regulation on the inclusion of organisations ia ¢to management and audit scheme
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Organisms will establish the Committee for the @ored Use of GMOs and the Committee
for Release of GMOs into the environment. In acaoo# with the Ordinance on official
control, in the course of 2009 the Laboratory fetedting GMOs in food and feed at the
Croatian National Institute of Public Health and ttaboratory for detecting GMOs in seeds
at the Institute for Seed and Seedlings in Osijekta be accredited under ISO 17025. The
implementation of the UNEP-GEF project “Building g2aity for Effective Participation in
the Biosafety Clearing - House of the Cartagenadeod on Biosafety* was launched in June
2008. Amendments to the Act on GMOs are planned0i®9 in the part relating to cross-
border movement of GMOs.

In the field related to protection against noise, adoption of the new Noise Protection Act is
planned in 2009, as well as amendments to the @mndanon the Method of Preparation and
Content of Noise Maps and Action Plans, aimindhairtalignment with thacquis.

In the field of forestry, the implementation of th€onceptual and Operational Plan of
National Forest Resources Inventory of the RepudfliCroatia” is underway. Field work has
been completed and data processing is expecteeé toitinued by the end of 2009. The
process of creation of the registry of forest firestered its final phase, while the
establishment of the registry on the level of daentgforests is underway. The project for
improving the implementation of fire-prevention reeees is expected to be launched in
2009, aiming at reducing the number of forest fif#se existing National Forest Policy and
Strategy will be revised in the period 2009-201f] ¢he National Forest Programme will be
created.

With the aim of protection of agricultural land aus pollution, the project “Development of
the Croatian Soil Monitoring Programme with a Pivbject LIFEOSTCY/CRO/000105” is
being implemented. The project is co-financed by BEuropean Commission (Life Third
Countries), the competent authority for the projectplementation is the Croatian
Environment Agency, while implementation partners &aculty of Agriculture and the
Institute for Soil. The “Soil Monitoring Manual irét edition / working version” has been
drawn up on the basis of which pilot projects om aigricultural, forest and contaminated soil
were implemented in 2006 and 2007. On the basipilof projects, the Soil Monitoring
Programme has been drawn up and will be presentéuet Government of the Republic of
Croatia and line ministries at the beginning of 2080il monitoring is one of the basic tasks
of the Institute for Soil pursuant to the AgriculiliLand Act (OG 152/08) and the Regulation
on the Establishment of the Institute for Soil (@@)/01). In addition, new Agricultural Land
Act (OG 152/08) was adopted while the new OrdinaaoneAgricultural Land Protection
against Pollution (OG No. 15/92) is under adoppoocedure.
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5. ECONOMIC POLICY MATRIX

|5.1. ENTERPRISE SECTOR

POLICY GOAL IMPLEMENTING MEASURES PERIOD

e Adoption of the Regulation on block exemptionhe transport sector

o Adoption of the Regulation on the method and detésr imposition and calculation df
Alignment of Croatian legislation with the competitiacquis baseq penalties IV quarter 2009
on the new Competition Protection Act o Adoption of the Regulation on the criteria for wetion in or exemption from penaltiep q

o Adoption of the Regulation on the method of repaytand criteria for assessment of

concentration of entrepreneurs

Efficient implementation of competition-related isdgtion o Training for application of new legislation for erapkes of the Croatian Competitior] 2009-2011

Agency, other regulatory authorities and the judicighrough IPA 2007 project)

Alignment of Croatian legislation with acquis commutadre in the
field of state aid

o Issuance of state aid rules in accordance with theeptwe prescribed by the
Regulation on State Aid

continuously

Efficient implementation of state aid-related ledisia

Completion of the state aid granting procedurdif@r Croatian shipyards
Professional training of Croatian Competition Agerayployees and state aid provid

2009

° iat central and local Ieveli throuih IPA 2007 ﬁ'e 2009-2011
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Privatisation of the largest proportion of the rerrrCPF portfolio|e Transforlmapon O.f C.PF’ mtrodu.ctlon of new privaisatmodels and preparation of the 2009-2010
companies in majority ownership for sale
Privatisation and restructuring of five shipyards and subsidiary Annou_ncement of tender§ verified by the EC, saléécstrategic partner and 2009
establishment of appropriate restructuring programmes
Professionalized management of a proportion of thgio (mainly|  Development and adoption of regulatory frameworkefstablishment of special closgd- 2009-2010
minority shares) end investment funds
Continuation of pri ion of majority shares o Intensification of activities related to announcetr&rpublic tender procedures 2009-2010

Continuation of privatisation of Croatian Railways

e Sale of Croatian Railways' subsidiary companies

2009-2010

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Harmonisation of legislation e Creation of subordinate legislation 2010

e Preparation of network reports 2009
Liberalisation of railway transport market e Allocation of routes to operators 2009

e Establishment and full operability of the Securityeficy 2009-2011
Restructuring and modernisation of railway company o Fulfilment of conditions under PAL 2 loan continuously

Adoption of the National Railway Infrastructure me

POLICY GOAL

e Creation of annual maintenance and modernisatiarspla

IMPLEMENTING MEASURES

2009

PERIOD

Restructuring aimed at achieving self-sustained ptiétaperation
of individual shipyards

e |Implementation of the restructuring programme

continuously

Privatisation with a view to ensuring the precondisidor further
successful operation of shipyards through the implertientaf
current economic policy measures compatible withett@nomic
policy of the EU

Choice of the privatisation model will depend on Eevatisation Act and Employee
e Stock Ownership Act (ESOP), and will be carried watpublic tenders and defined
ToR

31 December 200

=4

Increase of product sophistication in the shipbuildieystry in
order to increase value added

o Selection of market niche, domestic and internatioriegration and production
specialisation, implementation of IMO regulations etc.

continuously

Creation of a new shipbuilding market on a comméycgustainablg
basis

o Offering ships designed pursuant to the Leadership padjgct

continuously

Transfer to designing and constructing more complesels in ordg
to increase value added

e Entering into agreements on the construction of rmomaplex vessels

continuously

Increase of efficiency and cost competitiveness

e Implementation of the Restructuring and rationalsaprogramme, cost control etc.

continuously

Exploitation of synergy effects in order to reducsts@and achieve
more efficient access to the shipbuilding market

POLICY GOAL

a

e Centralisation of procurement, design, marketing@moduction specialisation

IMPLEMENTING MEASURES

continuously

PERIOD

Establishment of a system that has been brought irgavith the
EU practice

POLICY GOAL

o Adjustment of internal market to the conditions ir@pe

o Adjustment of infrastructure to the market needs
Petroleum products - increase in petroleum reservepetmaleum products to the EY

level and extraction of fuel according to EU standar

IMPLEMENTING MEASURES

continuously
continuously

continuously

PERIOD

Lifelong entrepreneurial education

Project of the national programme for entreprer@aiucation in formal and informg
education
Training in relation to e-business
Monitoring

continuously

Competitiveness and innovations

Education of exporters

Application of new technologies and technologicalgesses
Environmental protection of products

Innovations and new products

Introduction of EU standards

Association of economic entities (clusters)

Croatian export offensive, CEO project

Integration of SMEs and R&D institutions

Incentives to energy enterprises

Financial instruments for development of entrepreiabaompetitiveness
Marketing and promotion

Coordination of activities related to expansion-abenmerce and e-business

continuously

Establishment of scientific-technological parks




Improvement of entrepreneurship financing

e Credit financing
e Risk fund

e Business angels
e Guarantees

continuously

Quality improvement and development of business infrasire

o Incentives for development of the Croatian AgerarySmall Business

e Support to setting up regional development agencies

e Training and development of consultants' network

e Support to developing entrepreneurial centres, tlogital parks and incubatc

continuously

Stimulating regional competitiveness

POLICY GOAL

e Financial instruments for regional development dfepreneurship
e Incentives to crafts and cooperatives
e Social cohesion projects

IMPLEMENTING MEASURES

e Promotion of entreireneurshii amoni tariet irouis

continuously

PERIOD

Increased quality level of public services

e Upgrading of legislative framework through creatafimplementing legislation
e [nstitutional strengthening of the PPP area
e Continued scientific analysis of practical experience

| quarter 2009
continuously
continuously

Efficient use of budgetary funds and better supervisfdiscal risks|

Coordination of the PPP Agency and the Ministry inface in approval and

implementation of PPP projects

continuously

5.2. FINANCIAL SECTOR

Conglomerates Act
e Compliance with EU legislation
o Adoption of the Consumer Credit Act

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Adoption and implementation of subordinate legiskatim the basis of the Credit 2009
Institutions Act (OG 117/08)
Adoption and implementation of subordinate legistatio the basis of the Electronic 2009
. . . Money Institutions Act
;an:r:gs;eslsggzm and improvement of prudersiglitations and e Adoption of the Payment System Services Act 2009
Adoption and implementation of subordinate legiskatim the basis of the Financial 2009

continuously
2009

Establishment of supervisory body, human resource dewelot

Presentation for banks, credit unions and savings bankew regulations to be
adopted in 2008 and implemented from 2009 onwards
e Training of supervisors in relation to new regulasiamd banking risks

° Imirovement of the banks' irudential reiortini sistem continuousli

continuously

continuously

Insurance Act

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Adoption of the Act on Amendments to the Act on Caispry Insurance within the 2009
Transport Sector

Further development and improvement of the non-io@nsector (e Adoption of subordinate legislation on the basis ef@apital Market Act 2009
Adoption of subordinate legislation on the basis ofAbeon Amendments to the 2009

Further development of human resources

Education of employees of the Croatian FinancialiSes Supervisory Agency
(HANFA), education for brokers, investment advisors pedsion fund managers

continuously

5.3. LABOUR MARKET

POLICY GOAL

IMPLEMENTING MEASURES

PERIOD

Increase of employment and employability by aligriedgour marke|
supply with demand

e Analysis and independent evaluation of annual enmpémy incentive plans

o Development of national implementing plan for thendMemorandum on the

continuously

2009 and 2010

vulnerable groups, and harmonisation with internaistandards

Initiating the procedure for signing and ratificatiof the Convention on Protection o
Children and Co-operation in Respect of IntercguAttoption (The Haag Conventiq
as of 1993)

Implementation of the measures imposed by the Joihtdionn Memorandum (JIM)

employment policy priorities
POLICY GOAL IMPLEMENTING MEASURES PERIOD
- . . e By restructuring unemployment benefits in the firsaryef unemployment, stimulate
Act on Employmg nt Mediation and Rights During Uneaymhent educational activities and active looking for johdastimulate work activation by 2009-2011
Period (entered into force on 1 January 2009) : o X
reducing the benefits in further period
Ordinance on Convalidation of Decisions and Individizts in the |* The possibility of applying for conva”dagon W'thwm.e restr|ct|o_n enab_le_s the
; . X persons who have worked in the territories of the Riépof Croatia administered by 2009-2011
Field of Pension Insurance (entered into force oMay 2008) L L
the UN to exercise rights under pension insurance
e Introduction of personal identification number 2009
o |nformatisation of the social welfare system 2009-2011
Implementation and financing of approved innovativejects regarding the renderin
- . . . . e of social services at local community level aimedeanstitutionalisation and 2009-2010
Create a beneficiary-oriented social welfare systerimipyoving . ; N :
; . S Lo reintegration of beneficiaries into the society
service quality through decentralisation and deirtstitalisation, ag ) . . . - ) .
well as improvement of work of social services Service quality improvement in social welfare fai@ (reconstruction and adaptatiop
o of social welfare centres, construction of new cerdresimprovement of sanitary ang ~ 2009-2011
hygienic conditions in social welfare homes)
e Adoption of a new act in the field of social welfare 2009-2010
e Development of the "One-Stop-Office" concept 2009-2010
Development and adoption of the National Strategytfe Protection of Children
) ) 2009
Against Abuse and Neglecting
Development and adoption of the Protocol on thegdare in the case of serious
e neglect of duty on the part of parents, adoptivepit, foster parents or other perso 2009
care properly for or educate a child
Systematic protection of rights and interests of caildand properly ) . X
e Development of the National Plan Against Sexual Almfsghildren 2009

n

continuously

continuously
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Strengthening of partnership between various depatsand institutions for dealing
with the problem of social exclusion and unemployn@ntulnerable and marginalisg

o

i » . e groups (forming and training of working groups, prepian of the Action Protocol, 2009 - 2011
Strengthening of capacities of social welfare cerfoethe purpose|  hich will define mutual roles and processes, and patioa of action plan for
of providing support to groups that are in unfqvolﬁqimsﬁmn with implementation of defined processes and measures).
regard to access to employment - IPAQgerational programme fi
human resources development Strengthening of professional capacities of socialaveltentres, where specialists vill
be educated for social integration mentor positioedu¢ation of 24 specialists from
. : " : ) - 2009 - 2011
social welfare centres for the position of trainers wiilbeducate 60 more specialist
for mentor positions)
Strengthening of professional capacities of familyteanfor the e Adoption of new legal provisions regulating the ané&amily advising
purpose of strengthening institutional protectionigiits and Adoption of educational plans and programmes for sfists authorised for providing
interests of children, in particular children exposeddverse risks {  family advising services 2010-2011
growing up, and development of services intendediimilies, with o Amendments to family-related regulations contributmgtrengthening of institutiona
particular focus on working parents protection of children
Development of the system of advisory and preventimécss
intended for families, children and youth in locahenunity and e Establishment of family centres and branches of facdhtres 2009-2011
stimulating parenthood
Development of the system of family grants o Preparation and application of implementing regotet under the National Populatiop 2009-2011

Policy

Improve students' standard of living and access to highécation
for a larger number of students in the Republic afafla

Awarding scholarships to regular students (state schqgajshi

Subsidizing transportation costs of regular studentsanténts with disabilities,
subsidizing costs of meals and accommodations of studesitsdent hostels

continuously

continuously

5.4. AGRICULTURAL SECTOR

POLICY GOAL

IMPLEMENTING MEASURES

PERIOD

Enhance the competitiveness and adjustment to EU treteltedardg

Increasing total budgetary funds for grants in théosec

continuously

Alignment and adjustment of the aid system with thahe EU o Adoption of new Act on State Aid to Agriculture 2009
Financing rural development measures from funds aiaimder the pre-accession
. - 2009
assistance programme - SAPARD
Rural development o Financing rural development measures from funds obdaimder the Instrument for 2009-2011
accession assistance - IPA component V - IPARD 2009-2011
e Financing rural development measures from the statget funds 2009
Structural reforms in the food industry sector e Development of the Strategy for development offtieel processing industry 2009
o Adoption of the National operational programmerafeintives to the food processing 2009
sector
Introduction of the Central Veterinary InformatiSgstem o Analysis of the existing database and creation ofepecehensive database 2009-2010

Uniform animal marking system

e |Implementation of animal marking process

continuously

Defining structural and market mechanisms, as well &s atd in
line with the EU; legal definition, identificaticend recognition of

Act on State Aid in Fisheries Sector

by end-Ill quarter

the Producers' Organisation 2009
Alignment with the EU legislation, describing andidifg all

fisheries aspects (priorities, goals, necessary finaresalrces, o National strategic plan by end-2009
implementation deadlines)

Alignment with EU legislation, stimulating developne fisheries | Operational fisheries programme 2010
5.5. PUBLIC ADMINISTRATION REFORM

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Ensuring consistency in remuneration of state admitiistra

employees, transparency of the wage bill and remtioerand e Adoption of the Regulation on classification of jolnsl salaries of employees 2009
introduction of more elements based on achievemehivank

BU|Id|ng amore .Ef.f'c'em system of development ofian resourcer, Adoption of the Strategy for development of humesources in the state administraf 2009

in the state administration

Improvement of the supervision of the work of goveentn o Implementing the Administrative Inspection Act anaidocting thorough inspection 2009-2011
administration bodies supervision in all government administration bodies

Improvement of the quality of public services e Training related to the new General Administrafirecedure Act 2009-2011

Training of civil servants for a more efficient amgalfion of legal
provisions regulating rights, duties and responsibilitiesivil
servants and employees in government administration.

Training of government employees for applicatiothaf regulations on relations amq
civil servants in the government administration

"9 2009-2011

Carrying out the activities envisaged by the Impletingrplan of the Strategy for

Strengthening the role of information and commutiica ® clectronic administration development for 2009 2009
technologies in the operations of the government midtration and
its communication with citizens and the economy, égfihe the o Preparation of semi-annual report on the implemiamtatf the Strategy for electronic 2009
framework and objectives of new and existing actsitdf electroni¢  administration development in the Republic of Cra&009-2012
administration, with emphasis on user satisfaction, matiation of Preparation of annual report on the implementatiothe Strategy for electronic
administrative procedures and modern electronic ssvic * dministration development in the Republic of Cm@09-2012 2009
5.6. OTHER REFORMS
5.6.1. Development of Knowledge-Based Society
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Encouraging the establishment of kindergartens andase in the number of pre-
e school programmes, with particular emphasis on invglvising numbers of children |n  continuously
pre-school programmes
e Carrying out pre-testing of fourth and eighth gratielents 2009
Conducting national exams - external evaluationdofcational programmes and stud 2009

Improvement of the quality of primary and secondedycation
system

achievements

Reallisation of the national pedagogical standardsdordance with the feasibility
coefficient

Development of the National curriculum for pre-sdh@oimary school and secondar
school education

continuously

continuously

2009-2011

Development of the Croatian Qualification Framekvor

2009-2011
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Continuation of the project of introducing the stathool leaving exam
Development of the quality assurance system

Carrying out recertification of adult educatiomgrammes and creation of database:

school year
2009/2010
continuously

5 2009-201

Continued implementation of the Bologna Process

Development of and providing support to vocation@bersity programmes in small
urban areas

Continuation of improvements aimed at achievingasegtiality of the higher educatiq
system

Improvement of the inflow of information about tladour market needs into the higl
education system and strengthening of co-operatiomeleet the higher-education
system and the private sector

2009-2011

n .
continuously

er
continuously

e Strengthening of the university integration processes 2009-2011
e Carrying out external evaluation of the qualityhidher-education institutions 2009-2011
Strengthening of the National foundation for sciertégher education and technolog|
. ) I - . 2009-2011
development, and carrying out a scientific projézaricing reform
Strengthen the science and research and co-opevatiothe e Starting up scientific centres of excellence throogimpetitive financial instruments 2009-2010
economy
Harmonisation of the areas of research aimed at gréegeee of transfer of knowledge
. . : 2009-2011
and technologies in the development of the econardyeatrepreneurial endeavours
POLICY GOAL IMPLEMENTING MEASURES PERIOD
e Stabilisation of financing of hospital institutions 2009-2011
Further financial stabilisation of the health care exyst o Introduction of the system of fixed and variable headinstead of fixed head tax int 2009-2011
the primary health care system.
Securing financing from other sources (supplementeayti insurance in the free
market), and, one of the measures aimed at prevereaih protection in the area of
. . . risky behaviour and risky influences is introductiorspécial contributions with regarnd
Introducing new sources of financing ® to known and acknowledged risks for all members ofth@ety (it has been planned 2009-2011
that a substantial proportion of costs of medical tneat of direct and indirect
consequences of risk exposure be financed by the riskegou
Strengthemng of the system of control of the hestitem e Regulation of a part of the control system, bottgssional and financial. 2009-2011
expenditures
POLICY GOAL IMPLEMENTING MEASURES PERIOD

Reform of the judiciary

Implementation of the Action plan forming an intaigoart of the Judiciary Reform
Strategy

continuously

Prevention of corruption and organised crime

Implementation of the Strategy and Action Plan fiogran integral part of the
Corruption Prevention Strategy

continuously

Introducing free legal assistance system

Creating structural and all other prerequisites férifieplementation of the Act on Frg
Legal Assistance

ebeginning of 2009

Rationalisation of the court network

Rationalisation of the court network - the followihgs been planned:
- merger of 21 municipal courts into 9 municipal dsu
- merger of 9 municipal courts into 4 municipal dsu
- merger of 4 municipal courts into 2 municipal dsur

continuously

2009
2010
2011

Informatisation of the judiciary

Introduction of ICMS
- it has been planned to introduce ICMS into 60 t0(80 municipal, 19 county and 1

1 continuously

: end-2010
commercial courts)
Reform of the land registry system o Implementation of the Common Information System {G¢® the land registry and thq 2009
cadastre
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Creation of guidelines and training for the impletagion of the PUO, assessment o
e impact on the environment, and SPUO, strategic assessfriempact on the 2009

Integration of environmental protection goals intanming and
implementation of other sector policies, aiming amnpoting
sustainable development

o International reporting in accordance with assumdigjations and reporting to the

environment, procedures

Republic of Croatia

Establishment and management of the Environment ®iatelnformation System

continuously

continuously

Improvement of the comprehensive system of air qualdapageme
and creation of conditions for systematic resolutioproblems
related to climate changes

Annual assessment of air quality at designated areais @ogpulated areas, and the
review of air quality categories

Construction of the remaining 12 centres for contirsuair quality monitoring
Establishment of the Air Quality Information System

Adoption of the Action Plan for reduction of airlfution from ground-level ozonand
particles floating in the air

Adoption of the Programme of reduction of emissionpaifuting substances which
cause acidification, eutrophication and ground-lezeine

Making the Greenhouse Gas Register operational

Implementation of the Plan for allocation of greene gas emission quotas to legal
entities

Establishment of the greenhouse gas emission trading system

Establishment of the implementation system of flexibchanisms from the Kyoto
protocol

2009 - continuousl

2009-2010
continuously

2009

2009
2009
2010-2012
2009-2010
2009

Establishment of the comprehensive waste managemeninsyste

e Further development of the system for the manageofestecial waste categories.

Construction of county/regional waste managementesnt
Restructuring of the waste dumping sites by changieig flurpose, continued use or
closing them

Implementation of restructuring programmes for forielustrial locations polluted b
dangerous substances and wild dumping sites of hazardstis w
"Development of the dangerous waste management systéunding the identification

continuously

continuously
continuousl|
continuously

2009-2010

and management of the “hot spots” in Croatia"- PHARE6
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Further development of the Waste Management Inféom&ystem by the Environms
Protection Agency (as part of Environment Protectidarmation System)

2009-2010

Strengthening and establishment of the system of etedwater
management with more intensive investments in therwate
management infrastructure

Strengthening/reform of the existing system of finagavater management and
ensuring more funds per year (amendments to/adoptioeve subordinate legislation
arising from the Act on Water Management Financing)

Strengthening of water management planning - coation of work on adoption of
water management plans in four areas

More intensive implementation of water protectioraswees, especially with respect
the preparation and implementation of infrastrudtwater protection projects; recovq
and completion of the existing and building of newblic drainage systems

Reduction of losses in the existing water supply systemhsrame connections to the
public water supply systems (regional water supply systesmjvery and completion
of the existing and building of new water supply system

Continuation of activities on the establishment ofemoaf sanitary protection of
drinking water at source

continuously

continuously

to
continuously

continuously

continuously

e |Improvement of the existing and development of neigation systems. continuously
e Greater investments in the system of protection agdamatge caused by water continuousl
e Preparation of the annual National Adriatic Sea Moing Report continuously
e Preparation of annual reports, leaflets and maps ofvatex quality on beaches continuously|
. . . Setting up and further development of IT system “Ndoe the monitoring of the ;
Sea and marine environment protection . . continuously
Adriatic Sea
o Strengthening of supervision of the sea quality incihestal area (Project on the 2009
protection against pollution in the coastal area).
Administrative strengthening of nature protectionitntibns at state and regional level, .
. . ) . ; N continuously
including an inspection office.
Development of a system of protected areas, reviewlgitdlisation of the borders o .
° o continuously
. protected areas and development of the monitoringisyst
Improvement of the nature protection system : : ) ) . .
Preparation and adoption of implementing regulatioased on the Nature Protection
* act 2008-2009
Revision of sector legislation and development of raa@ms to incorporate nature .
° . o N . continuously
protection guidelines through co-operation betwesious sectors
e Management of the National Eco-Network and impletaion of protection measure: continuousl
e Protection of new areas, review of the existing ones. continuously
e Establishment of the "NATURA 2000“ network 2008-2009
e Implementation of wolf and lynx management plansigien after 2007) continuously
Protection of natural values e Activities relating to the implementation of the &% continuously

International co-operation in the field of naturetection (implementation of projects):
e NATURA 2000 — PHARE

Construction of the system of management of protemteals and eco-network area,
establishment of information system for nature protecih Croatia (PAMS Il)

2009

2009

Establishment of industrial pollution control system

Education of government bodies and economic entiSeggards the implementation|
the IPPC Directive

Promotional activities as regards the introductio&MIAS into companies and
organisations in the Republic of Croatia

Establishment of the system and education of governbuties and economic entitig
as regards the prevention of major accidents involkamardous substances

Further development of the registry of dangerousheamrdous installations into the
Registry of installations with hazardous substances

3509 - continuousl|

2009 - continuousl
s2009 - continuousl|

2009-2010

Efficient and harmonised implementation of the naigolicy in th
field of chemical safety

e |Implementation of the National programme of chelrsedety

continuously

Improvement of the comprehensive forestry system

Development and implementation of the project "bladi Inventory of Forestry
Resources of the Republic of Croatia"

The Programme of Fire Prevention Measures

Revision of the National Forestry Policy and Strategy

National Forestry Programme

2009

2009-2011
2009-2010
2009-2010

Establishment of a system of continuous forest supervision

Adoption of a programme of measures for data collectind establishment of a regi
on the level of damage to forests

Establishment and running of a comprehensive infoonatystem and register on for|
fires

continuously

continuously
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Annex | Matrix of Policy Commitments

200¢
OVERALL ASSESSMENT OF FISCAL
IMPACTS OF MAJOR
IMPLEMENTING MEASURES
A. Implementatio
B. Net direct impact on the bud: -3.507.878.30
B1. Direct impact on revenu 289.039.51
B2. Direct impact on expenditul 3.796.917.81

ENTERPRISE SECTOR

Total (1+2+3+4+5)
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

Competition and State Aid
A. Implementation

B. Net direct impact on the budget -7.251.000
B1. Direct impact on revenues 2.940.464
B2. Direct impact on expenditures 10.191.464

Note: Impact on revenues shown in row
Railway Restructuring

A. Implementation X

B. Net direct impact on the budget -249.843.494

B1. Direct impact on revenues 59.359.900

B2. Direct impact on expenditures 309.203.394
Subsidies

A. Implementation

B. Net direct impact on the budget -57.169.038

B1. Direct impact on revenues

B2. Direct impact on expenditures 57.169.038
Investments in Modernisation

A. Implementation

B. Net direct impact on the budget -187.833.654

B1. Direct impact on revenues 59.359.900

B2. Direct impact on expenditures 247.193.556

B1 relates to Gtdi$

-1.090.945.533
121.660.264
1.212.605.797

200¢ 201C
-2.231.661.23 | -3.151.958.48
1.250.514.04 445.008.53
3.482.175.27 3.596.967.01
3:900.209 -940.631.106
-271.626.2¢6 117.017.500
-166.055 1.057.648.604
-1.780 -118.718
2.076.536 380
3.837.27 -3.418.282
364.176 -119.212.750
-136.851.400 60.277.250
-301.386 179.490.000
99.988 -10.000.000
-97 988. 10.000.000
82.038 -122.542.750
-148.681.400 56.027.250
-238.528 178.570.000

2011

-1.901.107.36
30.747.24
1.931.854.60

-846.281.47
-28.649.25
817.632.22

5.689.589

-5.689.589

-61.223.779
-14.324.625
46.899.150,

-20.000.000

20.000.000

-45.473.775

-14.324.625
31.149.150,

Note: Impact on revenues in 2008 relates to loan fumdsigled by EIB and KFW and funds from ISPA grantpact or
revenues in 2009 and 2010 relates to the plannedrsiof ISPA, IPA and Phare grant funds; impactewenues in 2011
relates to the planned amounts of the IPA funds

MSTI, Reforms, Development Studies, Alignment of Lgislation

A. Implementation X

B. Net direct impact on the budget -4.840.800

B1. Direct impact on revenues

B2. Direct impact on expenditures 4.840.800
Restructuring of Shipbuilding Industry
Total

A. Implementation

B. Net direct impact on the budget 10.000.000

B1. Direct impact on revenues

B2. Direct impact on expenditures -10.000.000
Subsidies

A. Implementation

B. Net direct impact on the budget 10.000.000

B1. Direct impact on revenues

B2. Direct impact on expenditures -10.000.000

85

-16.000
11.830.000
27.530.00

93000

-93.000

133000

-133.000

13.330.000
4.250.00p
-9.080.000

-20.000.000

20.000.000

4.250.000

-4.250.000




Research, Development and Innovations

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Small and Medium-Size Enterprises

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Entrepreneurial Education

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Competitiveness and Innovations

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Favourable Financing

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Quality of Consultants

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Regional Competitiveness

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Public-Private Partnership

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures

LABOUR MARKET
Total (1+2+3+4+5+6+7+8)
A. Implementatio
B. Net direct impact on the bud:
B1. Direct impact on revenu
B2. Direct impact on expenditul
Stimulating Employment
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures
Note: Compared to 2007, the employme

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

200¢

X
-302.027.897

302.027.897

X
-14.489.230

14.489.230

X
-98.203.990

98.203.990

X
-59.251.677

59.251.677

X
-8.373.000

8.373.000

X
-121.710.00¢

121.710.000

48.249

-48.249

-427.698.80

100.000.00

527.698.80
50.000.000

-50.000.000

100.000.000
100.000.000

200¢

-40.000.00d

40.000.000,

-993.510

3043B3

-22.230

14.489.2

-93.990

97.985.1

-8@.690

62.38%.0

-8.60G

8.373.00(0

-120.000

12100@

-6.874.80(

6.874.800

-675.652.46
0
675.652.46

-80.000

80.000.

nt incentives haea lbeduced by HRK 50 000 000
Financial and Legal Protection of Unemployed Persan

X
63.000

53.000.000,

201C

-20.000

20.00m.0

-330.218.629

330.218.629

-17.070.400

17.070.400

-110.236.000

110.236.000

-56.032.229

56.032.229

-10.360.000

10.360.000

-136.520.000]

136.520.000

-1.649.630

649.630

-184.622.78
20.000.00!
204.622.78

10.000.000

-10.000.000

0
20.000.01)

20.00m.0

2011

-364.409.97,

364.409.973

-20.520.004¢

20.520.000

-120.324.50

120.324.50(4

-65.785.473

65.785.473

-11.080.000]

11.080.000

-146.700.00]

146.700.00(

-703.570

703.570

-168.385.17
20.000.00
188.385.17

10.000.000

-10.000.000]

0
0 0.00D.000
20.000.000

Note: In 2009 new legislation on financial and legaltpotion of unemployed persons came into force. aler
expenditures are to be increased by HRK 53 million
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Implementation of New Regulation within the Pengin Insurance System

A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures
Increase in Social Welfare Benefit Base
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

Implementation of New Regulation within the Scope foServices and Benefits Provided to Families

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

Subsidizing Students' Accommodation and Meals

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

Transportation of Students and Students with Disabities

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Scholarships for Full-Time Students

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures

AGRICULTURAL SECTOR
Total (1+2+3+4)

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
State Aid in Agriculture

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
SAPARD Implementation

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
IPARD Implementation

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Implementation of the World Bank Proje
Communautaire

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures

200¢ 200¢ 201c¢ 2011
X
-56.698.800 -3.008 -8.015.000 -14.004.000
56.698.800 3.99%.00 8.015.000 14.004.000
from HRK 4@.00 to HRK 500.00
X
-141.000.00( -d30.000 -75.000.000 -86.000.00¢
141.000.000 430000 75.000.000 86.000.000
X
-100.000.00p 080.000 -40.000.000
100.000.00 80.000. 40.000.000
X
-290.000.00( 36.700 -26.705.853 -33.314.069
290.000.000 6.730.7 26.705.853 33.314.068
X
-5.000.000 -480.0 -493.200 -615.240
5.000.000 480.000 3.280 615.240
X
-85.000.000 -5.2@2 -4.408.733 -4.451.870
85.000.000 1.445.76 4.408.733 4.451.870
-994.543.049 -28.891 208.115.448| 159.513.50
32.364.290 40.549.38f 2.7685.423 2.512.24i
1.026.907.340 6978 -45.348.025 | -157.001.26
-976.175.85 15.580.00 225.927.51 160.386.321
976.175.857 -15.680 -225.927.510 -160.386.32
X
-9.569.91! 4.569.91/ -15.333.35 -872.816
28.703.732 16.296.268 .01%7000 2.512.240
38.273.642 11.726.3 52.348.350 3.385.056
X
-2.500.001 -47.500.00
10.000.000 140.000.000
12.500.000 187 GOO.
ct for the Adjustment of Agricultural Legislation with Acquis
X
-8.797.282 -38.503 45.021.288
3.660.558 14.253.119 2404577
12.457.841 52.325.6 -59.268.865
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ADMINISTRATIVE REFORM (1+2)
Total (1+2)

A. Implementatio

B. Net direct impact on the bud

B1. Direct impact on revenu

B2. Direct impact on expenditul

200¢

Implementation of Activities Related to IT-Supported Adminis

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

200¢

-10.300.25.
964.74.
11.265.00

tration

-11.200.00d

11.200.000

201C

-8.976.44.
0
8.976.44.

-8.8942

8.911.44

Adoption of the Strategy for Development of Human Rsources in the State Administration

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

KNOWLEDGE-BASED SOCIETY
Total (1+2+3+4+5+6+7+8+9+10)
A. Implementatio
B. Net direct impact on the bud:
B1. Direct impact on revenu
B2. Direct impact on expenditul
Development of Pre-School Education
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

-640.252.00
0
640.252.00
-9.360.000

9.360.000

X
899.742

964.742
65.000

241.846.82
0
-241.846.82

8.000.

-8.000.00

-65.000

65.000

41.734.26
0
-41.734.26

5.360.000

-5.360.000

2011

-10.168.55
0

10.168.55

-10.088.558

10.088.558

0.080

80.000

31.597.27
0
-31.597.27

Note: In 2009, partial funding has been secured from thed\RBank loan (80%), and the remaining amount bdlcovere

by the state budget (20%)

Development of National Curriculum for Pre-School,Primary-School and Secondary-School Education

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

-1.500.000

1.500.000

National Exams and State School-Leaving Exam

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

Note: In 2009, partial funding has been secured fromMoeld Bank loan (80%), and the remaining amouriit vé coveres

by the state budget (20%)

-23.000.000

23.000.000

Application of National Pedagogical Standards in Acordance

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

-604.200.00¢

604.200.000

-3.089

3.069.788

-9.8Q0

9.820.00

389.200

-339.240

with Feasibility Coefficient

-411.222

411.222

-2.953.800

2.953.800

48.072.173

-48.072.173

-154.413

154.413

-1.073.214

1.073.214

30.832.657

-30.832.657

Note: the calculation has been done accordinga@biowed growth (9% for 2010 and 3.1% for 2011).
Note: In 2009, partial funding has been secured fromMoeld Bank loan (80%), and the remaining amouriit vé coveres

by the state budget (20%).

Development of Croatian Qualification Framework

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

Strengthening of Quality of Adult Education

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

-4.992.000

4.992.000

-200.000

-1.a00

1.490.000

-200.000

200.000

88

200.000

-134.100

134.100

-18.000

as.o

-50.344

50.344

-6.000

6.000



10.

VL.

VII.

Development of Quality Assurance System

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

200¢

Continued Implementation of the Bologna Process

A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures
Strengthening of National Foundation fo
Republic of Croatia

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
Start-up and Operation of Centres of Ex

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures

HEALTH CARE REFORM
Total (1+2+3+4)

A. Implementatio

B. Net direct impact on the bud
B1. Direct impact on revenu
B2. Direct impact on expenditul

3.000.000

-3.000.000

r Science, kgher Edu

cellence

Stabilisation of the financing of hospital instituions

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

Introduction of the system of fixed and variable had tax inste

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

Stabilisation of the financing of prescription drugs

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

Especially expensive drugs

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

JUDICIAL REFORM

Total (1+2)

A. Implementatio

B. Net direct impact on the bud:

B1. Direct impact on revenu

B2. Direct impact on expenditul

Reform of the Judiciary
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

ad of fixed head ta

-122.585.18
14.736.76
137.321.94

X
-97.844.213
10.936.761
108.780.974

200¢

X
-6.456.000

6.456.000

-77.586

77.086.5

cation and Technological Developm

X
-5.000.000

5.000.000

X
-2.300.000

2.300.000

-1.758.198.04
1.353.293.00
3.111.491.04

-956.632.36p
696.365.743
1.652.998.112

-390.966.83[L
30.000.000
420.966.83]

-184.900.44p
592.625.657
777.526.104

-225.698.40D
34.301.600
260.000.00

-14.551.67
22.530.28
37.081.95

-22.848
9.129.683
3143P.

201C 2011
-586.4 -218.348
587.496 8.248

-6.935.992 2.604.079
6.935.992 -2.604.079
ent of &
-460.0 -327.000
450.000 7.0
-200.3 -10.146
207.300 .14®
-2.053.159.77 | -128.914.99
58.000.00 30.000.00
2.111.159.77 158.914.99

-B3Y.517 -42.000.000

1.966.000 0.00D.000
63B.317 52.000.000

X into the primary lealth care

-292.866
3.538.000
206864

-3.964.390
52.391.000
1.3%5300

449.600
105.00
49 B0G5.

-76.404.95
-10.671.64
65.733.30

-87.030.850
34@444
77.684.406

-15.100.000
.10a1moo0
25.200.000

-37.714.995
4.000.000
41.714.995

-34.100.000
(63161100}

40.000.000

-874.167.61
-12.355.40
861.812.21

-883.769.41
-8.500.000

L

875.269.411

Note: The reform of the judiciary is partially financey BU assistance funds and donations of internaltiomgnisations,
whose impact on revenues is shown in row B1.
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2. Prevention of Corruption
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

200¢

X
-24.740.972
3.800.000
28.540.972

200¢

7381
13.400.60
6.069.52

201C

10.625.900
328.200
-11.951.100

2011

9.601.800
-3.855.400
-13.457.200

Note: Prevention of corruption is partially financed by Bssistance funds and donations of internatiorgarosations,
whose impact on revenues is shawmow B1. Partial funding of the amount showmder B2 has been secured from the

World Bank loan.
VIIl. ENVIRONMENTAL PROTECTION
Total (1+2+3+4+5+6+7+8+9)
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures
2. Air Quality and Climate Protection (MEPPPC)

A. Implementation

B. Net direct impact on the budget

B1. Direct impact on revenues

B2. Direct impact on expenditures

-231.853.733
20.278.200
252.131.933

-250.000

250.000

-4.850.000

3.644.000
8.494.000

128.580
104.802.89
-4 425.

-5.700.5

5.707.500

-1.080
7.355.000

8.435.000

-138.013.134
3 7.895.257
235.908.391

X

-2.084.970

084970

4.360.000

44.(00
-6.304.000

-64.300.32
19.239.65
83.539.97

Integrating Environmental Protection Goals in Planring and Implementation of Other Sector Policies Ainng at
Promoting Sustainable Development (MEPPPC, CEA)

2.218.567

-2.218.567

-700.000

-9.055.000
-8.355.000

Note: The measure "Establishment of National Air Qyalftonitoring Network" is partially financed by th&J Pre-

Accession Aid: Phare 2006 "Air Quality MonitoringdaManagement System*“, which is disclosed in tagedbudget under

the years 2008, 2009 and 2010.

Support to the activities concerning developménhe system of trading in greenhouse gas emissinasiding the
Greenhouse Gas Register, is provided by one afdhmponents of the CARDS 2004 project "Support tier Further

Approximation of Croatian Legislation with the Erammental Acquis".

3. Waste Management (MEPPPC)
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

4.065.000

-4.065.000

-1.800.

29.162.093

30.288.8

-1.982.400

78.359.2%7

80.341.657

1.449.700
.0422650
20.594.950

Note: Setting-up of waste management centres (WMC)beilto-financed by the ISPA 2005/06 programme (WMC
"Bikarac") and by IPA component Il on the basidlid Operational Environment Protection Programf@722009 (three
more WMCs). Preparation of project documentatiarttie setting-up of WMCs and remediation of "hadtsp will also be
co-financed by ISPA 2005/06 programme and IPA @ogne on the basis of the Operational Environmesteltion
Programme 2007-2009. The measure "Development phtdaus Waste Management System" is partly finabgetie EU
Pre-Accession Aid: Phare 2006 "Development of Haaas Waste Management System, Including the Ideatién and

Management of “Hot Spots” in Croatia"

4. Water Management (MAFWM)
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

-155.575.09
4.400.000
159.975.098

228.598
79.720.00
-48.38%

-148.740.000
28r000
171.020.000

-72.908.98
6.250.000
79.158.982

Note: the project Slavonski Brod and Knin — Drni$ isfa@mnced by IPA programme (EU aid amounts to HRK 14
million), the project Water and Waste Water Managenirogramme Karlovac and the technical assistargject for
preparation of projects for IPA are co-financed®pA programme (EU aid amounts to HRK 145 million)
The project "Inland waters" is co-financed by anl¢tne loan amounts to HRK 665 million)
The regional project on the management of Trelm&rgind Neretva rivers, which is implemented in peration with
Bosnia and Herzegovina - World Bank donations oKHE8 million have been approved for co-financingla# project
completion (foreign donation amounts to HRK 9 roitlj.
5. Sea and Marine Environment Protection (MEPPPC)

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

-7.750.000

7.750.000

2.200.

-2.233.00

5.277.000

-5.277.000

1.880.000

-1.880.000

Note: Partial funding of the amount shown under B2 heentsecured by IBRD loan (50%) and the residudlbilcovered

by the state budget funds
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Nature Protection (MC)
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures
Note: Disclosed funds include donations

200¢

-63.816.335
12.234.200
76.050.535

under the EUgatdPhare 2005 "Building-

Establishing Industrial Pollution Control System (MEPPPC)

A. Implementation

B. Net direct impact on the budget
B1. Direct impact on revenues

B2. Direct impact on expenditures

-2.792.000

2.792.000

200¢

-20.601
-11.434.200
-799.599

-660.0

650.000

201C

-702.064
800.000
-97.936

up of NATURA 20000 Network

2.392.000

.392.000

2011

-433.600
0
433.600

Note: within the framework of the measure "Training ofrfgmment bodies and economic operators for appicatf IPPC
directive" support is provided under one of the porrents of CARDS 2004 project "Support for the RertApproximatior
of Croatian Legislation with the Environmental Acgju

Chemicals and GMOs (MHSW)
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures
Forestry (MRDFWM):
A. Implementation
B. Net direct impact on the budget
B1. Direct impact on revenues
B2. Direct impact on expenditures

-518.483

518.483

-366.817

366.817
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-741.517

741.517

-1.000.0

1.000.000

17.300

3.450.000

.453.000

-36.007

36.007

4.230.000

-4.230.000



Annex Il Statistical Appendix

Table 1a: Macroeconomic Prospects

ESA Code 2007 2007 2008 2009 2010 2011
Level [€]* Rate of change
1. Real GDP at market prices Bl*g 5.6 2.5 2.0 3.2 4.0
2. GDP atmarket prices Bl*g 37,497 9.8 8.9 5.8 6.8 7.3

Components of real GDP

3. Private consumption expenditure P3 20,913 6.2 1.7 1.1 1.9 2.7
4. Government consumption expenditure P3 7,544 34 23 1.1 1.7 1.5
5. Gross fixed capital formation P51 11,230 6.5 8.1 -1.1 2.2 4.2
g&ﬁ?;ﬂ?&?;;ﬁ;ﬁ;fg Z‘gf o P52+P53 1,035 2.8 3.8 2.7 2.7 2.8
7. Exports of goods and services P6 17,880 57 25 0.6 3.0 4.0
8. Imports of goods and services pP7 -21,106 58 5.9 -3.1 0.9 2.3

Contribution to real GDP growth

9. Final domestic demand 39,688 6.4 3.9 0.6 2.2 3.2

10. Change in inventories and net
acquisition of valuable

11. External balance of goods/services B11 -3,226 8 -0. -25 2.4 0.9 0.6

P52+P53 1,035 0.0 1.0 -1.0 0.1 0.2

Source:CBS, MF

Comments: Values written in black are realisations, in bestimates (composite of realisations and projected
values) and in red projected values.

1| evels represent current prices categories in Btilon
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Table 1b: Price Developments

Percentage changes, annual averages

unless otherwise indicated ESA Code 2007 2008 2009 2010 2011
1. GDP deflator 4.0 6.2 3.7 3.5 3.2

2. Private consumption deflator 3.0 6.2 3.5 3.2 3.0

3. HICP - - - - -

4. National CPI change 29 6.1 3.5 3.2 3.0

5. Public consumption deflator 6.1 5.6 4.5 5.3 5.4

6. Investment deflator 3.4 4.5 2.3 3.0 2.9

7. Export price deflator (goods & services) 3.4 3.8 15 2.7 3.0

8. Import price deflator (goods & services) 2.9 3.3 0.6 2.6 3.1

Source:CBS, MF

Comments: Values written in black are realisations, in blgéiraates (composite of realisations and projected
values) and in red projected values.
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Table 1c Labour Markets Developments

ESA 2007 2007 2008 2009 2010 2011
Level Rate of change

1. Population (thousands) - - - - - -

2. Population (growth rate in %) - - - - - -

3. Working-age population (persoris) 3,657,250 3,657,2503,668,222 3,675,558 3,686,585 3,697,645
4. Participation rate, level 48.8 48.8 48.8 48.8 48.9 49.0
5. Employment, persoﬁs 1,614,500 1,614,5001,634,581 1,641,830 1,657,373 1,677,709
6. Employment, hours worked - - - - - R

7. Employment (growth rate in %) 1.8 1.2 0.4 0.9 1.2
8. Public sector employment (persons) - - - -

9. Public sector employment (growth in %) - - - - -
10. Unemployment rate, levél 9.6 9.6 8.7 8.5 8.0 7.4
11. Labour productivity, persofs - 3.7 1.2 1.5 2.2 2.7
12. Labour productivity, hours worked - - - - _
13. Compensation of employees, real D1 - 3.3 0.4 0.4 14 2.2

Source:CBS, MF

Comments: Values written in black are realisations, in blgéiraates (composite of realisations and projected

values) and in red projected values.

[ Age group 15+, Labour Force Survey Data

21| abour Force Survey Data
B1 | abour Force Survey Data

[ Calculated as real GDP growth divided by changeuimber of employed persons
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Table 1d Sectoral Balances

ESA

Percentages of GDP Code 2007 2008 2009 2010 2011
1. Net lending/borrowing vis-a-vis the rest
1 10.9 13.3 8.7 7.8 7.2
of the world
of which:
- Balance of goods and servi -84 -9.8 -6.9 -5.€ -4.8
- Balance of primary incomes and 0.2 0.7 0.9 12 16
transfers
- Capital accour 0.1 0.1 0.2 0.2 0.2
2. Net lending/borrowing of the private
"9 wing priv B.9/EDP 134 13.8 7.6 8.0 8.7
sector’ B.9
3. Net lending/borrowing of general 05 03 01 0.2 10
governmen
4. Statistical discrepandy 2.4

Source:CNB, MF

Comments: Values written in black are realisations, in blséreates (composite of realisations and projected
values) and in red projected values.

M Financial account of balance of payments (includeggrve assets)

2 Financial account (excluding reserve assets) nfionesgn net lending / borrowing of general govermine
Bl Net errors and omissions from balance of payments
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Table 1e GDP, Investment and Gross Value Added

ESA
Code

GDP and investment

2007 2008 2009 2010 2011

GDPlevel atcurrent market prices (in
domestic currenc

Investment ratio (% of GDP) 30.0 31.1 29.7 29.3 29.3

Growth of Gross Value Added, percentage changes abnstant prices

Blg 275,078 299,549 316,845 338,429 363,229

1. Agriculture 1.6 2.5 1.1 1.7 2.1
2. Industry (excluding construction) 6.5 2.2 1.4 3.0 4.0
3. Construction 3.8 8.7 25 3.6 4.2
4. Services 5.9 3.2 2.4 3.0 4.0

Source:CBS, MF

Comments: Values written in black are realisations, in blséreates (composite of realisations and projected
values) and in red projected values.
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Table 1f. External Sector Developments

Euro mill. unless otherwise indicated 2007 2008 2009 2010 2011

1. Current account balan¢¥ of GDP) -8.6 -10.5 -7.8 -6.9 -6.4

2. Export of goods 9,193 10,079 10,134 10,842 11,725
3. Import of goods -18,626 -20,559  -19,897 -20,609 -21,817
4. Trade balance -9,434  -10,480 -9,763 -9,767 -10,092
5. Export of services 9,152 9,738 9,989 10,443 11,063
6. Import of services -2,859 -3,334 -3,219 -3,298 -3,382
7. Service balance 6,293 6,404 6,770 7,145 7,681
8. Net interest payments from abrdad -703 -776 -829 -940 -1,068
9. Other net factor income from abrdad -433 -559 -582 -670 =775

10. Current transfers, net 1,043 1,047 1,026 1,037 1,051

11. Of which from EU - - - - R

12. Current account balance -3,233 -4,363 -3,378 -3,195 -3,203
13. Foreign direct investment, net 3,469 3,111 1,502 1,657 1,830
14. Foreign reserves 9,307 9,377 8,881 8,919 9,152
15. Foreign debt 33,264 38,299 39,597 42,101 44,991

16. Of which : public - - - - -
17. O/w: foreign currency denominated - - - - -
18.0/w: repayments due - - - - -
19. Exchange rate vis-a-vis EUR

7.3 7.3 7.3 7.3 7.3
(end-year)
20. Exchange rate vis-a-vis EUR

7.3 7.2 7.3 7.3 7.3
(annual average)
21. Net foreign saving
(lines 21-25: percentages of GDP)
22. Domestic private saving - - - - -
23. Domestic private investment - - - - -

24. Domestic public saving - - - - -

25. Domestic public investment - - - - -

Source:CNB, MF

Comments: Values written in black are realisations, in blséreates (composite of realisations and projected
values) and in red projected values.

[ Calculated as sum of net portfolio investment meand net other investment income

2l Calculated as sum of net compensation of emplogréset direct investment income
Bl Refers to gross international reserves of the CNB.
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Table 2: General Government Budgetary Prospects

ESA code 2007 2007 200¢ 200¢ 201( 2011
mill. HRK % of GDP
Net lending (B9) by sub-sectors

1. General government s13 -4,357.3 -1.6 -1.3 -0.9 -0.6 0.0
2. Central government S1311 -4,505.3 -1.6 1.2 0.9 -0.6 0.0
3. State government S1312
4. Local government S1313 1481 01 0.1 0.0 0.0 0.0
5. Social security funds S1314

General government (S13)
6. Total revenue TR 126,613.7 46.0 45.7 45.2 44.8 44.4
7. Total expendituré TE 130,971.0 47.6 46.9 46.1 454 44.4
8. Net borrowing/lending EDP.B9 -4,357.3 -1.6 -1.3 0.9 -0.6 0.0
9. Interest expenditure EDP.D4Lincl. FisM ~ 9,602.5 2.0 18 16 15 13
p.m. 9a. FISIM
10. Primary balanc® 1,245.3 0.5 0.5 0.8 0.8 1.3

Components of revenues
11. Total taxes(11 = 11a+11b+11c) 71,932.7 26.1 26.8 26.2 26.1 26.0
11a. Taxes on production and imports D2 52,303.0 19.0 19.5 191 19.1 19.0
11b. Current taxes on income and wealth D5 19,629.7 7.1 7.2 7.0 6.9 6.9
11c. Capital taxes D91 0.0 0.0 0.0 0.0 0.0 0.0
12. Social contributions D61 37,669.0 13.7 13.8 13.6 13.6 13.6
13. Property income D4 2,133.1 0.8 0.5 0.7 0.4 0.4
14. Other(14 = 15-(11+12+13)) 14,879.0 5.4 4.6 4.8 4.7 4.4
15 = 6. Total revenue TR 126,613.7 46.0 45.7 45.2 44.8 44.4
p.m.: Tax burden (D2+D5+D61+D91-D995) 109,601.7 398 40.6 39.7 39.7 39.6
Selected components of expenditures

16. Collective consumption P32 0.0 0.0 0.0 0.0 0.0 0.0
17. Total social transfers D62 + D63 48,241.8 17.5 17.6 18.0 18.0 177
17a. Social transfers in kind P31 = D63 8,938.8 3.2 33 3.8 4.3 4.2
17b. Social transfers other than in kind D62 39,302.9 14.3 14.4 141 13.8 135
18 = 9. Interest expenditugecl. FISIM) EDP.D41+FisiM 56025 2.0 18 16 15 13
19. Subsidies D3 7,504.4 2.7 2.9 2.5 2.4 2.2
20. Gross fixed capital formation P51 11,695.9 43 2.9 2.7 2.7 2.6
21. Other21 = 22-(16+17+18+19+20) 54,590.1 19.8 20.2 19.1 18.0 17.7
22. Total expenditureds TE 130,971.0 47.6 46.9 46.1 454 44.4
p.m. compensation of employees D1 31,122.0 11.3 11.2 11.5 11.0 10.9

Source: MF

Comments: Values written in black are realisations and ith peojected values.
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Table 3 General Government Expenditure by Function

COFOG

Percentage of GDP Code 2007
1. General public services 1 5.2
2. Defence 2 1.6
3. Public order and safety 3 2.8
4. Economic affairs 4 6.5
5. Environmental protection 5 0.3
6. Housing and community amenities 6 2.2
7. Health 7 6.4
8. Recreation, culture and religion 8 1.4
9. Education 9 4.5
10. Social protection 10 15.3
11. Total expenditurétem 7 = 26 in Table 2) TE 46.1

Source:MF

Comments: Only data for Budgetary Central Government and Local Gowent are included.
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Table 4: General Government Debt Developments

Percentages of GDP ESA code 2007 2008 2009 2010 2011
1. Gross debt 37,8 36,1 351 33,8 31,8
2. Change in gross debt ratio -3,0 -1,7 -1,0 -1,4 -2,0
Contributions to change in gross debt
3. GDP effect -3,6 -3,1 -2,0 -2,2 -2,3
4. Primary balance -0,5 -0,5 -0,8 -0,8 -1,3
5. Interest expenditure (incl. FISIM) 2,0 1,8 1,6 15 1,3
6. Stock-flow adjustment -0,9 0,1 0,1 0,3 0,3
of which:
- Differences between cash and accruals 0,1
- Net accumulation of financial assets -0,6 0,1 10, 0,3 0,3
of which:
- Privatisation proceeds -1,1 -0,3 0,0 0,0 0,0
- Valuation effects and other -0,3
p.m. implicit interest rate on debt 5,4 4.9 47 4.3 4,1

Other relevant variables

7. Liquid financial assets

8. Net financial debt (8 =1 - 7) 37,8 36,1 351 33,8 31,8

Source:MF

Comments: Values written in black are realisations, in blue estimamsgosite of realisations and projected
values) and in red projected values.
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Table 5: Cyclical Developments

Percentages of GDP ESA Code 2007 2008 2009 2010 2011
1. Real GDP growth (%) Blg 5.6 2.5 2.0 3.2 4.0

2. Net lending/borrowing of general EDPB.S 16 13 0.9 06 0.0
governmen

3. Interest expend|ture_: (incl. FISIM EDP.D.41 + 04 05 08 08 13
recorded as consumptic FISIM

4. Potential GDP growth (%) 4.2 3.3 2.9 3.0 3.1

Contributions:
- labour
- capital

- total factor productivity

5. Output gap 1.1 0.2 -0.7 -0.5 0.4
6. Cyclical budgetary component 0.6 0.2 -0.3 -0.2 0.1
7. Cyclically-adjusted balance (2-6) 0.5 0.1 -0.4 -0.2 0.4
?%_(;;/clically-adjusted primary balar 0.2 03 10 11 12
Source:MF

Comments: Values written in black are realisations, in blue estimam®gosite of realisations and projected
values) and in red projected values.

[ Until an agreement on the Production Function Method iesacountries can use their own figures (SP).
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Table 6: Divergence from Previous Programme

2007 2008 2009 2010 2011

1. GDP growth (% points)

Previous programme 6.0 6.1 6.5 7.0 -
Latest programme 5.6 2.5 2.0 3.2 4.0
Difference -0.4 -3.6 -4.5 -3.8 -

2. General government net lending (% of GDP)

Previous programme -1.6 -15 -0.6 0.2 -
Latest programme -1.6 -1.2 -0.9 -0.6 0.0
Difference 0.0 0.3 -0.3 -0.8 -

3. General government gross debt (% of GDP)

Previous programme 449 42.7 40.1 37.0 -
Latest programme 44.2 42.3 41.4 40.0 37.9
Difference -0.7 -0.4 1.3 3.0 -
Source:MF

Comments: Values written in black are realisations, in blue estimamsgosite of realisations and projected
values) and in red projected values.
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Table 7: Long-Term Sustainability of Public Finances

Percentages of GDP 2000 2005 2010 2020 2030 2040 2050
Total expenditurd - 48.4 45.4 44.0 45.1 46.8 49.6
of which:
- Age-related expenditur®s - 16.2 16.5 15.9 17.2 18.5 20.7
- Pension expenditufk - 9.9 9.2 7.3 6.7 6.6 7.0
- Social security pension - - - - - - -
- Old-age and early pensions - - - - - - -
- Other pensions (disability, survivors) -
- Occupational pensior(s in general government) - - - - - - -
- Health care - 6.2 7.4 8.6 10.5 11.9 13.7
- Long-term caréthis was earlier included in the health care) - - - - - - -
Education expenditure - - - - - - -
Other age-related expenditures - - - - - - -
Interest expenditure - 2.2 15 0.6 0.4 0.7 1.2
Total revenues - 445 44.8 44 .4 44 .4 44 .4 44 .4
of which: property income - - - - - - -
cg;::?;ﬁ?i;r{s?;g;;ig;;fomribmmns (or social ) 6.9 6.7 6.3 6.3 6.3 6.3
Pension reserve fund assets - - - - - - -
of which: consolidated public pension fund assets (assets ) ) ) ) ) )
other than government liabilitie
Assumptions
Labour productivity growth -1.2 3.6 2.2 4.1 2.4 1.2 1.1
Real GDP growth 2.9 4.3 3.2 35 1.4 0.4 0.2
Participation rate males (aged 20184) 67.8 69.6 71.8 711 70.7 69.7 69.7
Participation rates females (aged 20184) 55.5 56.8 58.2 58.2 57.8 56.6 56.8
Total participation rates (20-64) 61.5 63.1 65.0 64.6 64.3 63.2 63.3
Unemployment rate 16.1 12.7 8.0 7.0 7.0 7.0 7.0
Population aged 65+ over total population - 16.6 17.0 19.6 22.6 24.7 27.3

Source:CBS, MF

Comments: Values written in black are realisations and in red projecafaes.

M Total expenditures according to ESA 95
[ pension plus health care expenditures

B! Total public pension expenditures except pensions and penneghts of war veterans

4 Aged (15 - 64)
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Table 8: Basic Assumptions on the External Economic Envirennunderlying the 2008
PEP Framework

Variable Assumptions for
o OAF
(annual growth rates in %,if not otherw 2007 2008 2009 2010 2011
stated)
change* change* change* change*
Interest rates (in % p.a., annual averages)
- Short-term interest rate, Euro & 4.3 14 4.€ 1.2 4.€ 1.2 4.6 1.2 4.€
- Long-term term interest rate, Euro area 4.3 0.4 4.1 -0.2 4.1 -0.2 4.1 -0.2 4.1

Exchange rategannual average “-“: appreciation of HRK)

Exchange rate vis-a-vis € 7.2 -0.12 7.3 -0.08 7.3 -0.08 7.3 -0.08 7.3
USD/€ 1.4 0.02 15 0.10 1.4 0.00 1.4 -0.01 1.4
Nominal effective exchange rate, % 2.1 - -3.3 - 2.7 - 0.0 - 0.3

Real effective exchange rate, %% -2.7 - 5.5 - 1.2 - -1.4 - -0.8

GDP (in real terms)

- World, excluding EU 5.6 0.4 4.3 -0.6 2.9 -2.0 3.8 -1.1 3.8
-EU 27 2.9 0.6 1.4 -0.8 0.2 -2.0 1.1 -11 1.1

World trade (in real terms)

Country export markets - - - - - - - R R
World imports 6.4 -3.2 4.8 -3.4 2.2 -6.0 4.0 -4.2 4.0
International prices

World import prices

7.0 2.9 11.7 9.7 2.6 0.6 2.6 0.6 2.6
(goods, in €)

Oil Prices®
(USD per barrel)

711 2.6 99.8 24.8 68.0 -7.0 68.0 -7.0 68.0

Source:ECFIN, IMF, MF

Comments: Values written in black are realisations, in blue estimamsgosite of realisations and projected
values) and in red projected values.

*. change vis-a-vis assumptions made for last PEP

[ Calculated as a weighted geometric mean of bilateral exchategeof HRK against EUR (weight 72.2%) and
USD (27.8%).

1 CPI is used as deflator.

B! Simple average of UK Brent, Dubai and West Texas Intdiame
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ANNEX Il

STRUCTURAL REFORMS AGENDA AND ACHIE VEMENTS

Structural reforms agenda and achievements shdisatian of the measures that were to be implentemt@008 in accordance with the previous yearB.PE

ACCEPTED

MAIN MEASURES UNDER THE 2007 PEP (YESINO) DATE COMMENTS
ENTERPRISE SECTOR
Privatisation
Because of the anti-corruption campaign "Maessale of
Announcement of the third round of invitations fenders for the No 2009-2011 minority shares via the stock exchange has beepdsarily
company Vupik d.d., Vukovar suspended. For this reason, the planned privatisdgadlines
were exceeded.
Intensive preparation and announcement of tendsrecbwith Unt|! In the given period, 24 pL_JbI|c invitations to tenéter thg sale of
A X L completion of| 15 companies were published, bankruptcy proceedingspect
bankruptcy and liquidation proceedings over comggmihich are In progress A . T } .
i privatisation |of 10 companies and liquidation proceedings ineespf 2
eligible for such procedures -
process |companies were completed.
Sale of minority share packages at the Zagreb simckange at the comur(attlgon of
planned frequency of publishing tenders for arofamty companies per No rivztisation Blockade of CPF's operations because of the "Malesampaigr}.
month P
process
Further signing of agreements between the Cro&hvays and CPF, Unil Since the beginning of the process of privatisatibdependent
aiming at preparing subsidiary companies for pisaion completion ofcOMPanies (beginning of 2007), 17 public invitatida tender
. f d ies f vatisafi h rivztisation have been published for the sale of 8 subsidiafiéise Croatian
Prepafrat'lon_o epen gnf( compames' or_pnvatu?a pcaset at In progress process but Railways. A sale agreement was signed in respeahef
rﬁcapﬂsl_lsatlon of_ st_Jb_s_|d||ary ;olmﬁeznles |s(jreqj4n’evy|ll be done r?ot Iater'than company, bankruptcy proceedings were opened ower on
through increase in initial capital of dependentpanies 2010 company, whereas a strategic partner was choseméor
Announcement of the sale tender company.
Pursuant to the decision of the Government of tieuRlic of
Croatia on the intention to privatise five shipyam majority
Privatise one shipyard (Uljanik) and prepare oneenfior privatisation state ownership and on privatisation principlesictvivas taken
pursuant to the obligations assumed under the PWlLttze adopted In Drogress 2009 in May 2008, intensive preparations are under witly kegard to
Strategic Development Framework 2006-2013 anduhed National prog publication of invitation to tender for the salefive shipyards
Shipbuilding Industry Restructuring Programme and one subsidiary company of the shipyard Brodtodl. Prior
to publication, the tenders will be submitted te BC for
approval.
Although a draft of a new organisation chart fonagement of
. . . . . state-owned property has been prepared (it enisage
Creano_n_qf the model for managing the remainiagesassets including No 2009 consolidation of real property management and siamrageme
the definition of new organisational structure . . " " .
functions in one Agency), the "Maestro" campaiga sizown the]
need for examination of new possible approaches.
Railway Restructuring
In the course of 2007, an Act regulating the cohoéphe
Regulatory Body was adopted (Act on the AgencyRailway
Services Market Regulation). In 2008, the Goverrroéthe
Establishment of a Regulatory Body Yes 2008 Republic of Croatia published the public invitaticoncerning th
vacancies for the candidates of the Management @lourherea
establishment of the Agency is scheduled for 2¢adfall
operability by 2010.
Publishing the Network Report Yes 2008
Adoption of the National Programme Yes 2008 Financing contract with the infrastructu@neger signed.
Restructuring of Shipbuilding Industry
. . R . In order to speed up restructuring of the shiplgdndustry, it
Adoption of the National Shipbuilding Industry Resturing Programnm No In progre: as been decided to complete privatisation befucturing.
Energy
Application of the following subordinate legislaticommenced
in 2008:
Regulation on the Minimum Share of Electricity Puodd from
Application of implementing rules and regulations the use of Renewable Energy Sources and Cogeneration whogetian i
pp p 9 9 Yes 2008 |Incentivised (OG 33/07),
renewable energy sources
Ordinance on the Use of Renewable Energy Souraks an
Cogeneration (OG 67/07),
Ordinance on Acquisition of Status of a Privilegédctricity
Producer (OG 67/07).
The Draft Energy Efficiency Programme of the Rejbf
Implementation of plans regarding energy efficiency Yes 2008 Croatia and the Draft Proposal of the First Natidvaion Plan

for Energy Efficiency were prepared.
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MAIN MEASURES UNDER THE 2007 PEP

ACCEPTED
(YES/NO)

DATE

COMMENTS

Strengthening of the energy market in the southf#ape within the
meaning of the Energy Community Agreement

Yes

2008

Charging of the fee for cross-border capacitiegrfsit of
electricity was cancelled.

Small and Medium-Size Enterprises

Lifelong entrepreneurial education

Yes

2008-2012

The measure was implemented in 2008 and will béemented
continuously until 2012 on the basis of the Progreof
Incentives to Small and Medium Size Enterprises822012 by
the Government of the Republic of Croatia (acceptedirtue of
the Conclusion of the Government of the Republi€afatia of
April 18, 2008). The implementing regulation of fAmgramme
is an annual Operative Plan of incentives to savadl medium
size enterprises for the current budgetary yea2008, the
Operative Plan was adopted by virtue of the Commfusf the
Government of the Republic of Croatia of May 2, 20The
system of incentives is based on the Small BusiDesglopmen
Promotion Act (OG 29/02, 63/07), the adopted bughiget and
forecast, legislation regulating establishmentroél business
entities (companies, small trades, cooperativesijtpnstitutions
and other small and medium size enterprises), arttieoState
Aid Act (OG 140/05) and subordinate legislationstate aid.

Competitiveness and innovations

Yes

2008-2012

The measure was implemented in 2008 and will béeémented
continuously until 2012 on the basis of the Progremof
Incentives to Small and Medium Size Enterprises320012 by
the Government of the Republic of Croatia (acceptedirtue of
the Conclusion of the Government of the Republi€adatia of
April 18, 2008). The implementing regulation of fAReogramme
is an annual Operative Plan of incentives to savadl medium
size enterprises for the current budgetary yea2008, the
Operative Plan was adopted by virtue of the Cormtusf the
Government of the Republic of Croatia of May 2, 200he
system of incentives is based on the Small Busibesglopmen
Promotion Act (OG 29/02, 63/07), the adopted bugdgt and
forecast, legislation regulating establishmentroél business
entities (companies, small trades, cooperativesjtpnstitutions
and other small and medium size enterprises), artie@State
Aid Act (OG 140/05) and subordinate legislationstate aid.

Improvement of entrepreneurship financing

2008-2012

The measure was implemented in 2008 and will béemented
continuously until 2012 on the basis of the Progrenof
Incentives to Small and Medium Size Enterprises822012 by
the Government of the Republic of Croatia (acceptedirtue of
the Conclusion of the Government of the Republi€afatia of
April 18, 2008). The implementing regulation of fAmgramme
is an annual Operative Plan of incentives to savadl medium
size enterprises for the current budgetary yea2008, the
Operative Plan was adopted by virtue of the Commfusf the
Government of the Republic of Croatia of May 2, 200he
system of incentives is based on the adopted budegislation
regulating establishment of small business entftiespanies,
small trades, cooperatives, profit institutions attier small and
medium size enterprises), and on the State Aid@& 140/05)
and subordinate legislation on state aid.

Quality improvement and development of businesseantcepreneurial
infrastructure

Yes

2008-2012

The measure was implemented in 2008 and will béeémented
continuously until 2012 on the basis of the Progremof
Incentives to Small and Medium Size Enterprises320012 by
the Government of the Republic of Croatia (acceptedirtue of
the Conclusion of the Government of the Republi€adatia of
April 18, 2008). The implementing regulation of fAReogramme
is an annual Operative Plan of incentives to savadl medium
size enterprises for the current budgetary yea2008, the
Operative Plan was adopted by virtue of the Cormtusf the
Government of the Republic of Croatia of May 2, 200he
system of incentives is based on the Small Busibesglopmen
Promotion Act (OG 29/02, 63/07), the adopted bugdgt and
forecast, legislation regulating establishmentroél business
entities (companies, small trades, cooperativesjtpnstitutions
and other small and medium size enterprises), artie@State
Aid Act (OG 140/05) and subordinate legislationstate aid.
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MAIN MEASURES UNDER THE 2007 PEP (YESINO) DATE COMMENTS
The measure was implemented in 2008 and will béeémented
continuously until 2012 on the basis of the Progremof
Incentives to Small and Medium Size Enterprises822012 by
the Government of the Republic of Croatia (acceptedirtue of
the Conclusion of the Government of the Republi€adatia of
April 18, 2008). The implementing regulation of fAeogramme
is an annual Operative Plan of incentives to saradl medium
. . - : size enterprises for the current budgetary yea008, the
Promoting regional competitiveness ves 2008-2012 Operative Plan was adopted by virtue of the Cormtusf the
Government of the Republic of Croatia of May 2, 200he
system of incentives is based on the Small Busibesglopmen
Promotion Act (OG 29/02, 63/07), the adopted buggt and
forecast, legislation regulating establishmentroél business
entities (companies, small trades, cooperativesjtpnstitutions
and other small and medium size enterprises), arteState
Aid Act (OG 140/05) and subordinate legislationstate aid.
Public-private Partnership
The field of PPP is not specially regulated witthie acquis
Compliance with EU legislation and alignment witle &cquis . communautaire. However, it is necessary to align the applica
; Yes Continuousl - " -
communautaire of legislation related to public procurement andaassions
within contracting and implementation of PPP prtgec
Holding workshops and seminars for the public arigape sector
Systematic professional and administrative stresrgtiy of the PPP Yes Continuously PPP agency was established on Nawezih 2008
sector
FINANCIAL SECTOR
Banking Sector
. . } . Implementation in accordance with the provisionshef Credit
Licensing for the purpose of transformation of sgsiand loan co- - } . N
X : . ; TR Yes Unions Act, which regulates the compliance of sgsiand loan
operatives into credit unions or savings banksheir liquidation - X - .
co-operatives with the provisions of the said Act.
Credit Institutions Act Yes 26 September(OG 117/08)
2008
Electronic Money Institutions Act Yes 2 Sze();ggmber(oe 117/08)
Act on the Settlement Finality in Payment Systents Binancial 28 September
Instruments Settlement Systems Yes 2008 (OG 117/08)
Act on the Amendments to the Deposit Insurance Act Yes lS;)c(;(gber (OG 119/08)
Financial Conglomerates Act Yes 18 D;(a)((:)zmbe (OG 147/08)
Non-Banking Sector
Adoption of the Act on Reorganisation, Liquidatiamd Bankruptcy of Yes 25 July 2004 The measure has been implemented through the Act on
Insurance Companies Y Amendments to the Insurance Act (OG 87/08).
. . 3 December
Adoption of the Act on Amendments to the Audit Act esy 2008 (OG 139/08)
LABOUR MARKET
Stimulating Employment
The measures under the Annual Employment PlanGo8 have
been evaluated. Until August 31, 2008, the measuees applie
to 3,410 persons, of whom 1,495 (or 43.8%) are wordé the
Increase employment and employability by aligniagdur market supp total number (3,410) .Of the persons |nv_0|ved,_ 1,petsons wer
) . g . employed on the basis of employment incentives,f&88ons
with demand through analysis and evaluation ofracmployment Yes 2008 X } .
were included in an education programme for a knemployer
measures ) . . )
(incentives for professional improvement), 398 pesswere
included in an educational programme for an unknemployer,
and 663 persons were employed through the PublikWo
Programme.
During 2008, sector councils were set up at colewgls and a
survey on employers' needs was conducted. Apanrt fhe
Adjustment of labour market needs with the educagigstem through representatives of development agencies, employseevices
X : Yes 2008 ] RGN .
establishment of local partnerships for employment and social partners, all other partners of edusatimstitutions ir}
the concerned area are also involved in the wotk@fector
councils.
Social Security System
Implementation and financing of approved innovapwejects regarding The financing included 21 projects, and an agre¢w@mcerning
the rendering of social services at local commuietel aimed at Yes July 2008 |a World Bank's investment loan of HRK 14.6 millievas

deinstitutionalisation and reintegration of beniafies into the society

reached.
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MAIN MEASURES UNDER THE 2007 PEP (YES/NO) DATE COMMENTS
Quiality improvement of social services - an investtioan fund
were used for financing of construction of two sbeielfare
centres and reconstruction or adaptation worksglwbdmmencd
in 16 social welfare centres (the total funds améumRK 97.7
million - of that amount, the projects amountindHBK 16.2
Service quality improvement in social welfare feieis (reconstruction m!ll!on were finalized and the projects amountiogiRK 47.8
. . R million were contracted for).
and adaptation of 13 social welfare centres, coatitm of 12 new . - -, -
. . . - . In progress 2009-2011Improvement of sanitary and hygienic conditionsagial welfarg
centres and improvement of sanitary and hygienmtlitmns in 57 socia . . .
welfare homes) homes - investment loan-funded projects: the ware
completed in 6 homes, reconstruction and adaptat@ks are ir
progress in 15 homes (the total investments amourdRK 191.7
million, of which: the projects in the amount of KF32.8 million|
were completed, those in the amount of HRK 71.2ienilwere
contracted for, and there are plans for projectsuating to
additional HRK 78,4 million).
Development of the One-Stop-Office - invitations fenders In progress 2009-201fPEvelopment of the One-Stop-Office - commencerétite
project activities.
Fulfilment of obligations under:
National Youth Programme of Action
National Strategy on Drug Abuse Prevention In the fourth quarter of 2008, the following wasdo
National Trafficking Prevention Plan The Convention on Contact Concerning Children vaséified;
Nat!onal Population Pol_|cy } o In progress 2009-2011 The 199_6_ Convention on Jurisdiction, Apphca_lble Law
National Strategy of Uniform Policy for Personshwiisability Recognition, Enforcement and Co-operation in Respiec
National Policy for the Promotion of Gender Equalit Parental Responsibility and Measures for the Ptioteof
National Strategy for the Protection Against Fanviglence and the Children was signed.
Protocol on the Course of Action in the Case of iakfiolence, and
National Programme for the Roma
The project has been enlarged and modified amdpitiés
Increase in employment of less employable populaioups fstre_ngt_hemng of co—qperanon between various deyes S an_d
: - - . L . institutions and creation of a protocol on mutuaoperation in
Social employment with organisations which are alcs®@rvices providel . . - .
: . . addressing the issue of marginalised and sociallyevable
in the community (IPA - Operational Programme - HumResources No 2009-2010 - . .
. L unemployed persons and their inclusion in the laloarket with
Development) - envisaged employment of 10 - 12grersnd training g . . .
20 social integration mentors a professional assistance of mentors. The newofitlee project
9 proposal is "Strengthening of Support in Sociatd¢mation and
Employment of Vulnerable and Marginalised Groups".
AGRICULTURAL SECTOR
Privatisation of the dairy plant KIM d.d., Karlovac Yes Seg(t)eorgber
The Management Board of the Croatian Privatisefiond
decided to sell 38.115% of shares of the sugamesfiSladorang
s : 5 . 26 Septembgto the company Viro d.d., Virovitica. This decisioret with
Privatisation of the sugar refinery Sladorana dZdpanja Yes 2008 disapproval of the trade union, which requests ftben
Government of the Republic of Croatia not to apprthis
decision, but sell the shares to another betteieten instead.
Following the invitation to submit tenders, whichsypublished
Privatisation of the agro-conglomerate VUPIK d.¥ykovar No 2009 2008, no tender was submitted. The privatisatidhbei
continued in 2009.
Financing rural development measures from fundaioéd under the pre- The EC accepted n+3, which means that it will bplémented it}
- X In progress 2009
accession assistance programme SAPARD 2009 as well.
Financing rural development measures from fundaioétl under the Accreditation by the EC is expected, as well aks ful
Instrument for pre-accession assistance - IPA compoV - IPARD Yes 2008-2011 |implementation of IPARD from 2009 until the dateimtegration
2009-2011 of the Republic of Croatia into the EU.
Public announcement of staff vacancies at the Vfetgr Directorate, in
the Department for Central Veterinary Informatigrst&m Yes 30 July 2008
Owing to objective circumstances (geographicakisoh of
. . . islands, indentation of the coast, great fragmentaif fleet),
- [¢
Completion of the review of special grants In pregre By end-2009 some beneficiaries were late with their applicatiahich
prolonged the implementation period.
Continuation of the process of entering vessethérelectronic fleet In progress By end-200 flnal implementation of this measure is directhated to the

register

completion of the review of special grants.
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MAIN MEASURES UNDER THE 2007 PEP ACCEED DATE COMMENTS
(YES/INO)
Certain technical defects on the delivered equigraed softwart
incompatibility in the establishment of FMC havd te a

Introduction of the satellite vessel monitoringteys (VMS) In progress Mid-2009 |temporary suspension of the PHARE agreement, winiclonged
the project implementation period and postponedafshort
period, the final establishment.

Establishment of a Fisheries Monitoring Centre Yes Begérg)rggg of

ADMINISTRATIVE REFORM

. - . . The Government of the Republic of Croatia adopted @ MarcH

Adqpt_the Strategy_ for Public Administration Refoamd operative plar] Yes 19 March 2008 the Strategy for Public Administration Refdonthe perio

for its implementation 2008
2008-2011.

At the session of the Government of the Republi€fatia held
L - . n December 19, 2008 the Government formulateditie

Adopt the Act on Salaries in the Civil Service Iogress | quarter 200 groposal of the Act on Salaries in the Civil Seyiwhich was
submitted to the parliamentary adoption procedure.

(_:arry|r?g outa fl_mcuonal ana'IyS|s.m governmenngrbtranon bodies December |The final project report was accepted in the meatinthe Projed

(including adoption of the rationalisation programin the government| Yes .

o . X X . . 2008 Management Committee held on December 17, 2008.
administration bodies where a functional analysis een carried out)
The proposed Act was accepted in the first readiribe session

Adopt a new General Administrative Procedure Act priogress | quarter 20Q8f the Croatian Parliament held on October 24, 2608
preparation of the Final proposal of the Act ipingress.

Adopt a new Decree on Office Operations (aligneith wiectronic Yes 8 January |Directive was adopted by the Government of the Répof

functioning of administration) 2009 Croatia at its session on January 8, 2009.

. The title of the Act is: Act on Officers and Empéms in the Loc]

Adopt the Local and Regional Self-Government Emplegt Act Yes 23 July 2008and Regional Self-government, (OG 86/08)

Adopt amendments to the Administrative Inspectiat A Yes 2 June 2008 The new Administrative Inspectichwias adopted, (OG 63/0
In 2008, the Academy of Local Democracy organisedifzeld 9
professional advising sessions for representatif&scal and

. . . regional self-government units, which were atteniolgd28
Professional improvement of local and regional goreent employees s - . . .
through the Academy of Local Democrac Yes 2008 participants. Three trainings with 46 participantse organised
9 Y Y and conducted in co-operation with the CARDS projéth the
aim of training future trainers who will implemethie National
strategy for training of local officers.

Professional training and development of governreemtloyees under According to the Training P_Ian for_C_|V|I Servants 2.00.8 and

N 7 General Annual Implementing Training Plan, 680ntirag
educational programmes of the Centre for Profeasibraining and Yes 2008 - L )

Development of Government Emplovees sessions for 7,200 civil servants were held du2idg8 at the

P ploy Centre for Professional Training of Civil Servants.

ADDITIONAL REFORM AREAS

Knowledge-Based Society

Encouraging the establishment of a number of kiyaitéens aimed at

involving rising numbers of children (especiallytafented children, Yes 30 Septembe|in 2008, thirty municipalities from seven countigsened

children with developmental difficulties and chidrfrom minorities) in 2008 kindergartens and/or set up pre-school educatymogrammes.

pre-school programmes - as preparation for prireehpol

Develop information and communication skills, fgreianguage . . L . .

X . T, . School year|The measure is continuous and is implemented iordaoce witl
learning, mathematical and scientific literacy hi@ical culture, Yes
. ) - . 2007/2008 |the plan.

entrepreneurship and social skills, and carry oabsl self-evaluation

Carry out experl_mental external_ assessment of éidnehprogrammes Yes 2 and 3 April External assessment was carried out in 844 schools.

and student achievements - national exams forf@retde students 2008

Car_ry out external gssessment of ed_ucanonal prugess and student Yes 6 and 8 May External assessment was carried out in 842 schools.

achievements - national exams for eight grade stade 2008

- . . . — The National Pedagogical Standard for Primary Sishioas bee

Reall_sguon of the Pedagogical Standard in accaeaith the feasibilit Yes 10 June 2008mplemented since June 2008. It is being realiseatcordance

coefficient X o .
with the feasibility coefficient.

Develop primary school information system Yes School year|The measure is continuous and is implemented iordaace witl

p primary Y 2007/2008 |the plan.
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The Ordinance on the State School Leaving Exame@liwe has
Continue with the project of introducing the stat@ool leaving exam b beer_1 adopted. A new deadiine for completlo_n ofstaee school
N X . - Yes August 2008leaving exam has been agreed upon, primarily feptirpose of
conducting national exams and implement schoolesadfuation . - . .
better preparation of all participants in the systélational exan]
were conducted in accordance with the plan.
The National pedagogical standard for secondaryasthas bed
Create National Curriculum and implement the Pedimgb Standard Yes June 200 implemented since June 2008. Itis being realisattordance
P with the feasibility coefficient. Creation of theatbnal
Curriculum for secondary school education is ingpess.
The Commission for Development of the Croatian @igation
Framework adopted the Action plan for 2008 andAion plan
for the period 2008-2012. The Operative Commisgias set up|
at the Ministry, which developed an operative piéall activitieq
Continue redefining vocational areas and professioml develop the in accordance with the adopted action plans awngiadl matrix
. U Yes March 2008 X - . I
Croatian Qualification Framework for implementation of the Croatian QualificatioraRrework
project. Proposals for qualification elements dreftamework
levels descriptors have also been formulated. Broje
documentation for development of the CQF through IP
programme has been prepared.
The Strategy for the Vocational Education Systesmbreen
. X . . adopted, and the proposal of the Action Plan fgslémentation
Strengthen co-operation with economic and socidghpes Yes July 2008 of the Strategy was outlined in October 2008. Thaftproposal
of the Professional Education Act was also preparé@ctober.
The conditions for development of the quality assoe system
have been established: reorganisation of the kynis
Systematically improve the quality of adult edueatiprimarily through fstre_ngt_hemng of admlnlstra_tl\_/g capa(_:mes and_epmbnal
- - institutions, preparatory activities for implemeita of the state
reverification of programmes and application ofidi@ds and norms af Yes June 2008 . ) K .
institutions for adult education school leaving exam, national exams, internatiasaéssment 0|
student achievements (PISA), participation in thefte-
accession assistance programmes through developfent
projects.
Three public and five private higher educationegdls were
. . . . established. Authorisations for post-graduate sfisttourses,
Establish new higher education colleges Yes Continuousl post-graduate university courses and vocationakesuvere
issued.
Continue with improvements aimed at achieving beftality of the The Commission for university programmes carriesreviews o
higher education system; raise the quality of uisite programmes; Yes Continuouslyuniversity programmes prior to adoption at the isessof the
provide support to the Office for Quality Assurance university senate.
Carry out external evaluation of higher educatiosmgpammes and
ms_tltuthns §|multaneoqsly with the (?ievelopr_nenqqal|ty assurance Yes Continuously In 2008, approximately ten instdng were evaluated.
units at institutions of higher education and inmection with the
mobility of professors and students
Develop a system of providing scholarships andestutbans Yes Continuously A new invitation to subagiplications is being prepared.
Encourage university integration processes andraentvith the
implementation of the LUMP SUM financing model, astjthe Yes Continuous| The LUMP SUM financing model has been implementadesl
mechanisms of investment and control over spenalitmyidgetary fundg y January 2006.
and encourage private initiatives
Systematically increase inflow of information obdar market needs "The Bologna Process - A Ticket for a Successfuk€a
into the higher education system and strengthendheperation betwee| Yes ContinuouslyConference on employment possibilities of bachelas held
the higher education system and the private sector (for employers).
Contlnue Increasing fund_s for basic research amidwe criteria for Yes Continuously The budget for science was increbgetD% in 2008.
selection of scientific projects and programmes
Initiate new projects with a view to promoting cpesation between the 25 projects of the Unity Through Knowledge Fundeviaunche
academic community and the economy, and createesenit excellence Yes Continuous! around 20 grants were funded by the National Seienc
paired with systematic strengthening of the cajecif scientific Y Foundation. An Ordinance on Encouraging Applicatitor the
organisations in relation to EU programmes EU Seventh Framework Programme.
Ensure quality technological infrastructure andii Around 10 new projects of the business innovatimtre BICRO)
quatity 9 nove Yes Continuouslywere launched, including the scientific-technolagiacubator in

financing/monitoring procedures for technologicadjpcts

Rijeka and around 10 projects of the compangeRinnovations|
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An Action plan for promotion of investments in swe and
Harmonise the areas of interest and research atngater degree of research with elaboration of measures for adjustwiescientific
transfer of knowledge and technologies in the dguelent of the Yes Continuouslystrategy with the economy was adopted, and the €idion the
economy and entrepreneurial endeavours National Innovation System was set up with a view t
implementing the Action Plan.
Health Care Reform
Improvement of the Organisation and Operation of Pimary Health Care

. . . . Competition for the expansion of the primary heatihe networf

Expansion and extension of the primary health nateork Yes Continuousl has been announced and is open until November0®d, 2
Pursuant to the Strategy and reform measures etieHealth

Changing the conditions for and the manner of mlog specialist health No Care Act and Health Insurance Act were adopted082while ir]

care 2009 subordinate legislation based on those aditbevadopted
and measures will be implemented.

Renewing the existing medical equipment Yes Continuously PUb.“C _tender for supply of a part of equipmerplanned for the
beginning of 2009.

_Expandling the teleme_du:me system to primary hezlte and Yes Continuous|

introducing telemedicine standards
The Healthy Diet Workshop held in Strigova on Oeto24,

. - . . May-October|2008, co-financing of animated films on vitaminsapv2008,

Promotional activities related to raising awareradssealthy lifestyle Yes 2008 printing of manuals, brochures and guidelines, -Béptember
2008.

- ) . ] . . General medicine dispensary are connected to titeat@ealth
_Informat_lsat!on of primary health care and its g with hospital Yes Continuouslyinformation system of the Croatian Health Insurainséitute, an
informatisation . ; ; .

extension to other primary health care operatisrsdso planned
Changing the relationship between community heddtitres and lease- Yes 2009 According to the Health Care Reform, with the apgtion of
holders with the introduction of a Lease ordinance adopted Acts, lease period ends and concessiavdpsarts.
Defmmg primary health care teams and introdueidgitional types of Yes Continuously Reform of the system of emergencsgticat assistance.
specialist teams
Establishing community health centres on islandsiarareas of specia The community health centre Novalja was establisiredanuar
Yes In progress
state concern 1, 2008.
Ensuring joint assistance provision by the headiie system, social Continuous co-operation with citizens' associati@osfinancing
security system and civil society system to thetraolerable populatig Yes Continuouslyof programmes and projects of associations initéié 6f health
groups care and social welfare.
Transforming the selected doctor into the selefaedly doctor Yes Continuousl o th_e. total numper of primary-care doctors, 30%family
medicine specialists.
Start of operations of the Croatian Mental Heatstitute Yes Continuousl fhe premises for the start of operations have peavided,
staffing is to follow.
Harmpmsmgilaboratory check—gps and general aadialised medical Yes Continuously Accreditation of laboratories
and biochemical laboratories with those in the EU
Improvement of the Organisation and Operation of Seondary and Tertiary Health Care
Accreditation of health care institutions accordiadheir activities Yes Continuousl (s pan‘ of _the_act|V|t|es of the Agency for Qualityd
Accreditation in Healthcare.
It is conditional upon adoption of regulations be tategorisatig
Categorisation of health care institutions basetheraccreditation No and operation of the Agency for Quality and Acctatitin in
Healthcare.
Plan to_ ex_pand hospital capacities according tosaéer the Yes Continuously
accreditation
Hospital system informatisation Yes Continuousl
Efforts to maintain high quality standards at htspnstitutions . As part of the activities of the Agency for Qualigd
. s . . Yes Continuously o
accredited as clinics or clinical hospitals Accreditation in Healthcare.
Managing consumption of medicines and introducirgdoncept of According to the Health Care Development Stratéuy said
" : " No H - )
pharmaceutical care measure is planned in the frames of the third pbagee reform.
Reform of the Health Care Financing System
Reducing the share of public spending on healtl car Yes Continuousl
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Regulating supplementary and additional healthrarsze Yes Continuously Act on Voluntary Health Insee(OG 85/06)
Improygm_ent of the current system of direct paymemade by Yes Continuously
beneficiaries
Introducing hospital payments through the DTS sygste Yes Continuousl
. - . oo Smart cards have been introduced into general inedic
Introducing smart cards to monitor financial anggtal indicators on . - i LS X
. Yes Continuouslyconsulting rooms, and their introduction into othemary health
patients and doctors N ]
care operations is also planned.
Ranqn_ah&_ng medicine consumption through basit supplementary Yes Continuous|
medicine lists
Public Health System Reform
Creation of a new public health strategy No 2011 Preparation of the documentation is in pregre
Creation of a National Public Health Programme spetific institutiong No 2011 Preparation of the documentation is in pregre
programmes
Harmomsanon of reIeyant legislation and subortfilegislation with th¢ No 2011 Implementation upon adoption of the PublialtheStrategy
regulations and practices of the EU
Establishment of the Public Health Fund No 2011 Implementation upon adoption of the PublialtfeStrategy
EStat.)“Shmg a system (.)f education anq accreditdtiothe insfitutions No 2011 Implementation upon adoption of the PublialHeStrategy
and firms which are to implement public health pesgmes
Establishment of a public health research fund No 1201 |Implementation upon adoption of the Public HeSlitategy
Health care prevention (promotional activities aina¢ preventive healtl
protection comprised within the so-called "lifestytategory (e.g. . . .
prevention of addiction to alcohol, nicoine, ndfes, fight against Yes Continuously The programmes are implemented mawtisly throughout a ye
obesity)
Judicial Reform
On March 9, 2008, the Government of the Republi€afatia
adopted the Conclusion on the court network ratisation
Merger of 5 municipal and 5 minor offence courts No 002 thrqugh merging the courts of the same type. Byiwiof the Act
on jurisdictions and seats courts, which was adopted on Jul
2008, the number of municipal courts was reducenh ft08 to 6|
courts.
. ’ 3 October [The Act was adopted before expiration of the deadéinvisaged
Adoption of the Act on Amendments to the Land Reegiact Yes 2007 by the last year's PEP.
Since the beginning of the implementation of théigkcPlan, thg
number of unsolved execution cases was signifigzaetiuced,
Implementation of the Action plan for reductiortie number of Yes Beginning of [and the regular statistical monitoring of the mannevhich such
unsolved execution cases at courts 2008 cases are handled has been continued. The Act @méments t
the Execution Act was adopted in June 2008 witlea vo
further speeding up and simplifying the executiomcedure.
In the course of 2008, the Program for the Cemedhbase of tH
Court Registry was developed and all commerciattsbu
registries were equipped with new IT equipmentolhtction of
. s the new system for keeping court registries in&cpce pursuan
iﬂgocigaggnzf;?fhr;e:/mcg:(;;;eglsglf;ema;g? geAr:thtem pursuant to Yes 2008 to the provisions of the amended Court Registryig\at
P gistry progress. At this moment, the submission of eledtrentries alg
lies within the competence of the Commercial Cauktarazdin,
Osijek, Zadar and Split, and by the end of 2008 séime servic
will be possible at all commercial courts.
Adoption of the Criminal Procedure Act Yes 15 DecembefThe new Criminal Procedure Act was adopted on Déeerh5,
2008 2008.
In 2008, a new long-term Strategy for preventiorafuption
Implementation of the National programme for preigmnof corruption was adopted, whereby the National Programme 2006-Bas
p prog P P Yes 2008 been revised. The related Action Plan was alsotadagong wit

2006-2008

the Strategy, and will be reviewed every year wighaim of
monitoring and analysing the implementation of Stategy.
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MAIN MEASURES UNDER THE 2007 PEP (YES/NO) DATE COMMENTS
The Government of the Republic of Croatia adopted o
The project "Support to more modern and functi@paration of the September 12, 2008 the Strategic Study for Preparaf a new
Administrative court of the Republic of Croatiadhching of the proje 1N Drogress January 204 ct on Administrative Disputes, analysing the ditra at the
will also be the start of the activities relatedhe administrative court prog Y dministrative Court of the Republic of Croatia aheé existing
reform) Act on Administrative Disputes and outlining thesisgprinciples
of the new Act on Administrative Disputes.
Extending conciliation as an alternative way oflsetent of disputes to 30 Novembe Implementgt]on of the (_:oncmanon procedure st;hl_lteMa)_/ 2008
L X In progress at the Municipal Court in Karlovac and commercialids in
other municipal and commercial courts 2009 - L . - .
Varazdin, Osijek, Bjelovar, Rijeka and Pazin.
Land registry reform, which is carried out withfretProject of
Reform of the land registry system 1N progress December [establishing order in the land registry and cadagrin its final
gIstry sy prog 2009 phase, with the deadline for its completion beixgreded to
December 15, 2009.
Environmental Protection
Adoption of subordinate legislation pursuant to Emvironmental
Protection Act relating to the assessment of thgaithon the Yes 4 June 200§ (OG 64/08)
environment and strategic assessment of the ingpeitte environment
Creation of guidelines has been agreed upon adattiebe
Creation of guidelines and training for the impleagion of the PUO No 2009 completed in January 2009. Additional guidelinet e created
and SPUO and further training of the employees who implentbat
procedures will be conducted in the course of 2009.
The Government of the Republic of Croatia accefiied
. . 5 December|Sustainable Development Strategy at the sessiohnomel
Creation of the Sustainable Development Strategy ves 2008 December 5, 2008 and send it to the Croatian Pzelia for
adoption.
National programme for reduction of emissions dfuygimg substances 19 Decembe
the air from the existing large combustion plamtg gas turbines Yes 2008 (OG 151/08)
Creat|on» of the Nat|pna| plan for the implementatiad the Stockholm Yes 5 December (OG 145/08)
Convention on persistent organic polluters 2008
Establishment of the Greenhouse Gas Register Yes Seg(t)%rgber
The activities aimed at harmonisation of the Pgeaired with
. L -, chnical assistance under the CARDS 2004 prajeetin
Plan for allocation of greenhouse gas emissionaguiot legal entities No Il quarter zogg?ogress, and the Plan will be adopted by the éfidecsecond
quarter of 2009.
Strengthening of water management planning - adouif the Water he Water Management Strategy was adopted by thati@n
Yes 6 August 200 .
Management Strategy arliament (OG 91/08)
The project "Protected Areas Management System (&AM
Establishment of public institution GIS, nationatks, nature parks GI$ Phase Il — development of the system for countyipub
R ; December [. = =, N X
and public institutions for the management of [oteté areas at regiong! Yes institutions for protected areas management" iBafinal stage,
2008 - N )
and local level which includes purchase of web GIS services founegprotectio
institutions at national and local level.
Revision and adoption of the National Strategytlfier Protection of Yes September
Biological and Landscape Diversity 2008
INTERREG IlIA "Cross-border co-operation in the ragement,
protection and research of the Dinara populatiolyrof" Yes August 2008
Adoption of implementing regulations of the Envinoental Protection Yes 30 September(oG 114/08)
Act for the application of provisions on the ectelice (IPPC Directive). 2008
Adoption of implementing regulations of the Envinoental Protection 30 September
Act for the implementation of the provisions of 8sw Il Directive. Yes 2008 (OG 114/08)
Development and implementation of the project "dlaai Inventory of ) L
Forestry Resources of the Republic of Croatia” No 2009 The field work has been completed, data geieg is in progress.
Establishment of the Forestry Advisory Service Yes 0&0
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