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FOREWORD

The main theme of the research monograph and the Economics of Digital
Transformation (EDT) conference was ,Dealing with uncertainty”. As
every year, our contributions covered a broad field of research in the
areas of regulatory economics, industry and the European single market,
entrepreneurship, local economic development, organization and innovation,
digital marketing and monetary policy in the age of digital currencies. The
papers published in this research monograph present the best contributions
of the conference of the Faculty of Economics and Business of the University
of Rijeka, which took place in Opatija, Croatia, from June 23-25, 2022 (www.
edt-conference.com). During the three days of the conference, more than 70
researchers from the European region contributed with their presentations.
Six sessions on different topics were organized as part of the conference
program. We were also privileged to have renowned keynote speakers as
well as panel discussions on technologies of public interest and smart cities
and the traditional Unger funding panel. We are particularly proud of our PhD
students who presented their doctoral theses in a special PhD session.

In addition, we have done our best to inform renowned scientific indexing
databases about our research contribution to enable a wide dissemination
of our research efforts and to increase the interest of researchers and
practitioners in this growing field of research. The best papers from the
conference have been selected for publication in the international journal
Proceedings of Rijeka Faculty of Economics-Journal of Economics and
Business (Vol. 40, No. 2, 2022).

Finally, we would like to express our gratitude for the great contribution of
our keynote speakers Corrado Macchiarelli (Principal Economist at the
National Institute of Economic and Social Research, NIESR), Gazi Salah
Uddin (Linkoeping College), Kazi Sohag (Graduate School of Economics and
Management, Ural Federal College) and Hoda Mansour (College of Business
and Technology, College Business Administration, Jeddah). Additional thanks
go to Nicholas Zingale (Cleveland State University) and Alberto Ferraris
(College of Turin) who served as keynote speakers and panelists for the
Technologies in the Public Interest and Smart Cities panel. Special thanks
to panelists Cameron LeMack (Cleveland State University), Julieta Matos
Castano (College of Twente), Abigail Poeske (Cleveland State University),
and Veljko Jeremi¢ (College of Belgrade, Faculty of Organizational Sciences).
Also, our gratitude goes to Alan F. Unger and The Unger Fundation for
supporting our activities through the Unger panel and Unger program which
provides generous funding for the Conference. We are very grateful to our
contributors, reviewers, program and organizing committee members, partner
universities and sponsors, as well as our students, who received many
compliments from our guests for their knowledge, manners and hospitality.
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INTRODUCTION

This research monograph consists of 29 articles that address the causes and
consequences of the growing uncertainties in the post-COVID world. The
chapters of the monograph deal with various areas related to the main topic
of the monograph. Part of the research deals with the effects of the uncertain
social and economic environment on companies. These contributions
address the dynamics of the labor market, the legal and economic aspects
of attracting investment, the interactions between entrepreneurship and
digitalization and the impact of uncertainty on different sectors of the economy.
The second group of contributions deals with the macroeconomic impact of
less predictable economic indicators. Contributions address government
processes responding to the potential crisis arising from changes in the tax
system, methodological challenges important for accurate macroeconomic
and government reporting, changes and responses within the government
financial system, legal aspects the supranational and national economic
systems as well as with the various issues of finance and management of
local authorities in times of uncertainty. A large part of the paper deals with the
exponential impact of ICT and digitalization processes on various economic
sectors. The new challenges of marketing, which is increasingly shifting
into the digital space, are also discussed. Finally, a number of contributions
address the emerging problems of migration, which is fundamentally affecting
the labor market across Europe and worldwide, looking in particular at the
state of student mobility and the position of universities in this dynamic
environment of human capital mobility.

As our authors explain, the transition to a sustainable economy has become
one of the EU’s key policy priorities in recent years, as it is “essential for the
well-being of our society and our planet”. The “green” and “digital” or “dual”
transition to a sustainable economy is an ongoing process that must be
facilitated not only by a strong political commitment, but also by a solid legal
framework. This trend of transition confronts current trends of deregulation
and globalization of markets, which increase the impact of risks on business
operations, while the identification and management of various forms of risks
by achieving the fundamental objective increasingly contributes to keeping a
business functioning in the modern can survive and work successfully in an
economic environment. On the other hand, at the global political level, we are
observing strong trends of deglobalization, affecting certain sectors such as
energy, technology and other goods that are defined as sensitive to national
security and interests.

All these contributions give this monograph the traditional perspective
dictated by the objectives of the conference, which includes both a
transdisciplinary and an interdisciplinary perspective on the challenges of the
growing uncertainties of the post-COVID world. We are sure that the scientific
contributions will provide interested readers with important information and
arguments. We therefore hope you enjoy reading our authors’ contributions
and hope that you will regularly attend our annual conference.
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CHAPTER 1

Companies and Wage Shifting due to changes in Personal
Income Taxes: Empirical evidence from a Croatian Tax
Reform

Jasena Torma', Nikola Motik?

ABSTRACT

In 2017 Croatian tax system went through large income tax reform in
which marginal tax rates were significantly decreased and individual tax-
free allowance was increased. In theory, these income tax changes should
increase wages or employment-related income if employers do not change
employment contracts. But, the reform also increased the incentive to avoid
taxation by changing worker’s income. Empirical evidence on the degree
of personal income tax shifting to employees via the wage level is highly
controversial and rare. Using a single country event study with a panel of
Croatian workers, we use a difference-in difference method where we treated
private sector as a treatment group and state-owned companies as a valid
control group to answer our research question: Do wages rise when income
related taxes fall? This paper estimates that on average wages after tax
reform have increased but this reform was not effective for each individual,
particularly depending on type of economic activity. Our paper links on a
vast literature regarding the business tax competition to small but growing
literature on the effective incidence of the income taxation.

Key words: Government policy, incidence, tax reform, wages.
JEL classification: H22, H25, 138, J0O8, J38.

1 PhD Candidate, University of Rijeka, Faculty of Economics and Business, lvana Filipovi¢a
4, 51 000 Rijeka, Croatia; Analyst, Allianz ZB; Heinzleova 70, 10 000 Zagreb; Croatia; Sci-
entific affilation: applied finance, financial economics; jasena.torma@azfond.hr.

2 Head of Department; Croatian Bureau of Statistics, llica 3, 10 000 Zagreb: Scientific affilia-
tion: official statistics, statistical computing, motikn@dzs.hr
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1. Introduction

Taxation has a key role in the modern economy. In Croatia in the period of
less than 30 years, numerous changes in both the taxation as well as the
contribution system have taken place. Policy makers and researchers have
long been interested in how potential changes to the personal income
tax system affect the overall economy. The efficiency of taxation plays an
important role in achieving economic growth and fiscal consolidation. Well-
designed tax policies have the potential to raise economic growth, but there
are many stumbling blocks along the way and certainly no guarantee that
all tax changes will improve economic performance (Gale and Samwick
2014). With the pressures of global competition, corporate income tax plays
an important role in the tax system of each economy. Corporate income tax
raises sizeable government revenue and has important interactions with the
personal income tax system (Clausing, 2012).

Croatia is classified among countries with a high tax wedge (Grdovi¢ Gnip
and Tomi¢ 2010). In 2016 Croatian Ministry of Finance decided to implement
a significant tax reform which was effective from January 2017. Main tax
reform included change in personal income tax which increased the tax-free
allowance and the reduction of the top tax rate on personal income. This tax
reform significantly lowered marginal tax rates for middle and high income
workers, while low income workers were relatively unaffected by the reform.
Also this tax reform was done by simultaneously lowering the marginal tax
rate while broadening the tax base. Top marginal tax rate was lowered from
40% to 36%, reduction of personal income tax rates was also done from
25% to 24%, and the lowest rate of personal income tax which was 12% was
entirely abolished.

Credible empirical evidence on the incidence of changes in personal income
taxation is scarce. Sufficient and exogenous variation in tax rates is essential
for identifying the causal effect of higher/lower income taxes. Since all
companies in Croatia were affected by the tax reform, our analysis is based
on a counterfactual comparison of private and state owned companies in a
period from January 2016 until December 2017. In the private sector wages
are determined by the market force while in the public sector wages are set
in collective agreements and during the period which we study this reform,
wages did not change.

In this research we use the Croatian Business Tax Reform 2017 (hereinafter
CBTR 2017) as a quasi-experiment to shed light on the empirical question on
how did companies respond in terms of paid wages to shifts in lower labor
taxes. Using a single country event study, we established a valid control
group. We use a difference in difference model to answer our research
question: Do wages rise when taxes fall? Concretely, we identify the direct
incidence of the CBTR 2017 on wages in the Croatian economy through a
difference-in-differences approach (DiD) using state companies in Croatia as
the control group and private companies as a treatment group.

Question of how the tax relief is split between firms and their employees is
of high importance for policy makers. Our paper links on a vast literature
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regarding the business tax competition to a small but growing literature on
the effective incidence of income taxation. Sufficient and exogenous variation
in personal income taxation is essential for identifying the causal effect of
change in taxation.

In this paper we use a single country design for the following reasons. First
it enables us to establish a valid control group more easily. Second, the
Croatian labor market is characterized by a variety of wage setting institutions
which include firm level collective bargaining as well as wage setting on the
basis between firms and individual employees.

To our knowledge, this paper is the first to study the effects of the CBRT 2017
using micro-level data. This paper uses data from the Ministry of Finance
database from a sample which represents the entire working population in
Croatia. Changes in tax policy have implications for all parties involved in this
process, government in terms of government revenue, workers in terms of
their pay and firms in terms of their costs.

The paper is structured in five sections. Section two presents the literature
review. Section three explains characteristics of Croatian labor income
taxation and the changes which occurred before and after the tax reform.
Section four uses econometric model to investigate the impact of taxation.
Section five consists of main conclusions and limitations of the research are
stated.

2. Literature review

In the last four decades, considerable reforms to corporate income taxes in
industrial countries were incorporated. The last couple of years many tax
reforms with a downward trend were introduced in Croatia. In this period,
statutory corporate income taxes in OECD countries fell from an average of
23.3% in 2016 to an average of 21.5% in 2021 (OECD, 2022). Reductions
in income tax rates affect the behavior of individuals and companies through
both income and substitution effects.

Most studies of labor taxation are based on aggregate level. Empirical
estimates confirm the expectation of the negative effect of labor taxes on
GDP growth rates. Auten and Carroll (1999) using data from Tax Reform
Act of 1986 (TRA) in the USA conclude that tax changes also explain rising
income inequality.

Zidar (2019) investigates how tax changes for different income groups
affect aggregate economic activity. Author confirms the positive relationship
between tax cuts and employment growth where he finds the heterogeneous
effects of income tax. Tax changes are largely driven by tax cuts for lower-
income groups and the effect of tax cuts for the top 10% on employment
growth is small.

According to Gale and Samwick (2014), given the various channels through
which tax policy affects growth, a growth inducing tax policy would involve:
substitution effects that encourage work, saving, and investment; income
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effects that are small and positive or are negative; a reduction in distortions
across economic sectors and across different types of income and types of
consumption; and minimal increases in the budget deficit.

Attinasi et al. (2016) during the period from 2010 to 2013 showed that EU
countries which were in need for large fiscal consolidation tend to increase
labor taxation. When fiscal consolidation is no longer needed, countries adopt
more growth-friendly measures such as reducing the tax burden on labor in
order to boost growth and employment.

Pali¢, Zmuk and Grofelnik (2017) analyse the impact of personal income tax
on economic developments in Croatia in the period from 2000 until 2016. The
results of the research show that personal income taxation has a significant
negative impact on the economic growth in the long-run.

Most comparable research to ours is from Moore et al. (2014) where
authors use the German Business Tax Reform to measure do wages rise
when corporate income falls. Its effect on wages which is used only on
manufacturing sector is identified by means of a difference-in-differences
model where as a control group French firms are used. Authors conclude that
German business tax reform had a significant and sizeable wage effect which
in short—run implies a wage increase of 7.9%.

3. The Croatian Income Tax Reform

This section explains characteristics of Croatian labor income taxation and
the changes which occurred before and after the tax reform.

3.1. The Personal Income Tax in Croatia

Croatia has introduced personal income tax in 1994 meaning that it is
relatively young direct tax in Croatia (Sikiri¢, 2017). Next, it is designed as
progressive income tax rates schedule meaning that the marginal income
tax rate increases as taxable income increases. Taxable base is calculated
by applying prescribed tax deductions and tax allowances (i.e. non-taxable
parts of income) to the total amount of monthly income. Tax deductions and
tax allowances may, depending on the type of income, also be applied when
calculating monthly tax prepayments. The following tax rates and tax bands
are used on an annual basis (i.e. in the process of annual assessment of tax
liability) to calculate personal income tax (PIT) are visible in Figure 1. Before
tax reform, income tax rates were in three tax brackets. After the reform,
personal income tax rate has two tax brackets.
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Figure 1: Marginal income tax rates before and after tax reform
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The aim of tax reform was to lower the labor cost, increase the competitiveness
of Croatian companies and to boost corporate investments. Annual income
before CBTR 2017 reform were the following; in between HRK 0 and 26,400
HRK 12%, in between 26,400 HRK and 105,600 HRK 25% and in excess of
105,600 HRK 40%. Also, personal allowance was much lower, before CBTR
2017 it was HRK 31,200 annually, now HRK 45,600 or 46% increase.

This study uses the same individuals before the tax reform (no switchers in
any terms; employers, exit of the labor market and so on) and after for a
short period of time (12 months before the CBTR 2017 reform and 12 months
after). This way we can control for the effect that individuals do not change
the type of the job when the taxes change and do not vary effort on the job
since in our case we assume this since the nominal changes workers receive
did not decrease.
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Figure 2: Notional representation of net wage and gross wage for a single
living in the capital city for 2016 and 2017 tax year.

3000 6000 9000 12000150001800021000240002700030000330003600039000420004500048000

—e—2016 —e—2017

Source: Author’s calculation based on the

From Figure 2 it is visible that this tax reform significantly lowered marginal
tax rates for middle and high income workers, while low income workers were
relatively unaffected by the reform.

3.2. Surtax

Cities and municipalities in Croatia may levy an additional tax, the so-called
surtax. The decision on the amount of the surtax rate lies with the city or
municipality officials and is levied according to the individual's place of
residence or habitual abode in Croatia. For taxpayers who live in towns where
surtax is levied, their income is subject to the surtax. Aimost every city and
municipality in Croatia has a surtax with the capital city having the largest,
which is 18%.

4. Empirical analysis

The following subsections describe the database, econometric model, and
presents the estimation results.
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4.1. Description of variables

In order to create the database, we have used a couple of data sources. First,
we use a sample of workers from a list of companies which are used in the
INV-P questionnaire from Croatian Bureau of Statistics. INV-P questionnaire
is used for annual survey on gross fixed capital formation. Companies in
this survey are used by method of judgmental sample because the practice
has shown that those chosen companies are a good basis for analyzing the
whole economy. List of companies includes all types of companies which are
divided in the following categories; micro entrepreneurs, small entrepreneurs,
medium-sized entrepreneurs, institutions, insurance companies, state budget
and beneficiaries of the state budget as well as non-profit institutions. In
2016, a sample of these companies included 10,352 companies. Second,
we used the JOPPD report for companies which were included in the INV-P
survey. JOPPD form is the central tax report on taxed and untaxed income to
Tax Administration of Croatia. Each employer in Croatia is obliged to submit
the JOPPD form monthly where they need to report the amount of net and
gross wages, as well as number of employees and number of worked hours.
Third, companies are classified by NACE Rev. 2 classification (hereinafter
activity) which enables us not just to track in which main economic activity
each company operates, but also to divide companies between the state and
the privately owned firms. Information about the Register of Business Entities
from where we can get information whether company is privately or state
owned is done by Croatian Bureau of Statistics.

4.2. Econometric model

In our research we have used a balanced panel data model because we
wanted to control for non-switchers i.e. we wanted that our comparison is
based on the same individual before and after the tax reform who worked
for the same company3. We have used various techniques to visualize and
identify outliers. Some outliers were not in line with the economic logic and
we have decided to remove that observations because we knew that they
were incorrect.

Since all companies in Croatia were affected by the tax reform, our analysis is
based on a counterfactual comparison of private and state owned companies
in a period from January 2016 until December 2017. In the private sector
wages are determined by the market force while in the public sector wages
are set in collective agreements and during period which we study this reform,
wages did not change. Using a single country event study, we were able to
establish a valid control group.

Next we wanted to check whether our cross-group research designs between
private and state companies full fills necessary either implicit or explicit
common trend assumption (Fuest et al., 2015). From figure 3 by visual
inspection we see that common trend assumption for private and state
companies holds.

3 Feldstain (1995) while studying the effect of marginal tax rates on taxable income uses the
same individual before and after the tax reform.

25



Figure 3: Mean of gross wage for each individual for period January 2016
until December 2017, vertical line represents the start of the tax reform period

o
S
0 -
=)
o
S
[
S
8\—
o
>
—~O
c o
© O
0 o
E
o
o |
S
>
) \/\/\/\/\
o |
0
O T T T
2016m1 2016m7 2017m1 2017m7 2018m1

modate

Private companies State companies

Source: Author’s calculation based on the Ministry of Finance JOPPD form and on the INV-P
sample from Croatian Bureau of Statistics

Wage setting system differs and this is visible from Figure 3 which reveals
that on average gross wages among private sector workers are higher in
comparison to state sector workers. Positive wage premium for private sector
workers in Croatia is present.

To quantitatively measure the effects of the income tax reform, we estimated
our model with a classical difference-in-difference (DiD) estimator, comparing
the change in outcomes between the treatment and the control group. We
controlled for individual and activity characteristics. Specifically, we estimated
the following model:

yir = a + fh[Posty] + 52T + Fa[Post,]T; 4 Z;ik:m | Z.J’j.rﬂg F e (1)
k 1

where outcome y depended on individual characteristics 2z, sector
characteristics x and the exposure to the treatment group T. The post is a
dummy which takes the value zero for the period before the tax reform and 1
after the tax reform. The validity of these DiD estimates hinges on a reliable
measurement of the control group’s behavior and exposure to the treatment
and the control groups. The effects of the tax reform on wages is reported in
Table 1. Columns show the estimation results of the DiD.
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Table 1: Main results:

Effects of tax reform on gross wage

Difference-in Difference

post 351.75**
(3.13)
treatment 1454.58***
(9.40)
post*treatment 98.47***
(12.87)
hours worked 54.7***
(0.20)
activity 2 1813.9***
25.49
activity_3 18.38*
(10.17)
activity_4 3364.60***
(12.08)
activity_5 -21.86*
(11.4)
activity 6 646.65***
(13.83)
activity 7 -129.71***
(10.89)
activity_8 1071.94***
(10.95)
activity 9 708.00%**
(15.67)
activity_10 4079.01***
(16.33)
activity_11 2773.08***
(14.5)
activity_12 1366.52***
(35.42)
activity_13 414617
(19.89)
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activity 14 -1556.59***
(18.45)
activity_15 1413.44***
(9.75)
activity_16 906.78***
(9.68)
activity_17 1712.46***
(10.4)
activity_18 635.56***
(12.1)
activity_19 5416.88***
(121.04)
R -squared 0.07
Observations 9 667 032

Source: Author’s calculation

Note: In parentheses we report robust standard errors. ***p<0.01, **p<0.05, *p<0.1.

On average in state companies over time gross wages have increased by
almost HRK 352 (significant at 1%) and before tax reform gross wages
between private and state companies were by HRK 1 455 differently which
represents a sizeable magnitude (also significant at 1%). CBRT 2017 tax
reform using this DiD estimator shows that average gross wage of private
firms after the reform has increased by almost HRK 99 (also significant at
1%) meaning that the tax reform had the positive impact on gross wage. From
econometric perspective, model reports that different industries pay different
wages were for three sectors we get results with a negative coefficient
indicating that there is some evidence of heterogeneous effects of CBRT
2017 tax reform. Particularly sectors with negative coefficients are: (1) Water
supply, sewerage, waste management and remediation, (2) Wholesale and
retail trade, repair of motor vehicle and motorcycles and (3) Administrative
and support service activities. Gross earnings it those units of economic
activities are historically among the lowest.

5. Conclusions

Since CBTR 2017, Croatian Government has adopted another package
of lower income taxation which started in 2021. Question of how the tax
relief is split between firms and their employees is of high importance for
policy makers. Our paper links on a vast literature regarding the business
tax competition to a small but growing literature on the effective incidence
of income taxation. Changes to tax rates and tax bands can cause many
behavioral changes. The worldwide evidence on behavioral responses to tax
changes tends to agree only on the belief that higher income tax rates will
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lead to behaviors that have a negative effect on tax revenues. These include
reducing labor supply and tax avoidance.

Taxes are often perceived as a necessary evil that both taxpayers and
companies would like to minimize — or even to completely get rid of. Still,
there is often a substantial gap between the prescriptions of an “optimal tax
system” and actual tax schemes. In other words, actual tax schemes often
impose unnecessary economic burdens and distortions. Everyone could
benefit from improving the tax system. Long-awaited tax reform that would
include property tax in Croatia was already blocked since the legislators
after proposing (let alone implementing) such tax reform realized that such
a reform could cost them (re)election. Tax reform that decreases taxes is
welcome and should lead to several positive economic effects.

In the last five years, tax rates have significantly decreased and income
thresholds have significantly increased. The continuation of tax reform in
Croatia introduced, amongst other legislative changes, further decreases in
personal income tax rates. The new, permanently lowered income tax rate
makes Croatia a more attractive place for companies to locate investments
and will discourage profit shifting to low-tax jurisdictions. The lower rate
incentives new investments that will increase productivity, and lead to higher
levels of output, employment, and income in the long run. All of these should
help Croatian economy to become a more globally competitive location for
new investment, jobs, innovation, and growth.

In this research we report that wage setting system differs were on average
gross wages among private sector workers are higher in comparison to state
sector workers. Positive wage premium for private sector workers in Croatia
is present. Next we report that on average in state companies over time gross
wages have increased. CBRT 2017 tax reform using this DiD estimator shows
that average gross wage of private firms after the reform have increased
meaning that the tax reform had the positive impact on gross wage. Further
we saw some evidence that suggests that different activities pay different
wages were for three types of actives, we provide some negative evidence
i.e. heterogeneous effects from the CBRT 2017 tax reform. Particularly
activities with negative coefficients are: (1) Water supply, sewerage, waste
management and remediation, (2) Wholesale and retail trade, repair of motor
vehicle and motorcycles and (3) Administrative and support service activities.
Gross earnings it those units of economic activities are historically among the
lowest so these results do not come as a big surprise.

Main limitation of this study is that it does not include wider effects on the
Croatian economy. Variety of nontax factors such as factors in employees
behavioral responses: decisions whether to work or not; how many hours to
work; whether to incorporate and pay income related taxes; or whether to re-
locate to or from other parts of the region are not included.
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CHAPTER 2

Methodological challenges of consolidating general
government financial statements in Croatia

Davor Vasicek'

ABSTRACT

Consolidated financial statements are the financial statements of a group
of entities presented as if they were a single economic entity. The basic
principles of consolidation of financial statements are economic unity, unique
methodological ,basis for the recognition of the financial statement elements,
a single reporting period and unique reporting monetary unit.

International Public Accounting Standards 6 - Consolidated and Separate
Financial Statements, and the European System of Accounts 2010 (ESA
2010) provide a technical methodological framework for carrying out the
process of consolidating the financial statements of all entities in the
general government sector. Following the application of ESA 2010, the
general government sector in the Republic of Croatia has been expanded
to include the units that use very different accounting and financial reporting
systems depending on their legal status. Therefore, in order to prepare the
consolidated financial report of general government, it is necessary to make
methodological adjustments and reclassifications of elements of the financial
statements of entrepreneurs, foundations, banks and non-profit organizations
in accordance with the rules of government accounting. The article presents
the results of qualitative analysis of the differences in the accounting systems
of the entities participating in the general government sector. It also proposes
procedures for their adjustment in order to create a unified methodological
basis necessary for the preparation of the consolidated financial report of the
state.
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1. Introduction

Upon accession to the European Union, Croatia assumed the obligation to
report to the European Commission on the situation of its public finances
in accordance with the methodology of the European System of National
and Regional Accounts (hereinafter ESA 2010). ESA 2010 is a relatively
new methodology used in the compilation and transmission of national
accounts data in order to establish compatibility and comparability of data
with other EU members. The introduction and application of the ESA 2010
methodology had a significant impact on public finance statistics in Croatia,
i.e. on the data on the development of revenue, expenditure and the balance
of the general government budget, as well as on the debt of the consolidated
general government. The application of ESA 2010 means that part of
public enterprises and nonprofit organizations have been reclassified from
the nonfinancial and financial public enterprises subsector to the general
government subsector. This reclassification provides better insight into the
financial position of the public sector. The reclassification has a significant
impact on the level of government debt and the government budget deficit,
and thus on the picture of fiscal sustainability and macroeconomic stability.
However, the reclassification of individual units into a government subsector
also poses methodological challenges in aggregating information on the
government’s financial position and results of operations.This arises from
the fact that these are different economic units with very specific operations,
some of which apply corporate accounting, bank accounting, investment fund
accounting and/or nonprofitaccounting. Since the entities reclassified to the
general government subsector apply different accounting rules for recording
elements of the financial statements, it is not possible to consolidate their
financial statements directly using the usual consolidation methods and
procedures. In order to perform the consolidation, the financial statements
must be prepared in advance using a single accounting method. In Croatia,
these are the methods and rules prescribed by the Budget Act and the related
regulations on accounting and financial reporting in the budgetary system. The
preparation of the consolidated financial statements of general government
does not complete the process of preparing information for statistical
reporting in accordance with the ESA 2010. This results from the fact that this
international statistical system is based on accrual accounting principles. The
Croatian system of budgetary accounting (government accounting), on the
other hand, is based on the principles of modified accrual accounting. In the
course of national reporting, this requires further adjustments of part of the
consolidated data to the aforementioned methodology.

2. Literature review

The impact of the introduction of the ESA 2010 methodology has been
systematically studied and analyzed from various aspects. The reclassification
of the general government sector and the impact of the application of the
ESA 2010 are areas that are continuously monitored and analyzed by the
national statistical and public finance authorities. Using these rules, reports
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on the Excessive Deficit Procedure (Statistics Office, 2021) are prepared
on a regular basis. The Croatian National Bank (CNB, 2015) systematically
studied and analyzed the introduction of ESA 2010 and other changes in
monetary and financial statistics. Tomek and Andabaka (2019) also examine
and quantify in detail the impact of the application of ESA 2010 on public
finance statistics and the Croatian government budget. Bajo and Jurici¢ (2015)
analyzed public-private partnership contracts and concessions in the context
of government borrowing. Galinec and Kandzija (2018) examined the impact
of stock-flow adjustments on changes in Croatian government debt. Vasicek
and Drezgi¢ (2018) analyzed the interdependence between the application
of the fair accounting concept and fiscal consolidation in the context of the
application of the ESA 2010. In contrast, the topic of consolidation of the
state’s financial statements is scarcely represented in the professional and
academic literature. The professional framework for consolidation of financial
statements in the public sector is set by International Financial Reporting
Standard 6 - “Consolidated and Separated Financial Statements” and
Standard 35 - “Consolidated Financial Statements” (IFAC - IPSASB, 2022).
However, these standards are not yet applied in Croatia. Moreover, their
application does not apply to government business enterprises (GBE). GBEs
apply IFRS. IFRS 10 - “Consolidated Financial Statements” (IFAC, 2021) is
relevant for the consolidation of their financial statements.

The international accounting standards do not regulate the harmonization
of accounting rules in cases where the scope of consolidation consists of
companies that use different accounting bases. It is actually impossible to
standardize and unify these procedures, but it is necessary to analyze them in
detail, identify methodological differences and eliminate them by applying the
accounting rules of the leading member of the consolidation group. Uniform
application of IPSAS in the public sector would solve this methodological
problem. Indeed, these standards are based on accrual accounting, just like
the ESA 2010, and their application would allow the consolidation procedures
for the financial statements to be carried out using proven techniques of
addition of similar elements and elimination of reciprocal transactions. The
consolidated financial statements of the general government would thus
be more reliable and accurate. The need for harmonization of accounting
systems is also supported by the results of the research conducted by Nistor
and Stefanescu (2018) and Vasicek and Vasicek (2019).

3. Analysis model

This study focuses on the process of consolidating the government’s
financial statements. Consolidated financial statements are a sum of financial
statements of an economic entity presented as individual financial statements.
In the case of a homogeneous group of budgetary units belonging to the
general government sector, the process is carried out using standardized
procedures. Methodological problems arise when consolidating the financial
statements of extra-budgetary users of central government. These are
different entities with very specific operations, some of which use corporate,
bank, investment fund and non-profit accounting. This research includes a
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qualitative comparative analysis of the application of budgetary accounting
and financial reporting to the operations of extrabudgetary users of the central
government budget. These entities apply different accounting systems in
accordance with the regulations. This means that their financial statements
are different in content and form and cannot be directly consolidated. In order
for their financial statements to be included in the government’s consolidated
financial statements, they must be reclassified and prepared using a separate
methodology. This means that they are prepared using the prescribed rules
of government accounting. The first phase of this research consists in an in-
depth qualitative analysis of each accounting system used by the consolidation
participants. This implies the analysis and systematic presentation of the
rules for the recognition of income, expenses, assets, liabilities and financial
results of the individual consolidation participants. For this purpose, it is
necessary to examine the relevant professional and legal framework provided
by international standards and national legislation. This means that the
accounting systems of the companies must be examined on the basis of the
International Financial Reporting Standards, taking into account the specifics
of their activities in the real and financial sectors. In addition, it is necessary
to examine the accounting system of non-profit organizations on the basis of
Croatian legislation and, finally, the Croatian system of state accounting itself.
The second phase of the study compares the basic rules for the accounting
recording and presentation of the elements of the financial position and
financial performance. It also identifies methodological differences that need
to be eliminated and proposes procedures for standardizing and/or reducing
accounting information to a comparable basis.

The application of research results in the preparation of reports for
consolidation means, in certain cases, the translation of accounting information
on individual transactions resulting from the operations of the extrabudgetary
user into accounting information using the state accounting system. The
procedure requires complex accounting knowledge and is very professional.
Considering the peculiarities of the operations of each consolidation entity,
the procedure requires an individual in-depth analytical approach and cannot
be automated by the technologies of IT. Precisely for the reasons mentioned
above, there are no uniform and legally binding methodological guidelines
issued by the legislator. The aim of this work is therefore to provide a scientific
and expert-based qualitative model for identifying differences and defining
basic procedures for harmonizing financial statements for their consolidation.

4. Institutional and professional background and analysis

In this part, the institutional framework of the Croatian public sector, i.e.
the general government sector, is presented as an area of research on the
topic. In addition, the fundamentals and the consolidation process of the
government’s financial statements are briefly presented. The focus is on
the extra-budgetary users of the state budget, whose financial statement
elements cannot be consolidated without reclassification and revaluation.
The reason for this is that different accounting rules are applied in their
presentation.
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4.1. The general government scope

The sector of general government is the dominant part of the public sector.
Depending on the political and territorial-economic organization of each
country, public sector is composed of the components shown in Figure 1.

Figure 1: Structure of the public sector scope

Public Sector General government sector Central government

i

Public corporations sector —— State government

 — Local government

L Social security funds

Source: adapted from Lorson et al., 2019, p. 153.

The general government sector (S.13) consists of institutional units that are
not market producers and whose production is for individual and collective
consumption. They are financed by compulsory payments from units
belonging to other sectors and by institutional units that primarily carry out
the redistribution of national income and wealth (Bureau of Statistics, 2015).

In the Republic of Croatia, the general state consists of the so-called “central
state” and the “local” state (units of local and regional self-government),
including their budgetary and extra-budgetary beneficiaries. Institutional
coverage is determined by applying the Decision on Statistical Classification
of Institutional Sectors (OG 1/2015). The Statistical Classification of
Institutional Sectors 2010 (SKIS 2010) is a mandatory national standard for
the collection, compilation, processing, analysis, provision and publication
of statistical data important for the statistical monitoring of the country’s
economic development. Using this standard, the official register indicates that
the total state includes 6372 units. Of these, 690 units belong to the central
government sector, 5,679 to the local/regional government sector, and 3
extrabudgetary national social funds.

4.2. The process of consolidation of financial statements

Pursuant to Article 18 of the Ordinance on Financial Reporting in Budget
Accounting (OG, 2022), consolidated financial statements are reports in
which the data of a group (several interrelated budgets and/or budgetary
and non-budgetary users) are presented as if they were a single entity.As
for the coverage of the consolidated financial statements, it is defined by the
provisions of the Budget Act (OG, 2021), i.e. the Register of Budgetary and
Extrabudgetary Beneficiaries pursuant to the Regulation on the Determination
of Budgetary and Extrabudgetary Beneficiaries of the State Budget and
Budgets of Local and Regional Self-Government Units and on the Manner
of Keeping the Register of Budgetary and Extrabudgetary Beneficiaries (OG,
2014a).0Once a year, not later than the end of May, the Ministry of Finance
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shall publish a list of budgetary and extra-budgetary recipients of funds from
the state budget and budgetary and extra-budgetary recipients of funds
from the budgets of local and regional (regional) self-government units,
the Register of Budgetary and Extra-Budgetary Recipients. In addition, the
updated list is published monthly on the website of the Ministry of Finance.
Each beneficiary is published with a number from the register (RBU number),
which proves its institutional affiliation to the sector of the general budget,
and a consolidated financial statement of the general budget is prepared
based on the financial statements of these beneficiaries. The register of
budgetary and extra-budgetary users helps ministries and units of local and
regional self-government to decide which units should be consolidated. At
the same time, the register ensures the consistency of coverage necessary
for statistical analysis. In order for the Ministry of Finance to consolidate
the general budget, ministries responsible for the state budget and units of
local and regional self-government are required to consolidate the financial
statements of all budgetary users under their jurisdiction that are listed in the
register of budgetary and extra-budgetary users. The process of consolidating
all elements of the Croatian state budget is specified in Article 107 of the
Budget Act (OG, 2021) or in Article 18 of the Regulation on Accounting in
Budgetary Accounting (OG, 2022).

The scheme of the process and responsibility for consolidation is shown in
the following figure.

Figure 2: Process of consolidation of financial statements

Financial reports of local
Financial reports of Financial reports of central governmnent budgetary users Financial reports of local
central governmnent governmnent budgetary governmnent extra-

extra- budgetary users users budgetary users
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government
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I
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central government

I
I

financial reports of
local/regional government
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consolidation
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Ministry of
finance
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government

Source: adapted from Jakir-Bajo and Stefkovié (2021)
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4.3. Rules of financial statements consolidation

The basic prerequisite for carrying out the consolidation of financial
statements of economically related companies is that they cover the
same reporting period, are expressed in the same currency unit and are
prepared using the same methodology, i.e. the same accounting rules.The
application of accounting rules for a given budget and its budget users is
precisely prescribed in the Regulation on Budgetary Accounting and Chart of
Accounts (OG, 2014b). This ensures the methodological correctness of the
consolidation of financial statements prepared under the same accounting
rules and methods for the same transactions and operations. Also, the
application of the financial reporting framework in budgetary accounting
(OG, 2022) ensures consistency in the application of consolidation methods.
The methodological challenge and the need to adapt to the requirements
of consolidation are the financial statements of 11 extra-budgetary users of
the state budget. These are entities that prepare their financial statements
in accordance with the rules of corporate and non-profit accounting. In 2021,
these were, in particular: Croatian Pension Insurance Institution, Croatian
Health Insurance Fund, Croatian Labor Administration, Croatian Waters,
Fund for Environmental Protection and Energy Efficiency, Croatian Roads
Ltd, Croatian Motorways Ltd, Croatian Railway Infrastructure Ltd, Croatian
Railway Passenger Transport Ltd, State Agency for Deposit Insurance
and Bank Rehabilitation, and Restructuring and Sales Center. 22 County
road administrations are also included in the consolidation of the general
government, but their financial reports are harmonized with the reports of the
budgetary units.

After reclassifying the financial statements of the aforementioned entities,
applying the rules of budgetary accounting, methodological homogeneity is
achieved and consolidation can be performed. For this purpose, two basic
procedures are applied. The first is to add the financial statements of the
governing entity and the entities belonging to it in the same amount, as if
they were a single accounting entity. The second procedure consists of
eliminating transactions and business events within the Group in order to
avoid duplicating receivables/payables, income/receipts and expenses/
expenditures at Group level.

5. Results and discussion

In the following section, the results of each research phase are presented.
Also, the basics and characteristics of accounting systems of extra-budgetary
users of the state budget included in the consolidation of the state are
presented. The main differences in recording elements of their financial
statements are identified and a model of their adaptation for reporting in the
budgetary accounting system is presented.
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5.1. Applied accounting systems

The following table shows the extrabudgetary users of the state budget,
grouped by the types of accounting systems they use in preparing financial
statements.

Table 1: Type of accouinting and accounting basis

Entity Type and accounting basis
Budgetary entites:
 Croatian Pension Insurance Institute, Governmental (budgetary) Accounting/
+ Croatian Health Insurance Fund, Modified acruall Accounting

» Croatian Employment Service

Government Business Enterprises:
» Croatian Roads Itd. Corporate accounting/
» Croatian Motorways Itd., Full Acruall Accounting
» Croatian Railways Infrastructure Itd.,

» Croatian Railways Passenger transport

Itd.
Non-profit organizations:
» Croatian Waters, Nonprofit accounting /
« State Agency for Deposit Insurance Limited Acruall Accounting

Bank Rehabilitation
» Restructuring and Sale Center,

* Environmental Protection and Energy
Efficiency Fund

Source: authors work

The accounting of budget users is regulated in detail by the Budget Law
and the related Regulation on Accounting and the Establishment Plan, as
well as the Regulation on Accounting in the Budget System. The system
was designed back in 2002 as a transitional phase for the application
of international accounting standards for the public sector. Its further
development did not take place. It is characterized by significant changes in
relation to the aforementioned standard, which will be presented later in the
paper.

Accounting of Government Business Enterprises (GBE) is based on the
Accounting Act (OG, 2015). This law directs entrepreneurs to the direct
application of Croatian Financial Reporting Standards or International
Financial Reporting Standards. The system is based on the full application of
acruall accounting, including the concept of fair value.

The accounting of non-profit organizations is regulated by the Law on
Financial Operations and Accounting of Non-Profit Organizations (OG,
2014c). Since 2008, it has been based on the principle of incomplete acruall
accounting. This results from its non-market nature, where the concept of fair
value does not apply.
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5.2. Fundamental characteristics of accounting systems

The table below presents the basic characteristics of the accounting systems
used by the participants in the consolidation of the government’s financial
statements. Their application results in different measurement and recognition
of elements of the financial statements. Before carrying out the consolidation
of financial statements, these differences should be eliminated by applying
the rules of state accounting in all entities participating in the consolidation.

Table 2: Rules for recognition of elements of basic financial statements

operations and
nonprofit accounting

Budgetary entities Non-profit Government
organizations Business Enterprises
Basis of Modified cash/accrual Acruall Accounting Full Acruall
Accounting accountig Accounting
Legal basis Budget Law Law on financial Accounting Law

Basic features
of the
accounting
system

Revenue is recognized at
the time of collection (cash
basis)

Acquisition costs of fixed
assets and inventories
are not capitalized: one-
time cost at the time of
acquisition

Inventories are not
presented on the balance
sheet

Accruals — Recognition of
elements in the period to
which they belong is strictly
limited only to so-called
continuous expenses

Provisions for costs and
risks are not recognized

Donations of long-term
non-financial assets
between entities of the
general budget are
recognized directly in
capital

The concept of fair value is
not applied

The performance report
includes both receipts and
expenditures of financial
assets related to borrowing
and investing in securities.

The financial result is not
distributed

Revenues and
expenses are
recognized when

the event occurs,
regardless of payment /
collection

Acquisition costs

of fixed assets are
capitalized: - asset
consumption =
depreciation expense
over the useful lifetime

Accruals — Recognition
of elements in the
period to which they
belong

Provisions for
costs and risks are
recognized

Time disbursements
are mandatory

Donations of non-
financial assets with
non-depreciable assets
are recognized directly
in capital

The concept of fair
value is not applied

The financial result is
not distributed

Revenues and
expenses are
recognized when
the event occurs,
regardless of
payment / collection

Acquisition costs
of fixed assets

are capitalized: -
asset consumption
= depreciation
expense over the
useful lifetime

Accruals —
Recognition of
elements in the
period to which they
belong

Provisions for

costs and risks are
recognized

Time disbursements
are mandatory

The concept of fair
value is applied

The financial result is
distributed

Source: author’s work
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Comparing the basic characteristics of the accounting systems of GBE and
NGOs with the budgetary accounting system, the need for an analytical
approach to the preparation of certain information in their financial statements
becomes clear. In particular, this means that the procedure for their recording
must be carried out according to different rules. In particular, business
transactions must be evaluated and classified using the rules of budgetary
accounting. Direct reclassification of individual items in the financial
statements is not possible.

5.3. Basic accounting procedures

Given the previously outlined differences in the application of accounting rules,
GBEs and NGOs must perform the following highly demanding accounting
measures for the purpose of consolidating their financial statements:

1. Exclude from the total income determined all income not collected.

2. Deferred income based on the application of IAS 20 or on the basis of
project financing must be included in total income for the reporting period to
the extent of the amounts collected.

3. All investments in fixed assets during the reporting period must be
recognized in their entirety as capital expenditure, with the stated cost of
calculated depreciation of fixed assets excluded from expenditure.

4. Identified deficits and expenditures of long-term non-financial assets shall
be excluded from expenditures and added to capital. Similarly, identified
surpluses of these assets shall be excluded from revenue and accounted for
as an increase in capital.

5. Unrealized exchange differences should be excluded from the report on
the financial result. According to budgetary rules, only realized exchange
rate differences are reported in the income and/or expenses of the reporting
period. Therefore, unrealized exchange rate differences must be reported in
the balance sheet (negative differences as prepaid expenses and positive
differences as deferred income).

6. Provisions for risks and charges for which expenses of the reporting period
are recognized should be excluded.

7. Allowances for non-current and current assets for which operating income
and expenses are recognized should be excluded as a charge or in favor of
capital. This results from the fact that the concept of budgetary accounting
does not provide for the application of fair value.

8. It is necessary to include from the accounting records data on income and
expenses of financial assets related to borrowing and investment in financial
assets (securities).

9. It is necessary to determine the financial result as the difference between
revenues and expenses, income and expenses. The result will be significantly
different from the financial result determined in the original financial
statements. By including revenues and expenses in the determination of
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the result, the concept of profit/loss is completely abandoned and the result
is determined as a surplus/deficit of revenues and income in relation to
expenses and expenditures.

The above procedures cannot be carried out using the data in the original
financial statements, since they are synthesized. Therefore, it is necessary to
analyze the changes recorded in all relevant accounts of the general ledger
and revalue them according to the rules of budgetary accounting. This will
resultin very significant changes, especially in the items of recognized income,
accrual of expenses and capital expenditures. As a result, the financial result
determined according to budgetary accounting rules will not be comparable
with the original financial result. The largest deviations occur in the case of
GBEs that have financed their investment activities with government grants
and other financial sources (loans/credits). Their value is recognized as an
expense of the reporting period instead of being spread over the entire useful
life of the acquired asset using the depreciation calculation mechanism. A
particularly challenging adjustment to the data takes place in the first year of
application of the budget rules. In this case, all opening balances of individual
balance sheet items of assets and liabilities must be “translated” according
to the budgetary accounting rules. Only after that it is possible to apply the
above mentioned procedures for the reporting period.

In addition to the changes in the content of the value of the individual elements
of the financial statements, adjustments must also be made in the formal
sense. Namely, the formal form of the financial statements of budgetary units
contains elements that are all presented in detail in and in accordance with
the economic classification. The financial statements of other entities contain
elements that present in aggregate form individual forms of assets, liabilities,
capital, revenues and expenses. For the purposes of consolidating financial
statements, it is therefore necessary to also prepare financial statements
structured in the manner prescribed for budgetary units. Therefore, financial
statements outside the budgetary users of the state budget must be prepared
according to fundamentally different rules, both in material and formal terms.

6. Conclusions

As an EU Member State, Croatia is obliged to apply the ESA 2010 statistical
methodology. The application of this methodology also implies a uniform
sectorization of the entire national economy. As a result, government scope
has been extended to extra-budgetary units under government control. Some
of them are defined as nonprofit organizations by virtue of their legal basis,
while others are government business enterprises (GBEs).

Aggregate data on the financial position and financial performance of general
government require the preparation of a consolidated financial statement that
includes all its components. For the consolidation of the financial statements
of all components, the criteria of economic linkage, single currency, and
reporting period are met, but the problem is the application of uniform
accounting rules. GBEs and NGOs do not apply the uniform government
accounting rules as other subjects of the general government. Therefore, the
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scope of general government includes entities that apply different accounting
bases in preparing financial statements. These are various modifications of
accrual accounting. Therefore, the elements of their financial statements
must be remeasured and reclassified for consolidation purposes using
the modified accrual basis of accounting prescribed by the governmental
accounting system.

This is a demanding analytical procedure that requires a high level of
knowledge of the characteristics of the various accounting systems. It is not
possible to directly reclassify financial statements outside of budgetary users
because they contain synthetic data on individual elements. Moreover, they
do not fully and consistently follow the economic classification.

National regulators have not established uniform rules for the “translation”
of financial statements for the purpose of their consolidation. This is
understandable to some extent, as companies are different and their activities
are specific in many respects.

Therefore, the adjustment process must be carried out through an individual
analysis of the main business transactions. Subsequently, their recognition is
carried out by applying the rules of state accounting and presenting them in
the form of financial statements of the budgetary units.

In the paper, the basic areas of the different accounting recognition of the
individual elements of the financial statements have been studied and
presented. It also lists the procedures that need to be performed as part of
their harmonization. Therefore, the results of the study can serve as a basic
model for the convergence of the content of the financial statements of
heterogeneous units of the state.
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CHAPTER 3

Reflections on the evolution of the fiscal equalization
system of the Republic of Croatia

Marina Colig?, Sasa Drezgié¢*

ABSTRACT

The current system of fiscal equalization in the Republic of Croatia is largely
complicated, but also insufficiently equitable, mainly due to the mechanism
of income tax distribution. One of the problems of income tax equalization
was that different equalization rates were applied to different territories. The
income tax sharing mechanism mainly helped the areas that were included
in the special financing system without considering whether some local
units needed assistance or not. Moreover, the mechanism of interbudgetary
transfers itself was poorly regulated, with insufficient qualitative and clear
criteria for awarding grants. The model of horizontal financial equalization
was based on the criteria for awarding grants from the central budget, without
taking into account the economic indicators of local units in determining the
criteria. The aim of this paper is to prove that the new model of financial
equalization makes the method of distribution of income tax revenues,
financial equalization of local units as a whole, and the system of financing
decentralized tasks simpler and fairer. It also aims to show that the new
model reduces disparities among local units, which are primarily due to
differences in tax capacity in the collection of surcharges and income taxes.
The results of the research, using the method of comparative analysis of
the two financing systems of local and regional self-government units and
the calculation of the Gini coefficient of concentration, show that the new
model of fiscal equalization is simpler and more transparent and that fiscal
inequalities between local government units in Croatia have been reduced.
Future research should focus on the analysis of the fiscal equalization system
that includes non-tax revenue sources of local governments. The paper also
addresses future uncertainties related to the impact of the recovery after
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COVID 19 and the looming recession on fiscal inequalities among local
government units.
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1. Introduction

In Croatia, the fiscal equalization model is based on two basic mechanisms:
vertical equalization based on revenue sharing and horizontal equalization
based on current and capital grants. Through the system of financial
equalization, the government also tried to compensate for the development
of underdeveloped areas in Croatia. The granting of special status based on
various criteria (e.g. geographical location) resulted in a large number of local
government units with special status in financing, which led to insufficient
transparency and integrity of the financing system. Indeed, until now,
government have used tax sharing as an instrument of the vertical, as well
as the horizontal, model of fiscal equalization to reduce disparities between
local government units caused by uneven economic development. The new
system leads to a greater separation between the equalization mechanisms
of the fiscal equalization system and the mechanism to compensate for
development disparities.

This paper pays particular attention to the new system of fiscal equalization
and its impact on reducing fiscal disparities among local government units.
Local governments finance public services with tax and non-tax revenues
within their jurisdiction. However, when they are unable to do so, central
government intervention and fiscal equalization mechanisms are needed.
Moreover, in the countries of Central and Eastern Europe, reforms of the
system of sharing public power, including fiscal equalization, are part of the
general dynamics of fiscal consolidation and the demand for greater efficiency
of the local public sector. These reforms were particularly important for
enabling greater resilience in case of economic shocks such as one caused
by COVID 19 pandemics (Krajisnik et al., 2019; Hodzi¢ et al., 2020; Dauti and
Elei, 2022; Milanovic and Stamenkovic, 2022).

Recent empirical research by domestic authors suggests that one of the most
important causes of problems related to the system of financing local units in
Croatia is the insufficient quality of calculation of tax capacity and tax needs
of these units (Ott, Bajo and Pitarevi¢, 2003; Bajo and Broni¢, 2004, 2007;
Jurlina-Alibegovi¢, 2004, 2006; Bajo et al., 2020).

The aim of this paper is to demonstrate, based on theoretical findings and
empirical research, that the new model of fiscal equalization determines the
distribution of income tax revenues in a simpler and fairer way and improves
the system of fiscal equalization of local government units as a whole, as
well as the system of financing decentralized tasks. In addition, it will be
shown that the new model reduces the differences between local government
units, which are primarily due to differences in tax capacity in the collection of
surcharges and income taxes. The research hypothesis is: by creating a new
model of fiscal equalization, the system of income tax distribution has been
simplified and clarified, and fiscal inequalities between local government units
in the Republic of Croatia have been reduced.

The research results show that the new model of fiscal equalization is simpler
and more transparent, and that fiscal inequalities between local authorities in
the Republic of Croatia have been mitigated. Moreover, the system is more
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crisis-proof in this way, which has already been demonstrated during the
crisis caused by the COVID 19 pandemic.

The paper is divided into five chapters. After the introduction, the second
chapter provides a brief review of the relevant literature. The third chapter
describes the research methodology, while the research results are presented
in the fourth chapter. The last chapter is a conclusion with recommendations
for further research.

2. Literature review

The part of public finance that deals with the vertical structure of the public
sector and examines the role of the different levels of government and their
interaction through fiscal instruments is called fiscal federalism (Oates, 1999).
The underlying model is based on the work of Musgrave (1959) and was
later developed further by Oates (1972). The theory of fiscal federalism is
concerned with the logical allocation of public sector functions and finances
among multiple levels of government (King, 1984). Much of the literature on
fiscal federalism covers a wide range of relatively unrelated areas (Bird, 2005),
such as the “decentralization theorem” (Oates, 1991), the division of revenue
collection responsibilities (McLure, 1993), discussions of intergovernmental
spillovers and grants (Break, 1980), fiscal mobility and migration (Wildasin,
1991), and vertical fiscal imbalances and dependencies (Hunter, 1977).

The development of the theory of fiscal federalism can be divided into two
phases. Oates (2008) distinguishes between the traditional theory of fiscal
federalism (or the first-generation theory of fiscal federalism) and the modern
theory of fiscal federalism, which has developed in two directions. The
first (second-generation fiscal federalism theory) developed as a result of
financial crises due to the irresponsible behaviour of the decentralized level
of government. It challenges the traditional and largely positive view of the
role of fiscal decentralization and points out that fiscal decentralization can
have serious destabilizing effects on the public sector as a whole. The second
direction (political economy approach) represents a more conventional
development of public sector theory. Its central concern is the application of
fiscal models and political institutions to the analysis of fiscal decentralization.

The leading representatives of the first generation of the theory of fiscal
federalism were concerned with the problem of optimization of private and
public spending (Samuelson, 1954, 1955), the theory of the cost of public
goods at the local level (Tiebout, 1956), the distribution of public finance
functions (Musgrave, 1959). In addition they were concerned by the role of
the private and public sectors in the provision of goods and services in a
market economy (Arrow, 1969), then optimal community size and club theory
(Buchanan, 1965), and the positive aspects of fiscal decentralization (Oates,
1972).

The traditional theory of fiscal federalism (or first-generation fiscal federalism
theory) assumes a fiscal federalism in which the central government plays
a key role in macroeconomic stabilization, implements basic revenue
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redistribution policies, and ensures the provision of public goods of national
importance. At the same time, lower levels of government play a key role
in providing local public goods whose consumption is spatially confined to
the territory of subnational units, thus achieving a more efficient allocation of
resources (Oates, 2005).

Central to the study of modern fiscal federalism theory, the first direction,
is the concept of “soft budget constraint,” originally introduced by Kornai
(1979, 1980), who studied enterprises in socialist countries and found that
these enterprises were protected from bankruptcy because they could count
on support from the central government budget in the event of financial
difficulties (Oates, 2008). In the context of fiscal federalism, this involves the
assumption that the central government will provide financial assistance to
lower levels of government when needed. Such an expectation of assistance
has significantly reduced incentives for more responsible fiscal behaviour.
The literature has attempted to explain this phenomenon (Wildasin, 1997;
Qian and Roland, 1998; Goodspeed, 2002) through game theory between
the lower levels of government and the central government, where the central
government does not provide financial assistance to the lower levels of
government in the first stage. In the second stage, lower levels of government
evaluate the veracity of these claims and decide the degree of prudence in
financial operations, and in the third stage (if any), the central government
decides whether to provide financial support to lower levels of government
experiencing financial difficulties (Oates, 2008).

Contemporary fiscal federalism theory, the second school of thought, rejects
two assumptions of traditional theory, arguing that local officials need not aim
to maximize the welfare of their administrative units and that a centralized
supply of public goods is not necessarily uniform (Oates, 2008). Theorists
in this vein believe that centralization contributes to better coordination and
internalization of potential externalities, while decentralization ensures to a
greater extent that the supply of public goods and services is consistent with
the preferences of the local population (Oates, 2008). Similarly, Oates (2008)
points out that decentralization increases the accountability of local officials
and limits their scope for lobbying and corrupt activities (Besley and Case,
1995; Edwards and Keen, 1996).

Based on these two directions, second-generation theories are emerging
that examine the behaviour of various political and fiscal institutions under
conditions of imperfect information, with an emphasis on analysing the effect
(incentive system) of these institutions on the behaviour of actors seeking
to maximize their utility (Oates, 2005). Brennan and Buchanan (1980), for
example, view fiscal decentralization as a mechanism that limits the growth
aspirations of the central government, with competition among decentralized
lower levels of government, similar to the private sector, limiting the central
government to increasing its control over available economic resources. A
decentralized tax system with mobile taxpayers provides a partial or complete
substitute for explicit fiscal constraints on taxation (Brennan and Buchanan,
1980). Leviathan.

There are two main considerations for decentralizing the provision of public
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goods and services to regional authorities. The classic argument of Musgrave
(1959) and Oates (1972), based on the model of Tiebout (1956), is that
regional governments can best meet the preferences and needs of their
residents. More recently, arguments for decentralization have been based on
the concept that regional governments are able to provide public services
(and targeted transfers) at lower cost than central government because of
information advantages, lower administrative costs, and competitive political
discipline. However convincing these arguments may be, the decentralization
of spending and revenue collection responsibilities means that different
regions have different fiscal capacities. Without fiscal equalization, they would
not be able to provide public services at tax rates that would be common
in a centralized environment. Therefore, fiscal equalization can be seen
as an instrument for effective decentralization, as it enables the benefits of
decentralization while avoiding its adverse effects.

The decentralization of fiscal sovereignty in federations has resulted in
different regions having different capacities to provide public goods and
services, so these differences cannot be mitigated without a system of fiscal
equalization (Oates, 1999).

Fiscal equalization can be seen as a necessary complement to
decentralization because it offsets the tendency of decentralization to create
inequalities among regions in their capacity to provide public goods and
services. Alignment performs a variety of possible tasks. Much of the literature
focuses on correcting inefficiencies caused by fiscal decentralization. In
parallel, equalization in this sense can be a tool to achieve horizontal equality
among residents of different regions, i.e., to ensure that people with a given
income can receive comparable public services at comparable tax rates in
all regions. Equalization can also serve as a stabilizing tool by protecting
regions from negative shocks that they cannot handle on their own. Similarly,
consistency over time can be a problem, especially when regional budgets
are “soft” due to the inability of the central government to make commitments.
Finally, equalization transfers can potentially serve to correct biased regional
decisions (Boadway, 2003).

The fiscal equalization literature generally does not explicitly consider the
benefits of decentralization, but instead focuses solely on ensuring that
different regions have comparable fiscal capacity to deliver public services.
However, the design of equalization systems should take into account that
different regions behave differently (Roemer, 1998).

We distinguish between vertical (vertically) and horizontal (horizontally)
fiscal equalization. Vertical fiscal equalization occurs when vertical fiscal
imbalances arise when the revenues allocated to lower levels of government
are insufficient to meet the expenditures for the public functions they perform
(McLure and Martinez-Vazquez, 2004).

The central government uses transfers in the form of shared tax revenues
to correct vertical budget imbalances. Tax sharing can be defined as a
mechanism whereby one level of government (usually the central government)
collects revenue from one or more taxes and then shares it with lower levels
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of government (Bird, 2005). Revenue sharing can be defined on a per-tax
basis or as a pool of agreements (Bajo, 1998).

Efficient revenue sharing bridges vertical inequalities by bridging the
gap between the defined responsibilities for spending of lower levels of
government and fiscal capacities to finance these responsibilities (Bird, 2005).
However, there is no prescription on how and in what way revenues from
common taxes are shared; each state regulates this in its own way. The most
common taxes are VAT, the income tax, and the profit tax, but depending on
the state, there may also be various consumption taxes, taxes on the use of
natural resources, and many others.

The purpose of horizontal fiscal equalization is to compensate for horizontal
fiscal imbalances caused by the fact that not all local units within a country
have the same fiscal capacity. Unequal fiscal capacity is caused by
differences in tax bases, with local units with lower tax bases raising less
revenue to finance their expenditures and vice versa (McLure and Martinez-
Vazquez, 2004).

Horizontal fiscal equalization is implemented through grants. We usually
distinguish between the allocation of grants by the central government
and grants between regions, which are allocated directly to poor units on a
cooperative basis (e.g., in Germany, Ahmad, 1997). Thus, grants are intended
to mitigate fiscal inequalities in order to ensure the required level of public
services in all local units (Bajo and Broni¢, 2007).

Different authors talk about different types of grants, but the most common
division is between conditional grants, whose use is limited, and unconditional
grants, whose purpose is not defined (Oates, 1999).

Most countries require a combination of grants, from conditional grants for
a specific purpose to achieve central government policy objectives to other
conditional and unconditional grants to achieve vertical or horizontal balance.
An important lesson from the literature, as well as from the experience of other
countries, is that grants affect macroeconomic stability, but also efficiency and
distributional objectives. Gap-filling grants to cover the deficit of lower levels
of government are dangerous and should be avoided as much as possible to
reduce the risk of irresponsible fiscal policy. Central authorities will continue
to rely on earmarked grants for a variety of reasons. However, the objectives
and criteria for awarding grants should be clearly defined in order to control
their use in the case of earmarked grants. If this is not the case, it may lead to
inefficient use of resources and corrupt behaviour (Ahmad, 1997).

Fiscal federalism theory debates whether the size of an unconditional grant
has the same impact on public spending as an increase in (private) community
income by the same amount. According to median voter theory, this effect
would be the same (Rosen, 1999). Grants, regardless of their nature, have
been shown to increase public spending more than the corresponding growth
in income. This is the so-called flypaper effect, which shows that subsidized
levels of government are more willing to spend funds from grants than those
from their own revenue sources (Jurkovié, 2002).
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The basic instrument to reduce vertical fiscal inequalities is revenue sharing,
mostly tax revenue sharing (joint taxes), while the main instruments to
mitigate horizontal fiscal inequalities are grants (Ahmad, 1997).

In revenue sharing, the state leaves a portion of tax and/or non-tax revenues
to local government units. A portion of the revenue remains in the local
unit’s tax base area. In its basic form, this fiscal instrument does not help
mitigate fiscal inequities (Buchanan and Wagner, 1970), so it has found
broader application in mitigating vertical fiscal imbalances. Although there
is no generally accepted view that central government revenues should be
shared with local government units, in practice revenue sharing refers mainly
to tax revenues. Tax revenue sharing is less effective than non-earmarked
aid in implementing fiscal equalization. However, if fiscal inequities among
local government units are still to be addressed through revenue sharing,
the sharing formula must be simple, transparent, and provide the desired
incentives (Rao, 2007).

Grants are an important tool of fiscal federalism and have different effects.
Some of the most important potential effects are: (1) internalization of the
spillover effect, (2) fiscal equalization, and (3) improvement of the overall tax
system (Oates, 1999). Bodway and Flatters (1982) also identify three main
reasons for grants: (1) closing the fiscal gap in the balance of resources and
responsibilities among levels of government, (2) correcting spillover effects,
and (3) ensuring fiscal equity.

However, there is a large body of empirical work that points to concerns
about the effects of grants in practice (Oates, 2008). Rodden (2003) notes
that grants are a key element in creating a soft budget constraint and have
led to “transfer dependency,” reducing incentives for responsible financial
behaviour by local units. Padovano (2007) argues in his paper that transfers
between regions can hinder the process of income convergence that affects
economic growth. In the absence of objective criteria for granting subsidies,
filling gaps or co-financing deficits of local governments is likely to lead to
macroeconomic difficulties (Ahmad, 1997).

Therefore, the role of grants must be limited: They must not be a major
source of local revenue, otherwise “transfer dependency” will result.
Many economists stress the importance of relying on their own sources of
revenue to provide autonomy and fiscal discipline to decentralized levels of
government. The grant system must be transparent and predictable. Also, the
central government’s discretion in awarding grants should be limited (Oates,
2008).

3. Methodology

The problems associated with multiple comparisons of income inequality
were first pointed out by the American economist Lorenz. In his work, Lorenz
(1905) pointed out several shortcomings associated with the comparison of
wealth concentration among fixed groups of individuals. He showed (what is
now known as the Lorenz curve) that the curve starts and ends at the same
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points in the case of an unequal distribution. The same is true in the case of
an equal distribution, which is curved in the middle, and it is interpreted as a
curve of income concentration. Gini took Lorenzo’s ideas further by proposing
a simple and easy-to-understand measure of inequality, the Gini coefficient
(Portnov and Felsenstein, 2010).

The Gini coefficient is a common indicator of fiscal inequality of local
government units and is used in particular to measure inequalities in income
distribution and wealth. The Gini coefficient is a measure of statistical
dispersion that represents the average distance between all possible pairs
of variables of interest in the observed population, expressed as a proportion
of the total (cumulative) value of the variables of interest (see Gini, 1912
and 1921). There are several ways to calculate the Gini coefficient. In its
simplest form, the Gini coefficient of inequality in the distribution of fiscal (tax)
capacities of local government units can be written as follows:

n n
1
2n2yzz|yi _yj|

i=1j=1

Gini =

Where yi and yj denote the fiscal capacities of local units i and j, and is the
average fiscal capacity (Portnov and Felsenstein, 2010). Values of the Gini
coefficient range from 0 to 1, with higher values of the coefficient indicating
greater inequality and vice versa. When measuring the inequality of fiscal
capacities among local government units, the value of the Gini coefficient 0
means that all local units have equal fiscal capacities. In other words, any
part (percentage) of the population (local units) has exactly the same share
(percentage) of the total tax capacity of all local units combined (for example,
10% of the total number of local government units have exactly 10% of the
total cumulative fiscal capacity). On the other hand, the value of the coefficient
1 would denote a hypothetical situation in which the total fiscal capacity (of all
local government units together) would belong to one local government unit
(while the fiscal capacity of all other local units would be 0, Primorac, 2013).

In addition to the numerous solutions of numerical expressions, inequalities
can be represented graphically in various ways. One of the most common
forms of graphical representation is the Lorenz curve mentioned earlier.
The Lorenz curve is a concentration curve that represents the distribution
of the total value (sum of all values of the observed numerical variables)
of a numerical sequence among its members (Figure 2.1). Applied to the
representation of concentration - i.e. inequality - in the fiscal capacities of local
government units, it shows the cumulative share of the population (number)
of local government units (sorted by increasing value of fiscal capacity):
X,SX,S...SxS...Sx ) with respect to the corresponding cumulative proportion
of fiscal capacity. The coordinates of the points on the Lorenz curve are given
by the coordinates of the members of the cumulative sequences, with the
first point being the origin of the coordinate system with coordinates TO (0,0)
and the last TN (1,1). The coordinates of the other points on the Lorenz curve
have coordinates T, ((F_(x);F,(T)), za i=1,2,..., N, where:
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F() == i=12..,N,

present values of the empirical distribution function, and

Xxj
F(T) =%+ i=12,...,N,

i=1

members of the cumulative sequence of subtotal proportions. The figure
usually shows, in addition to the Lorenz curve, the direction of uniform
distribution passing through points (0,0) and (1,1), and indicates the state
in which inequalities do not exist (state of complete equality). The direction
of uniform distribution with coordinate axes closes an angle of 45 degrees
(So8i¢ and Serdar, 2002, Primorac, 2013).

Figure 1: Lorenz curve
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The Gini coefficient is directly related to the Lorenz curve and represents the
ratio between the area between the Lorenz curve and the direction of the
uniform distribution and the area of the triangle ABC, i.e. the ratio of the areas
P1 and P2 in the diagram. The further the Lorenz curve is from the direction
of equal distribution of inequalities, the higher the value of the Gini coefficient
and vice versa.

The Lorenz curve is related to the Gini coefficient by the expression:

k
6 =1 pilFr(T) + Fr(Te ), Fy(To) = 0

=1
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Where pi denotes the relative frequencies of distribution, and Fr (Ti) the
values of the cumulative subtotal sequence, ie the cumulative proportions of
the subtotal (SoSi¢ and Serdar, 2002, Primorac, 2013).

The study covers the territory of the Republic of Croatia in the period from
2017 to 2018 (2 years), namely 2017, when the old model of financial
equalization applied, and 2018, when the amendment to the Law on Financing
of Local and Regional Self-Government Units applies the model of financial
equalization.

The aim of the study is to determine whether the application of the new
financial equalization model has reduced the fiscal inequalities between
local government units based on the Gini coefficient of concentration. For the
calculation of the coefficient, the revenues from income taxes and duties, as
well as the total aid paid from the state budget of the Republic of Croatia, were
used in relation to the number of inhabitants, based on the 2011 Census. In
addition, the aforementioned inequalities are presented graphically using the
Lorenz curve. The analysis is based on annual data from the databases of
the Ministry of Finance (2017 and 2018)*.

4. Empirical data and analysis

The effectiveness of the new fiscal equalization model is evaluated by
calculating the Gini coefficient. In other words, the inequalities in the tax
capacity of local government units will be assessed based on the distribution
of income tax revenues prior to the entry into force of the new law and the
support received by the LRU (R) S under Articles 39 and 40 of the Law on
the Execution of the 2017 State Budget. (OG 118/16 and 113/17) and the
application of the new financial equalization model introduced by the new
Law on Financing of Local and Regional Self-Government Units (OG 127/17).

The Gini coefficient ranges from 0 to 1, where 0 represents complete equality
and 1 represents complete inequality. If the value of the Gini coefficient is
higher after the application of the new fiscal equalization model than before
its application, it can be concluded that the instruments used are not effective
in reducing fiscal inequalities and vice versa.

Table 1: Fiscal inequalities of local and regional self-government units before
and after the new fiscal equalization model

Local government unit Gini coefficient Gini coefficient
Old model (2017) New model (2018)

Municipalities 0.2039 0.1060

Cities 0.1941 0.0998

Counties 0.2033 0.1121

Source: Author’s calculation according to the data of the Ministry of Finance (Ministry of Finance,
2018)

4 https://mfin.gov.hr/istaknute-teme/lokalna-samouprava/financijski-izvjestaiji-jlp-r-s/203
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The current system of fiscal equalization through revenue sharing, current
grant allocations, and income tax refunds was intended to compensate for
differences in the taxing power of local units. However, in setting the criteria
for horizontal fiscal equalization, tax capacity was not accurately calculated,
economic inequality was not taken into account, and the justification for
maintaining a special status in financing was not analysed.

Table 1 shows that the Gini coefficient demonstrates the positive impact of
the new fiscal equalization model on mitigating fiscal inequalities among local
government units. The calculation took into account total distributed income
tax and per capita income, and the Gini coefficient was observed particularly
at the level of municipalities, cities and counties.

A graphical representation of fiscal inequality before and after the new fiscal
equalization model using the Lorenz curve follows. For clarity, unit fiscal
inequalities are shown separately for municipalities, cities, and counties. The
closer the curves are to the direction of equal distribution of inequalities, the
lower they are, and vice versa (Figure 1).

Figure 1: Lorenz curve of municipal inequality before and after the new fiscal
equalization model
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Figure 1 confirms the findings on the effectiveness of the new financial
equalization model based on the calculation of Gini coefficients for
municipalities. Before the implementation of the new law on financing local
and regional self-government units, the Gini coefficient was 0.2039, and after
the implementation of the new law at the beginning of 2018, inequalities are
significantly lower and the Gini coefficient is 0.1060. With the new financial
equalization model, the Lorenz curve approaches the equality line, indicating
a reduction in fiscal inequalities.

Figure 2: Lorenz curve of urban inequality before and after the new fiscal
equalization model
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Source: Author’s calculation according to the data of the Ministry of Finance (Ministry of Finance,
2019)

Figure 2 confirms the findings on the effectiveness of the new fiscal
equalization model based on the calculation of Gini coefficients for cities.
Before the implementation of the new law on financing local and regional
self-government units, the Gini coefficient was 0.1941, and after the
implementation of the new law at the beginning of 2018, inequalities are
significantly lower and the Gini coefficient is 0.0998. With the new model
of financial equalization, the Lorenz curve approaches the equality line,
indicating the reduction of fiscal inequalities.
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Figure 3: Lorenz curve of county inequality before and after the new fiscal

equalization model
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Source: Author’s calculation according to the data of the Ministry of Finance (Ministry of Finance,
2019)

Figure 3 confirms the findings on the effectiveness of the new fiscal
equalization model based on the calculation of Gini coefficients for districts.
Before the implementation of the new law on financing local and regional
self-government units, the Gini coefficient was 0.2033, and after the
implementation of the new law at the beginning of 2018, inequalities are
significantly lower and the Gini coefficient is 0.1221. With the new model
of financial equalization, the Lorenz curve approaches the equality line,
indicating a reduction in fiscal inequalities.

We can conclude that the graphical representations of inequalities in the tax
capacities of municipalities, cities and counties before and after the new model
of fiscal equalization through the application of the new financing law of local
and regional self-government units as of January 1, 2018 confirm the results
obtained through the calculation of Gini coefficients. It should be emphasized
that the new financial equalization model mitigates the differences in the tax
capacity of local units, as the Lorenz curve approaches the equality line.

Moreover, all local government units are equal in the financing system,
whose simplicity and transparency are even more pronounced compared to
the old model. Moreover, the new financial equalization model is based on
the mitigation of differences in revenue potential.
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5. Results and discussion

The new system of financial equalization has significantly changed the
system of financing local entities. The current system of fiscal equalization
through revenue sharing, allocation of current grants, and reimbursement
of income taxes was intended to compensate for differences in the fiscal
capacity of local government units. However, in establishing the criteria for
horizontal fiscal equalization, fiscal capacity was not calculated, economic
inequalities were not taken into account, and the justification for maintaining a
special status in financing was not analysed. The frequent legislative changes
regulating the distribution of taxes, especially income taxes, have led to
confusion regarding the function and fiscal impact of taxes on the financial
position of local government units.

One of the fundamental problems with income tax apportionment was that
different apportionment rates applied to different areas. Areas with assisted
status, hill and mountain areas, and municipalities and cities on islands
with completed financing of capital projects had a privileged position in the
distribution of income tax. However, the question arises whether these areas
actually need more financial support. The distribution of income tax should
not depend on which area a municipality or city is located in, but on its fiscal
capacity and fiscal needs. The distribution of income tax has mainly helped
the areas that are included in the special financing system, without taking into
account whether some local units need help or not. For all these reasons, it
was necessary to change the current system of financial equalization.

The new fiscal equalisation model was particularly important as a shock
absorber in 2020 and 2021, when local governments faced significant
budget challenges due to the impact of the COVID 19 pandemics. Local
governments experienced revenue shortfalls due to reduced economic
activity, which negatively impacted tax revenue collection. In addition, local
government budgets were under pressure due to fiscal subsidies, especially
for local businesses, and higher spending on municipal services. In this case,
the new fiscal model provided more equitable financing that protected local
governments with weak fiscal capacity, as well as a better mechanism for
allocating additional transfers from the central government to mitigate the
negative fiscal impact of the COVID 19 pandemics.

6. Conclusions

The evaluation of the effectiveness of the new fiscal equalization system
was tested on the hypothesis that the creation of a new model of fiscal
equalization simplified and clarified the system of income tax distribution
and reduced fiscal inequalities between local authorities in Croatia. To
test the hypothesis, one of the main objectives was to compare the fiscal
inequalities between local governments before and after the application of
the new fiscal equalization model through statistical analysis by calculating
the Gini coefficient. The research confirmed the hypothesis, so it can be said
that the new system of fiscal equalization is based on a better calculation of
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the tax power of local units. However, the question remains whether the tax
capacity of the local unit is sufficient to make decisions on the allocation of
grants and other decisions related to the financing of local units, or whether
we should also know the tax needs of each local unit. It is also a fact that the
methodology of the new system does not include in the financial equalization
framework revenues from land ownership, which are a particularly important
source of inequity among local governments. Indeed, revenues from fees and
contributions are relatively higher in more developed municipalities, especially
in larger cities and towns where tourism is predominant. Therefore, part of
the tax capacity remains outside the equalization system. These problems
could be solved by introducing a property tax, but despite several attempts,
the introduction of this form of tax in the Croatian tax system has not been
possible.
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CHAPTER 4

The role of EU competition law in the digital and
sustainable economy

Ana Posci¢', Adrijana Martinovic?

ABSTRACT

In the recent years, the transformation to a sustainable economy has
become a key political priority of the EU. It is declared to be ‘essential for the
wellbeing of our society and our planet’. The green and digital, or the ‘twin’
transition towards sustainable economy is an ongoing process, which will
shape our lives and economy in the years to come. It needs to be facilitated
not only by the strong political commitment, but also by a robust legal
framework, which is at the same time flexible enough to take into account
the innovative dimension of this transition. Undoubtedly, sustainability is
embedded in the EU'’s constitutional legal framework. But how is it reflected
in a specific area of law, namely competition law? Although the competition
law and policy are not among the most conspicuous, and definitely not
among the most appropriate tools for achieving sustainable development
goals, their role in the twin transition should not be overlooked. The twin
transition rests primarily on innovative business models, which sometimes
challenge the traditional competition enforcement standards. This paper will
explore the impact of the green and digital transition in the EU competition
law. Digitalisation, innovation, and introduction of environmentally friendly
production processes create crucial and complex intersections capable of
achieving long-term sustainability gains. However, to produce a large-scale
impact, they sometimes require some kind of cooperation across the supply
chains, or among competitors, which falls under the scrutiny of competition
law. The current approach of the legal profession to such arrangements has
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often been criticised as ‘too conservative’ (Vestager, 2019). Many authors
agree that ‘competition law should not be part of the problem, but part of the
solution’ (Holmes, 2020), and that it should not obstruct industry initiatives
intended to deliver sustainability objectives. The authors will examine
the goals and values of the EU competition law and policy in view of the
current sustainability challenges, and focus on the question whether the EU
competition law live up to the challenge of the twin transition?

Key words: sustainable development, green and digital transition, EU
competition law and policy

JEL classification: K21, K32, L40, Q01, Q56
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1. Introduction

The famous Brundtland Report in 1987 has defined sustainable development
as development that “meets the needs of the present without compromising
the ability of future generations to meet their own needs” (Brundtland Report,
1987: 16). This definition perfectly encapsulates the essence of sustainable
development, which has in the meanwhile become the global benchmark
and standard for all policy areas, from international to local level. Sustainable
development is not (just) about environment protection. It is inextricably
linked with sustainable economy, or sustainable economic growth. Promoting
sustained, inclusive and sustainable economic growth, with decent work for
all, is one of the UN Sustainable Development Goals (United Nations, 2015).
There are three crucial dimensions of sustainable development: economic,
social and environmental, which are indivisible and balanced (United Nations,
2015: 1). In the last couple of decades, the European Union (EU) has steadily
progressed its efforts for achieving sustainable, fair, and inclusive growth, by
creating and adopting political, legal and financial preconditions fit for this
purpose. The Sustainable Development Goals are proclaimed to be “at the
heart of EU’s policymaking and action” (European Commission, 2019a: 2),
and the transformation to a sustainable economy is the EU’s key political
priority, as it is “essential for the wellbeing of our society and our planet” (see,
e.g. European Commission, 2019a: 1; European Commission, 2020a: 1),
and for the development of “an innovative and sustainable society” (Ecco-
Innovation Observatory, 2020: 6).

This paper will first briefly analyse how the concepts of sustainable
development and competitive sustainability have evolved and gained
prominence in the EU legal and policy framework (2.), and then proceed with
assessing their effects in the field of competition law, primarily concerning
the evaluation of private sustainability initiatives against the rules on the
prohibition of anti-competitive agreements under Article 101 of the Treaty
on the Functioning of the European Union (TFEU) (3.). Examples of the
innovative approaches which have already been suggested in some Member
States reveal that the EU, despite its enthusiastic promotion of sustainability
issues, is slow in adapting its competition rules to the reality of the present
and the future sustainability challenges (4.).

2. Competitive sustainability as a new paradigm: The EU
legal and policy framework

2.1. The constitutional essence of sustainability

What is the normative power of sustainability/sustainable development? Legal
scholars have labelled it a concept, a goal, a policy objective, a guideline, an
ideal a meta-principle, a weak norm of international law, a concept or principle
of customary law, or a legal principle, depending on author’s perspective
(Verschuuren, 2016: 276; see also Ellis, 2008).

The idea that sustainability and the respect for environmental standards are
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mandated by the EU constitutional framework and should be mainstreamed
in the competition policy and law enforcement is steadily progressing in the
academic literature (lacovides and Vrettos, 2022; Holmes, 2020; Verschuuren,
2016; Dunne, 2020). Sustainability is embedded in the EU’s constitutional
legal framework (see, e.g. Article 3 TEU; Article 21 TEU; Article 11 TFEU).
When it comes to the specific legal basis in primary law for the Union’s
environmental policy (Article 191 TFEU), there is no explicit mentioning of
sustainable development among the objectives, or among the principles upon
which this policy is based. On the other hand, seeking to promote “balanced
and sustainable development” as a continued task of the EU is mentioned in
the preamble of the Charter of Fundamental Rights of the EU, and its Article
37 on environmental protection explicitly refers to the “principle of sustainable
development”, requiring that a high level of environmental protection and
the improvement of the quality of the environment must be integrated into
the policies of the Union and ensured in accordance with the principle of
sustainable development.

Despite these references to sustainable development, whether as a concept,
guideline, value, or a (legal) principle, the fact remains that sustainable
development is not defined in the EU primary law. Many authors have
questioned its normative-legal nature, and examined whether any concrete
obligations arise under it (Verschuuren, 2016: 285; Jans and Vedder, 2012;
Epiney, 2019; Epiney, 1999; Ellis, 2008). Nevertheless, the TFEU codifies
principles through which sustainability is achieved. The most prominent
example is the principle of integration from Article 11 TFEU. This is a
horizontal clause which requires the integration of environmental protection
requirements into the definition and implementation of the Union’s policies and
activities, in particular with a view to promoting sustainable development. This
provision supports the integration and translation of sustainable development
into more concrete commitments. At the same time, its application is
“‘complex and context-dependent” because it is “formulated in broad and
sweeping terms” (Nowag, 2016:1). Despite the limited enforceability of this
obligation (on the debatable nature and effect of other horizontal clauses in
EU law see e.g. Schwarze, 2019: 463-484; Wegener, 2021; Grabitz, Hilf and
Nettesheim, 2011: Artikel 11), it is, without a doubt, a true legal obligation,
and the potential of Article 11 TFEU for the transformation of the consumer
welfare test in competition law merits further analysis.

Sustainability is acknowledged in the political commitments of the EU (see
under 2.2.), as well as the practice of the European Commission and case law
of the Court of Justice of the EU (CJEU). Already in 1999, the Commission
granted an exemption to an agreement between producers and importers
of washing machines (accounting for some 95 % of European sales) which
involved discontinuing the least energy efficient machines, and pursuing
joint energy efficient targets with a view of developing more environmentally
friendly machines. Despite increasing prices (by up to 19 %) and removing
competition on one element of competition, the Commission accepted that
the collective benefits for society (i.e. a reduction in energy consumption)
outweighed these costs (European Commission, CECED case). An early
understanding of the concept of sustainable development in the case law
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of the CJEU emphasises the importance of finding a proper balance among
conflicting interests. As Advocate General Léger explains: “The concept of
sustainable development does not mean that the interests of the environment
must necessarily and systematically prevail over the interests defended in
the context of other policies pursued by the [Community ...]. On the contrary,
it emphasizes the necessary balance between various interests which
sometimes clash, but which must be reconciled.” (CJEU, case C-371/98).

2.2. The political commitment to sustainability objectives

Sustainable development, as we understand it, includes taking into account
environmental concerns, but also digital transformation, innovation, the use
of new technologies, as well as social concerns. Sustainable development is
not a goal, it is a process, whereas sustainability is an objective. Decoupling
economic growth from resource use is the essence of sustainable
development (see also European Commission, 2019b: 2). In this view,
‘green’ and ‘digital’ (or ‘twin’) transition are key enablers of the transformation
towards a sustainable economy, or competitive sustainability, as Europe’s
new growth paradigm. All EU actions and policies have to contribute to the
European Green Deal objectives (European Commission, 2019b: 3). Since
2020, sustainability is integrated in the European Semester process, thus
making it an economic and employment policy priority for the EU (European
Commission, 2019a; European Commission, 2021e: 3).

Competitive sustainability is proclaimed as Europe’s guiding principle for
the future in other strategies as well (see e.g. European Commission,
2020b: 2; European Commission, 2021c: 5, 16, 17; European Commission,
2020c: 2). ‘Competitive sustainability’, is structured around four dimensions:
environment, productivity, stability and fairness (European Commission,
2019a: 1, 4). Neither of these strategies contains a clear definition of this
relatively novel concept, butits objectives are clear: achieving a climate neutral,
resource efficient and agile digital economy (European Commission, 2020b:
2). It can be defined “as the ability of an economy, companies and industrial
ecosystems to excel relative to international competitors in their transition to
sustainable economy (with climate neutrality at its core) through investment
in the necessary innovation” (CISL, 2020: 3). In addition to competitive
sustainability, there is also environmental and social sustainability, which
“... go hand in hand” (European Commission, 2020a: 5). The commitment
to achieve “...inclusive, sustainable, just and jobs-rich recovery, based on a
competitive economy and that leaves no one behind” is part of the European
Pillar of Social Rights (European Commission, 2021a; European Commission
2021f: 3; Porto Social Commitment, 2021) and it becomes especially
important in the post-pandemic period. Building on the ideas developed in the
previous sustainable development strategies (see e.g. European Commission
2001a; European Council 2006; European Commission 2009), the European
Green Deal (European Commission, 2019b) sets out a long-term strategy
for a sustainable Europe. Further initiatives, such as the New Circular
Economy Action Plan (European Commission, 2020c), the Biodiversity
Strategy for 2030 (European Commission, 2020d) and the Zero Pollution
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Action Plan (European Commission, 2021d) develop the blueprint for action
towards a digitalised and sustainable European society. Together with other
policy instruments (see, e.g. European Commission, 2020e: 4; European
Commission, 2020f) they build up an intricate network of measures and
targets in different fields to achieve this overarching common objective. The
main focus is placed on the potential that the innovative digital technologies
have and the role they might play in the transformation towards sustainable
society (Ecco-Innovation Observatory, 2020: 6, 26). Newly launched European
policies have strong links to digitalisation and a transformation towards an
innovative and sustainable society (Ecco-Innovation Observatory, 2020: 6).
They strive to create preconditions and a framework for a “...sustainable and
smart future” (European Commission, 2020g: 2). Solidarity, prosperity, and
sustainability pave “the European way” to a digitalised economy and society
(European Commission, 2021b: 2). The transition to a more economically,
environmentally and socially sustainable Europe is indissociable from the
transition to digitalization (European Commission, 2020b: 2).

Whether we talk about the concepts of sustainable economy, sustainable
competitiveness, or competitive sustainability (see CISL, 2020: 9, 10), in the
world of business, the concept of sustainability has evolved from the idea
of reducing environmental footprint, to placing an accent on innovation and
the overall impact. Sustainability is, and should be, simply “how [...] business
is done” (Chouinard, Ellison and Ridgeway, 2011). Companies “pursuing
sustainability and digitalisation are more likely to succeed than others”
(European Commission, 2021c: 16).

Can digitalisation contribute to the socio-ecological transformation of
economy and consequently, to sustainable development goals? The main
premise of the EU strategies is that the uptake of innovative digital solutions
can help achieve sustainability objectives in various sectors of the economy
(European Commission, 2022: 6). However, it is also recognised that the
digital infrastructures and technologies themselves will have to become more
sustainable and energy and resource efficient (European Commission, 2021b:
3). It is still unclear whether the growing application of digital technologies
fosters or impedes transition towards sustainable development. There are
possible adverse effects of the digital transformation on sustainability, in the
form of direct and indirect ecological impacts, potential health impacts as
well as adverse economic and social effects (disempowerment, disruption
and undermining of traditional institutions and structures (Ecco-Innovation
Observatory, 2020: 7-8)). Digitalisation by itself is a challenge to competition
law and policy (see more in Pos¢i¢ and Martinovi¢, 2020a: 246), as well as a
challenge for sustainability. It is reasonable to assume that digitalisation does
not automatically lead to sustainability, but the interconnectedness between
digitalisation and sustainability cannot be denied.

The same can be claimed for the effect of sustainability and digitalisation in
competition law.

Of course, there will be tensions and collisions when sustainability initiatives
meet with the existing legal framework and regulatory structures in the EU
competition law. Sustainability initiative can be limited to a company level,
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but in order to achieve greater sustainability gains, a coordinated action is
necessary. However, a coordinated action between competitors in the market
immediately raises red flags as to whether an anti-competitive behaviour is at
hand.

The existing policy instruments at EU level seem to send an ambiguous
message when it comes to private sustainability initiatives. The European
Commission (European Commission, 2022: 13-14) emphasises the key role
of the EU competition policy in achieving the European Growth Model, which
is based on competitive sustainability, especially in maintaining level playing
field and supporting companies to innovate and grow. At the same time, it is
highlighted that only rigorous enforcement of EU competition rules ensures
that all companies active in the Single Market, especially SMEs, can compete
and innovate on their merits (European Commission, 2020b: 8).

3. Private sustainability initiatives under the scrutiny of the
EU competition law: Article 101 TFEU and sustainability

3.1. Indifference of competition rules towards sustainability issues?

Various demand and supply side market failures, such as a negative impact
on the environment, or consumer bias, are considered as external costs
and are not integrated in the product or service price (see Volpin, 2020:
3). Integrating sustainability initiatives into everyday business processes
and production is usually associated with significant costs. An undertaking
is likely to suffer extra costs and competitive disadvantage if it is the first
competitor in the market (the so-called “first mover disadvantage”) which
decides to internalise these external costs (e.g. costs associated with more
sustainable production methods intended to mitigate air pollution or use of
plastic in packaging, etc.; see Holmes, 2020: 357, 367). Another issue that
undertakings willing to integrate sustainability are confronted with is the
so-called “free rider problem”: a situation in which one undertaking invests
in sustainability, only to witness its competitors enjoy the benefits of that
intervention, without investing in it themselves. Those situations can be
avoided if the undertakings agree to jointly pursue a sustainable initiative,
provided that this is not considered as an anti-competitive behaviour.
We agree with the authors who claim that there is a space for sustainable
initiatives in the EU competition law. Nevertheless, many competitors refrain
from entering into similar arrangements in fear of competition infringements.
A conservative and traditional approach of the legal profession to applying
the rules of competition, without taking into account the importance of such
sustainability initiatives, is liable to impede progress in combating the effects
of the climate change (Holmes, 2020: 357).

This chapter will analyse possible paths for competition law in facilitating
sustainability initiatives. We shall give an overview of the various ideas that
perceive “competition law as part of the solution not part of the problem”
(Holmes, 2020: 355; Volpin, 2020: 5).

Traditionally, competition law is indifferent to sustainability issues, as they
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are usually associated with non-economic or non-competition interests.
Gerbrandy refers to the “sustainability deficit” in the EU competition law
(Gerbrandy, 2017:543). This is because competition law and policy are not
perceived as being particularly suitable in advancing sustainability goals.
However, we live in the period which entails at least a moral duty to take
action in every possible field, including competition policy (Holmes, 2020:
356). This is in line with the European Commission’s attitude towards
sustainability that calls everyone, even competition enforcers, to make
contribution to change (Vestager, 2019; European Commission, 2021g).
One way to achieve this would be to encourage (or at least not discourage)
undertakings to conclude agreements with possible beneficial effects for the
environment, e.g. agreements that reduce greenhouse gas (GHG) emission,
enhance animal welfare in food production, or agreements concerning
efficient energy consumption of household appliances (see Holmes, 2020:
356-357). Despite good intentions, we have to be careful. Anyone having at
least basic knowledge of competition law knows that this is a very slippery
terrain, as it potentially provides an opportunity to enter into prohibited cartels.
To what extent, and should these initiatives be promoted at all? Judging from
the Commission’s typical attitude, the risk for sustainability agreements being
seen as impediments to effective competition is high. Despite the current
strict approach, we concur with many authors who point out that the existing
competition rules can be applied or slightly modified to include sustainability
initiatives as part of competition assessment (Volpin, 2020: 5; Murray, 2020).
There is room for more flexibility in applying the existing arrangements (see
Loozen, 2019). To enable the current competition rules to accommodate
sustainability concerns, traditional competition goals need to be reassessed.

The traditional competition goals are focused on enhancing efficiency, which
can be measured by a set of concrete materialized indicators. Improving the
quality of products and consumer welfare are observed as the most important.
The final goal in every competition assessment is the consumer well-being.
The goals of EU competition law focus primarily on consumer welfare, but are
not limited to it, as they include an intricate network of overlapping values,
such as effective competition as such, fairness, efficiency and innovation,
plurality and economic freedom (see Ezrachi, 2018). As the consequences of
global warming are becoming visible in every corner of the world, competition
assessment cannot ignore sustainability concerns and public interests
anymore, or fail to quantify non-economic gains. This puts a difficult task
before competition enforcers: on one hand, they will be required to find the
right balance between private initiatives that support sustainability, and on
the other hand, they should not readily accept sustainability as an automatic
justification for anti-competitive behaviour.

The role of competition law in relation to sustainability has been described in
literature as that of a “sword and shield” (Nowag, 2019: 5). Competition rules
can be used as a “sword” to attack and slash down certain undertakings’
behaviour that might have a negative effect on the environment. On the
other hand, competition rules might be able to “shield” possible competition
infringements that promote sustainability (Holmes, 2020: 384). Both
approaches presume extensive understanding of competition goals towards
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sustainability, efficiency and consumer welfare (OECD 2020: 19).

From the above premise, it follows that competition law can be used as a
tool to foster private sustainability initiatives. There are two provisions which
merit further analysis: Article 101(1) TFEU that prohibits anti-competitive
agreements, and Article 101(3) TFEU that provides justifications to escape
this prohibition. Apart from that, many sustainability initiatives will fall outside
of the scope of competition rules.

3.2. The possible application of Article 101 TFEU to sustainability initiatives

Pursuant to Article 101(1) TFEU, all agreements between undertakings,
decisions by associations of undertakings and concerted practices which
may affect trade between Member States and which have as their object
or effect the prevention, restriction or distortion of competition within the
internal market are prohibited. All concepts relevant for the application of
this provision (undertaking or association of undertakings, agreements or
concerted practices, effect on trade between Member States, object or
effect of an agreement or a concerted practice, and prevention, restriction or
distortion of competition within the internal market) are autonomous concepts
of EU law (see more in Po3¢i¢ and Martinovi¢, 2020b: 1031). Article 101(3)
TFEU provides an exemption to this prohibition.

The agreement has to fulfil four conditions to be exempted. Under Article
101(3) TFEU, Article 101(1) TFEU can be declared inapplicable in case of
agreements that contribute to improving of the production or distribution
of goods or to promoting technical or economic progress, while allowing
consumers a fair share of the resulting benefit, provided that they do
not impose restrictions that are not indispensable to the attainment of
these objectives and afford such undertaking the possibility of eliminating
competition in respect of a substantial part of the product in question. It
is possible, under the current framework, to interpret this exemption to
encompass non-economic or public interests, especially sustainability and
environmental matters (see Dunne, 2020). However, it is necessary to clarify
these conditions in order to encourage undertakings to tune into sustainability
issues, instead of avoiding such business decisions out of fear of possible
competition infringements.

As mentioned above, the European Commission’s traditional economic
approach is liable to stifle the undertakings’ sustainability initiatives. This
approach originates from the 2004 Commission’s Guidelines on the
application of Article 101(3) TFEU, where only economic efficiency is
valued (European Commission, 2004). This might prove discouraging for
undertakings willing to produce certain products and provide some services
that are in line with environmental and sustainability initiatives. Article 101(3)
TFEU is perceived as a framework for economic assessment of possible
anti-competitive agreements. This would make sense if the only goal of
competition law is consumer welfare seen from the perspective of allocative
efficiency. However, competition goals go beyond consumer surplus.
According to Holmes, consumer welfare should be regarded as consumer

75



well-being, which includes not only narrow financial considerations in the
sense of consumer surplus, or short-term price effects, but also, e.g. clean
air, healthy food, etc. (Holmes, 2020: 363). This approach takes us closer to
public interest and long-term sustainability valuation. The question is, can the
notion of consumer welfare be extended so as to include these non-monetary
values that are impossible or extremely difficult to quantify, or that do not
even materialise in the short-term? The 2004 Guidelines on the application
of Article 101(3) TFEU do not offer sufficient clarification and guidance
on this issue, as they do not contain precise instructions how to quantify
benefits. This partly explains why undertakings are reluctant in concluding
sustainability agreements.3 Due to unclear and imprecise rules, undertakings
will rather “escape then dare” (van der Zee, 2020: 191). Despite the fact that
Guidelines are only soft law, they have undeniably shaped the practice of the
Commission in the application of Article 101(3) TFEU.

We believe that the exemption provided under Article 101(3) TFEU is the
most suitable provision under the current EU legal framework for assessing
sustainability agreements between competitors which restrict competition.
However, since this assessment is currently based predominantly on
economic reasons, this would be possible only if we move from the usual
assessment of materialised benefits towards non-price and non-monetary
values. Efficiency gains may also encompass sustainability gains (see e.g.
ACM, 2021: 12). A more extensive understanding of consumer welfare could
embody human well-being in a more general way.

Before we turn to this specific issue, it is necessary to provide a concise
overview of the possible position of sustainability agreements in competition
law. From the competition point of view, sustainability agreements could
be classified as follows: agreements that do not restrict competition,
agreements that come under the Albany doctrine and fall outside the Article
101 TFEU, agreements that fall under the necessity doctrine, standardization
agreements, and agreements assessed under the exemption provided in
Article 101(3) TFEU (Holmes, 2020: 368; see also Gerbrandy, 2017; Monti
and Mulder, 2017). These agreements, and their impact on competition law,
will be analysed in turn.

As to the first, it is interesting to note that some environmental agreements
were considered not to be caught by Article 101(1) TFEU under the old 2001
Commission Guidelines on the applicability of Article 81 of the EC Treaty on
horizontal cooperation agreements (2001 Horizontal Guidelines; European
Commission, 2001b). Under this scenario, environmental agreement would
be unlikely to restrict competition if certain conditions are fulfilled: it does not
place any individual obligation on the parties, or if parties only commit loosely
to contributing to a sector-wide environmental target, the agreement stipulates
environmental performance with no effect on product and production, or it
gives rise to genuine market creation. In 2011, the 2001 Horizontal guidelines

3 A study conducted in 2020 revealed that nine out of ten businesses consider collaboration
crucial for achieving sustainability goals. At the same time, almost 60 % of business leaders
indicate that they did not pursue concrete sustainability initiatives because the legal risk was
too high. See Linklaters (2020).
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were replaced by the 2011 Commission Guidelines on the applicability
of Article 101 of the Treaty on the Functioning of the European Union to
horizontal co-operation agreements (2011 Horizontal Guidelines; European
Commission, 2011), where such arrangement is completely left out. Holmes,
however, emphasises the old Guidelines can be helpful in interpreting similar
provisions from the new 2011 Horizontal Guidelines (Holmes, 2020: 369).

Another possibility for an agreement not to be caught by Article 101(1) TFEU
concerns the concept of undertaking. Article 101(1) TFEU is applicable only
to undertakings, as defined and interpreted in the case law of the CJEU. The
concept of undertaking is a functional one, concentrated on the nature of
activities and includes every entity engaged in economic activity regardless
of its legal status and modes of financing (CJEU, case Hofner, C-41/90).
It is possible to derive specific criteria from the definition: an undertaking
has to offer goods or services on the market, bear economic or financial
risk emerging from doing business and has to have a possibility to make
profits. Many agreements between undertakings that carry out activities
which include public dimension, or provide social function, could possibly fall
outside the Article 101 TFEU. This should not, however, provide a safe haven
for agreements that promote sustainable goals as part of their plan to achieve
profits.

The second type of sustainability agreements might benefit from the Albany
line of case law of the CJEU (CJEU, case C-67/96). This case concerned a
sensitive area of collective bargaining, and the CJEU held that agreements
concluded in the context of collective negotiations between management
and labour in pursuit of social policy goals fall outside of Article 101(1) TFEU.
A parallel reasoning could be applied to sustainability agreements (van der
Zee, 2020:193.)

The third type of agreements might be considered under the so-called
necessity doctrine. Such agreements might fall outside Article 101(1) TFEU
because they entail ancillary restraints or because they entail restraints
which are objectively necessary. Those are agreements or some provisions
in agreements that are necessary for the achievement of a particular
legitimate purpose (Wish and Bailey 2018: 136), e.g. agreements involving
environmental regulatory assignments. However, we are yet to witness
whether this avenue would be pursued in practice.

The fourth solution is to treat sustainability agreements as standardization
agreements, whose primary objective is to define technical or quality
requirements with which current or future products, production processes,
services or methods may comply, as elaborated in the 2011 Horizontal
Guidelines (European Commission, 2011). They can cover various issues,
such as agreements setting out standards on the environmental performance
of products or production processes. It is suggested that these agreements,
in view of their objective, should easily be found to be in compliance with
Article 101(1) TFEU (Holmes, 2020: 382-383).

The last, and probably the most preferable way would be to exempt
sustainability agreements pursuant to Article 101(3) TFEU. The exemption
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is concerned with consumer welfare, so the main dilemma is how to interpret
consumer welfare, in other words, can it be interpreted more broadly so as to
take also non-economic and non-competition interests into consideration. We
believe that this is the most preferable route.

Exemption provided under Article 101(3) TFEU renders Article 101(1)
inapplicable if the agreement contributes to improving the production or
distribution of goods or to promoting technical or economic progress,
while allowing consumers a fair share of the resulting benefit, and which
does not impose on the undertakings concerned restrictions which are
not indispensable to the attainment of these objectives and afford such
undertakings the possibility of eliminating competition in respect of a
substantial part of the products in question. Consequently, in order to qualify
for the exemption under Article 101(3) TFEU, the agreement has to fulfil four
conditions.

The agreement must “contribute to improving the production or distribution
of goods or to promoting technical or economic progress”. The Commission
is mostly focused on economic evidence, which has led to accusations that
it promotes markets based on cheap products and the idea that “cheap is
good” (Fair trade, 2019: 3). However, the wording of this provision suggests
that the economic progress is one of the alternative criteria (“technical or
economic progress”). A more extensive evaluation should not be limited only
to economic cost and value. The improvement of quality of life or innovation
can entail also environmental issues. An older Commission’s decision in case
CECED could serve as a valuable guidance. Here, the Commission granted
an exception to an agreement between producers and importers of washing
machines pursuing environmentally friendly strategies. The Commission
decided that collective benefits outweigh the costs associated with the price
increase (European Commission, CECED case, 1999). This shows that
environmental protection objectives were intended to be “woven into the
interpretation and application of Article 101(3) TFEU”, as rightly observed by
Buhart and Henry (Buhart and Henry, 2021: 149-150).

One of the most controversial criteria relates to the requirement that
consumers should be allowed “a fair share of the resulting benefit”. There are
several issues to analyse here in view of sustainability. One is the definition of
consumers. Usually it includes direct and indirect users of the products. What
about benefits for the society as a whole? Not all members of society are
considered as consumers on the relevant market, and this group is sometimes
difficult to identify. Another issue is that sometimes the benefits to consumers
are not materialised immediately, and may only arise in the long term. Should
the future advantages also play a role in the assessment and to what extent?
What advantages and which markets should be taken into account? Only
those advantages that have materialised on the relevant market, or any other
market without the necessity to show specific relationship with the relevant
market? According to the current framework, benefits to other markets can
be taken into consideration, but these markets must be closely related. In
specific situations, it might be possible to take into account other markets,
or markets that have no specific link with the relevant market (see, e.g.
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CJEU, Joined cases C-501/06 P, C-513/06 P, C-515/06 P and C-519/06 P).
We should avoid a too narrow reading of this provision, but in the interest
of legal certainty, it is still necessary to set clear limits to its interpretation.
When it comes to sustainability issues, such as climate change, or animal
welfare, we believe that future consumers and future benefits, wherever
materialised, should also be taken into consideration. This would be in line
with sustainability principles (Holmes, 2020: 377). Quantifying sustainability
benefits, which mostly involve out-of-market efficiencies requires careful
consideration (OECD, 2021a: 12, 13). In order to assess the future benefits,
it is important to frame the time in which advantages might occur (OECD,
2021b: 19). The notion of fair share refers not only to price considerations
but also to the quality of new and improved products that can compensate for
any anti-competitive effects. Measuring financial advantages and objective
materialised benefits is already a very complex task. This is why subjective
perceptions of consumers are rarely taken into account. However, subjective
perceptions are extremely important when substantiality issues are at stake.
Presently, measuring consumer welfare in the Commission’s assessment
often boils down only to price considerations, but there is also evidence that
broader welfare standard is setting in (see van der Zee, 2020: 196-199).
Dynamic efficiency is about improving allocative and productive efficiency.
The sustainability agreements may raise prices, but on the other side improve
quality that at the end benefits consumers.

Having in mind the pressing need to adapt the EU competition policy to
support the EU’s green ambition, the European Commission acknowledges
that more guidance is needed to encourage companies to jointly invest,
identify solutions, produce, and distribute sustainable products (European
Commission, 2021g). However, in expressing its intention to revise the
existing and adopt new guidelines by the beginning of 2024, the Commission
does not seem ready to revise its position on the assessment of a “fair share”
of benefit to consumers, which entails full compensation for the harm (see
also Jansen, Beeston and Van Acker, 2021: 39). The problem is that full
compensation will be difficult to achieve in view of future, and out-of-market
benefits.

Even if the agreement fulfils those criteria it has to pass the proportionality
principle. The last one relates to the no elimination of competition on the
relevant market. According to that condition, the protection of rivalry and the
competitive process is given priority over potentially pro-competitive efficiency
gains which could result from restrictive agreements (European Commission,
2004: para. 105). In other words, it recognises that the rivalry between
undertakings is an essential driver of competitive process. It is necessary to
compare the degree of competition existing prior to the agreement, and the
impact of the restrictive agreement on the actual and potential competition
(European Commission, 2004: paras. 107, 108).

We believe that whichever avenue is taken, the secret lies in the proper
balancing and applying the proportionality principle. With digitalisation
and the use of new technologies, such as Al and algorithms, we might be
able to better measure sustainability gains. This is where digitalisation and
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sustainability go hand in hand. Apart from that, there should be a clear
guidance on the integration of non-economic benefits which cannot be
quantified and measured, but still substantially contribute to sustainability.
The Commission should “think green” (Buhart and Henry, 2021), or even
resort to “greener”, “deeper green”, or “deepest green” options (Monti, 2020:
126-130) when applying Article 101(3) TFEU, in order to avert the existential
threat to the environment that we are facing. We agree that Article 101(3)
TFEU might be crucial for achieving sustainability objectives in compliance
with competition law.

3.3. Sustainability as an opportunity and an objective of the well-functioning
markets: The Dutch example

The Netherlands Authority for Consumer and Markets (ACM) has for a
long time been trying to prioritise sustainability as an objective and a key
feature of well-functioning markets, that work well for people and businesses
alike (ACM, 2021: 3). We believe that this approach is really interesting,
innovative and in line with the challenges posed by the green and digital
transition. However, it has not fared so well with the European Commission
(Jansen, Beeston and Van Acker, 2021: 10). The latest draft version of the
ACM’s Sustainability Agreement Guidelines from 2021 tries to incorporate
some of the concerns voiced by the European Commission. We agree with
the authors claiming that the ACM draft Guidelines could “serve as a source
of inspiration for a modern EU approach to sustainability and competition
policy”, as they create “an intelligent modus operandi” for a more cooperative
sustainability initiatives (Jansen, Beeston and Van Acker, 2021: 40). The
idea is simple: sustainability agreements that do not restrict competition; or
those that restrict competition, but produce benefits that offset competition
restrictions, are seen as an opportunity, not a threat. The ACM is open to
discuss the potential agreements in advance, and identify if there are any
competition concerns. Fines will not be imposed on undertakings that have
contacted ACM in advance, even if it turns out eventually that they are
incompatible with the Dutch Competition Act; or on undertakings that have
published their agreements and followed the Guidelines in good faith (ACM,
2021: 3). This is an expression of good faith, collaboration, and progressive
thinking in achieving the common objective: sustainability for current and
future generations. The 2021 ACM'’s second draft Guidelines have been
published after a long round of negotiations and public consultations, and
following two high-profile cases decided by the CMA in the last decade, where
competition concerns collided with sustainability initiatives. The first case was
about the so-called Energy Agreement for Sustainable Growth that involved
40 organisations, potential competitors, who agreed to gradually close down
coal-fuelled power plants in order to encourage the production of energy
from more sustainable sources (see Mulder, 2020). The ACM concluded that
such agreement is caught under Article 101(1) TFEU, and conducted a cost-
benefit analysis to verify whether it complies with the criteria for exemption
under Article 101(3) TFEU. By applying the standard economic approach,
it concluded that these criteria were not fulfilled. Consumers would end up
paying much higher prices, which were disproportionate to the estimated
value of benefit.
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Another case illustrating the tension between competition law and
sustainability initiatives is known as the “Chicken of Tomorrow” case. At
the beginning of 2013, the organisations from the poultry sector agreed to
gradually move to a production of only sustainable produced meat from 2020
onwards. Here, the ACM relied mostly on the consumer willingness-to-pay
test, in an attempt to quantify the benefits of improvements to animal welfare.
The ACM found that the potential advantages did not outweigh the limitation
of consumer choice, as there would be no possibility for consumers to buy
meat produced in the old fashion (see Mulder, 2020; Holmes, 2020: 399;
Gerbrandy, 2017: 540, 541; Volpin, 2020: 7).

These cases resulted in a wider public debate in the Netherlands, which have
put the issue of sustainability agreements in competition law at the forefront
(see Mulder, 2019: 23; Gerbrandy, 2017; Monti and Mulder 2017). In addition
to the draft legislative instruction on the assessment procedures, which was
criticised and rejected by the Commission for a number of reasons,4 a draft
legislative proposal was prepared, but has still not been adopted. It proposed
the possibility of the so-called declaration of general effect for private
sustainability agreements, similar to the possibility which exists in the field of
labour law, for collective agreements (Mulder, 2020). This would mean that
certain private sustainability initiatives would in some special circumstances
circumvent possible competition problems. The Commission insisted not to
put the legislation in force. The result is that Article 101 TFEU could not be
used to allow private undertakings to pursue other goals beyond consumer
welfare. We agree with Mulder who claims that the currently entrenched EU
competition law favours the demand side of markets and mandates the same
direction in decision-making in the Member States (Mulder, 2019: 9). This
suppresses progressive initiatives, that try to reconcile environmental, social
and animal welfare standards with competition concerns, and that would allow
for lawful cooperation and consolidation of competition and sustainability
needs.

4. Concluding remarks

We have started with the difficult question: Can the EU competition law
live up to the challenge of twin transition? Obviously, there is no easy or
straightforward answer. Competition law and policy have traditionally shown
indifference to sustainability objectives, with some notable exceptions.
However, we need to change our way of thinking, understanding and
applying the usual concepts. There is no denying that competition law and
policy can play an important role in advancing sustainability objectives. Many
authors agree that sustainability concerns can be incorporated under the
existing framework for competition law and policy in the EU. Nevertheless,
it is necessary to have clearer guidelines in order to encourage the change

4 Most notably, the Commission stressed out that the objectives of the draft legislative instruc-
tion were contrary to Article 101(1) TFEU, as well as Article 101(3) TFEU, because they take
into account the positive effect to the whole society, whereas Article 101(3) TFEU is limited
to the positive effects on users of products or services. See Mulder, 2020: 23-25.
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our society needs to become truly sustainable. Finding the right balance
between private sustainability initiatives, public policies, and consumer well-
being is a difficult task, that cannot be put away for later, or swept under the
carpet. Undertakings need help in their self-assessment, just as consumers
need to be protected, having their broader well-being in mind. We believe that
the EU has to take a more proactive role and guide the national competition
enforcers in this important mission.
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CHAPTER 5

Defined duration of civil court proceedings:
will this certainty be preconditions for attracting
investors??

Dejan Bodul?, Marko Tomljanovic¢?

ABSTRACT

The organization of an efficient judicial apparatus is the primary task of the
legislative and the executive branch, which must provide the judiciary with
the necessary working conditions. Namely, despite a number of successful
measures taken to address the excessive length of court proceedings, it has
been identified as a systemic problem by the highest judicial bodies, as well as
the doctrine. The aim of this paper is to answer the legal dilemma of whether
the duration of court proceedings should be prescribed by law, or is sufficient
legal standard determined by autonomous terms such as “reasonable time”,
“Fair trial” and / or “urgent action”. The secondary objective of this analysis
is to find an answer to the question of which model meets the requirement of
effective legal protection for investors from the perspective of relevant EU law
standards.
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1. Discussion framework

The World Bank study indicates that Croatia’s approach to solving the
problem of lengthy court proceedings has so far been limited to changes
in procedural legislation (Amendment to the Civil Procedure Act 2019),
delegating (old) cases from burdened to less burdensome courts, and
monitoring and adjusting performance benchmarks for judges (although this
is only indirectly related to the length of the civil proceedings)* In addition, a
number of other activities were aimed at reducing the number of oldest cases,
better organization of work in judicial institutions, improving their capacity in
the strategic planning segment, as well as providing better working conditions
for judges, prosecutors and other professional and technical staff. However, is
this enough since the public perception (and also professional) still perceives
the courts as too slow, emphasizing the high uncertainty and inconsistency
of court proceedings and decisions, while at the same time perceives the
administrative burden related to court proceedings and communication with
courts as overly complex (Uzelac, 2004).

2. Towards the Amendment to the Civil Procedure Act 2022.

The Ministry of Justice and Administration has made new amendments to the
Law on Civil Procedure in march 2022, which aims to speed up, simplify and
modernize civil proceedings. The proposed amendments introduced precise
deadlines for the completion of the civil procedure. First instance proceedings
should be completed within the period of 3 years, while second instance
(appeal) proceedings should be completed within one year. In small claims,
the proceedings before the court of first instance should be completed within a
year, while appellate proceedings for small claims, with the adoption of these
amendments, will last up to 6 months. A deadline for holding a preparatory
hearing will also be introduced. From now on, the preparatory hearing will
have to be held within 3 months from the day of receiving the response to the
lawsuit, i.e. since the deadline for responding to the lawsuit has expired. After
the conclusion of the preparatory hearing, the main hearing will be held within
6 months at the latest. The Supreme Court of the Republic of Croatia will be
obliged to make a decision on the motion for permission of revision within a
period of less than 6 months from the receipt of the motion. The Supreme
Court of the Republic of Croatia will be obliged to make a decision on the
revision within two years from the day of receipt of the revision.5

4  See, Bodul, D. (2022), “Nova Okvirna mjerila za rad sudaca Objektivno provjerljivi parametri
ili ne?* Informator, No. 6717, pp. 1-3.

5 Available on the website: https://esavjetovanja.gov.hr/ECon/MainScreen?entityld=19732
(15.03.2022.).
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3. A review of previous research and the contribution of
this paper

In the Republic of Croatia, there are, perhaps, hundreds of scientific texts
that deals with the extensive and complex issue of reasonable duration of
civil proceedings (Uzelac, 2008). Moreover, there is a modest number
of monographs in the field of the issue of reasonable duration of civil
proceedings, in contrast to capital works and scientific articles that exist in
comparative law literature (Varano, 1997; Woolf, 1997; van Rhee, 2004;
Uzelac, 2011; Calvez, 2006; European Commission for Democracy through
Law (Venice Commission), 2006; Organisation for Economic Co-operation
and Development, 2013; Yaxin and Yulin, 2013; Fabri, 2009; Council of
Europe, 2002). The analysis of a comparative view of attitudes on the
issues of lengthy trials confirms that the systemic causes of lengthy court
proceedings are usually related to the characteristics of the judicial system
and more specifically the civil procedure model and are often very similar in
systems with a high degree of procedural formalism. Therefore, they point
out that in addition to improving the state of infrastructure and financing
the judiciary, the right solution may be to streamline court proceedings with
the aim of reducing the administrative burden for courts in terms of those
elements that most significantly affect party behaviour. However, in recent
years it has been noticeable that an increasing number of studies analyses
the economic and legal effects of the overlength litigations. Most economic,
most often, empirical research in the field of effects of litigation on investments
deals with key indicators of the procedure (i.e., costs of proceedings and
duration of proceedings) and performs comparative legal analysis and
considers, for example, the intensity of litigation to resolve property relations
(OECD, n.d.). In order to eliminate the weaknesses of the existing regulations
and to make the procedure more efficient, the legal doctrine, but also the
profession, analysed a number of procedural measures, which ultimately
contributed to and resulted in a number of changes in legislation. In their
works they analysed process actions, their advantages and disadvantages,
consequences and preconditions for their successful implementation.
Ultimately, from the point of view of research, the literature more or less
communicates, in consensual terms, about the positive effects of previous
reforms of the Law on Civil Procedure, but also about the problems and
limitations of the existing legal system (Magani¢, 2013, 2011, 2013; Bratkovi¢,
2016, 2017, 2018; Gali¢, 2014; Bodul et al., 2021). They indicate that we are
in a time of stronge social transformations, so the old problems catch up with
the new ones and together with them form extremely complex challenges
that the state should provide in protecting violated and endangered rights.
The analysed authors while speaking about civil litigation, indicate that this
is a complex (and political) issue, so the statement about the existence of a
crisis in terms of the need to introduce changes in existing practice is always
relevant. In this context, abuses of rights in proceedings are often analysed.
It is evident from the literature that at a doctrinal level the abuse of law is
a conflict of law itself, i.e. written norms and the very purpose of the Law,
which occurs at a certain time when the use of rights, which may have been
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procedurally and materially justified, comes into conflict with the purpose and
goals of legal regulation of rights in a way that negatively affects the rights
and duties of third parties, both the rights and obligations of other participants
and the obligations and duties of the authorities in terms of fulfilling their
tasks. Thus prof. M. Dika, alleges that the abuse of rights is the use of legal
powers with the aim of harming another; or with a goal contrary to good
customs, conscientiousness and honesty in traffic, stating that in determining
the abuse of rights, it is necessary to assess all the facts and circumstances
of the case in order to establish a decision on the existence or non-existence
of abuse of rights (Triva and Dika, 2004). However, doctrinal debates indicate
that the reasons for abuse of rights are multiple and different, so laws and
doctrine provides only basic guidelines on what circumstances the court
should keep in mind when deciding whether a participant is abusing a right,
but, understandably, does not elaborate additional criteria that should be
taken into account in order to assess that there has been an abuse of rights,
leaving the issue to be resolved in practice establishing an appropriate legal
standard which is not always an easy task.

On the other hand, we should not lose sight of the fact that civil procedural
law is only one of the elements of the legal system that affects the business
of companies. Namely, the legal regulation of civil proceedings is not in itself
sufficient to ensure the smooth functioning of economic trends in a country,
since it is necessary to apply legal solutions in the field of primary status law,
therefore, the Companies Act (hereinafter: CA).6 Analysing the literature,
the impression is that the creators of the CA had the idea that the CA is a
fundamental systemic law and that the choice of key solutions to this Act and
other related regulations, such as the Civil Procedure Act (hereinafter: CPA)7,
should be harmonized with the solutions adopted by the CA (Barbi¢, 2010;
Ivanjko and Kocbek, 1996; Barbi¢, Buljan, Porobija, 1996; Erakovi¢, 2008;
Gorenc, 1996; Slakoper, 2009; Zlatovi¢, et al., 2011). Doctrinally, this is quite
true, but descending to the practical and empirical level of business practice
and the normal functioning of the legal system, the situation is changing
significantly. All modes of status change, for example, aim to strike a more
rational balance between ownership and management, on the one hand, and
strengthening the market, on the other (Juri¢, 2006; Ledi¢, 2002; Maurovi¢,
2000; Para¢, 2003; Para¢, 2004; Ceronja, 2010; Petrovi¢, 1999; Porobija,
1998; Zubovi¢, 2003). However, the reasons why, for example, the bankruptcy
plan or why the status change are different as well as the factors that affect
it, but it can be argued that the goal is unique - to continue doing business.
Moreover, these are also current issues of modern market economies.

Analysing the above theses from the Croatian perspective, we can conclude
that the existing model of litigation has not proved successful as in the
European environment, i.e. that in practical application is not always an easy
choice between the legal consequences of litigation. Thus, although it is
indisputable that the CPA and the CA, both with accompanying regulations,
are characterized by modern solutions, it must not be forgotten that the

6  Companies Act, Official Gazette, no. 111/93-40/19, hereinafter: CA.
7  Official Gazette, no. 4/77-70/19., hereinafter: CPA.
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system, in legal terms, is far from complete. The public debate on some
aspects of the legal regulation of the market, but also the ambiguities that
have arisen in the application of existing regulations on companies clearly
show the areas and issues that should be urgently regulated and / or
reformed. Ultimately, the more important texts for this paper, which analyse
the correlation between the duration of litigation and investment issues, are
extremely modest (Bodul, 2021)8 which is unusual because the source of
these controversies in legal theory stems primarily from the fact that this
issue is not unambiguously resolved in the regulations, which consequently
leads to different court decisions and court positions (see infra). This is
important because domestic entrepreneurs often cite barriers to investment
and a not-so-favourable business environment as special challenges, which
are also seen as barriers for attracting foreign investment and for the flow
of private capital. In addition, the challenges that affect the perception of
business entities in relation to the judicial system are highlighted, in particular
the inconsistency of case law and the length of court proceedings, as well as
the general perception of corruption and undue influence.

3. Methodology of work

A comprehensive assessment / analysis of the success of any changes,
including changes that should occur with the adoption of the amendment to
the Civil Procedure Act, requires a comparison of what has been achieved
with two reference points. The first () is the current situation, and the second
(I is the target state, i.e. the one that should be the intended result of the
adoption and application of the aforementioned procedural regulation.

3.1. Current situation in the context of legislative possibilities for the duration of
civil and non-litigation proceedings

The legal basis which established and which protects the right to a trial
within a reasonable time is found primarily in Art. 29 of the Constitution of
the Republic of Croatia.9 The Constitutional Court of the Republic of Croatia
(hereinafter: CCRC) has received and is receiving a huge number of new
cases, in which the parties call for a violation of the right to a trial within a
reasonable time. The indicative method of establishing the facts shows that
this Court has made a huge number of decisions in recent years, in which it
has found that domestic courts, in civil and non-litigious proceedings, have
not made a decision within a reasonable time frame. Moreover, CCRC has
been continuously pointing out in its decisions, so for a significant period of
time, the alarming “hyperproduction” of lawsuits in which the parties complain
of (alleged) violation of the right to a trial within a reasonable time.10 The
reasoning of these decisions could be summarized as a review of several

Exempli gratia
Official Gazette, no. 56/90-5/14.

0 Constitutional Court, Official Gazette, no. 21/2021 (1.3.2021.), Report on the protection of
the right to a trial within a reasonable time regulated by Art. 63-70 Law on Courts (Official
Gazette, no. 28/13, 33/15, 82/15 and 67/18).
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years of constitutional court decision-making and attitudes, which CCRC has
taken in relation to the issue of length of court proceedings as a structural
problem in the Republic of Croatia.

Furthermore, the direct application of the European Convention includes
Art. 6 para. 1, which reads in the first sentence: “In the determination of his
civil rights and obligations or of any criminal charge against him, everyone is
entitled to a fair and public hearing by an independent and impartial tribunal
established by law.”11 The Convention emphasizes the importance of
administering justice without delay (bis dat, qui cito dat), which may jeopardize
its effectiveness and credibility. As a signatory to the Convention, the Republic
of Croatia is obliged to organize its judicial systems so that the courts are
able to guarantee everyone’s right to a final decision within a reasonable
time. Unfortunately, over the years, the ECHR has issued dozens of verdicts
against the Republic of Croatia for violating the right to a fair trial (Article 6). In
several of these judgments, the ECHR found that the unreasonable length of
proceedings before the courts in the Republic of Croatia constituted a violation
of Art. 6. We should be aware that our jurisprudence is not capable of urgently
transforming from the practice of “positivism” to the practice of “creativity”, but
must nevertheless accept the fact that, through the ECHR, the principle of
case law is affirmed and thus jurisprudence as a formal source of law, which
requires increased attention in monitoring this source of law. We also have
to mention that the ECHR does not set specific time limits for the duration of
court proceedings, nor does it establish general rules regarding its duration,
but in the light of the circumstances of each individual case assesses whether
the duration of the proceedings is reasonable. The assessment of whether
the Convention’s right to a trial within a reasonable time has been violated
depends on a number of factors: the overall length of the proceedings, the
complexity of the case, the conduct of the national authorities, the applicant’s
conduct, the applicant’s importance, the number of stages which may justify a
longer duration of the proceedings. Proceedings before the CCRC may also
be included in the observed period.12 However, the delay in the proceedings
before the national court due to the referral of the previous question of the
CJEU is not included in the duration of the proceedings before the national
court in the sense of Art. 6, par. 1 of the Convention.13

The mentioned constitutional-convention principles are also contained in a
number of laws.

The Law on Civil Procedure stipulates that the obligation of the court and
all participants in civil proceedings is to strive to conduct the proceedings
without delay, within a reasonable time and with as little cost as possible,
provided that the court’s obligation to prevent any abuse of rights (Art. 10,
paragraph 1 of the CPA).14 The lack of ambition of the legislator for concrete

11 Official Gazette - International Treaties, no. 18/97, 6/99, 14/02, 1/06 and 2/10, hereinafter;
Convention. See more about Convention.

12 ECHR, SiRmann v. Germany, judgment [GC], 16 September 1996, Application no.
20024/92.

13 ECHR, Pafitis v. Greece, judgment of 26 February 1998, Application no. 20323/92, § 95.

14  Official Gazette, no. 53/91-70/19.
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changes in this area is visible, for example, from the last amendment to the
CPA, i.e. from the Act Amending the Civil Procedure Act (OG 70/19), which
amended Art. 10 para. 1 of the CPA by emphasizing that it is the duty of
principle, not only of the court (as prescribed before), but also of the parties
and other participants, to strive to conduct the proceedings without delay,
within a reasonable time and with as little cost as possible. At the same time,
the instruments for fulfilling this principled duty have not been strengthened.
However, specifics exist in special procedures where the legislator not only
declared the urgency of the action, but also sought to operationalize this
principle through a series of provisions. Exempli gratia, in the procedure in
litigation from labour relations, after the Amendment to the Civil Procedure
Act 2019, the deadline for responding to the lawsuit is fifteen days. In
labour disputes initiated by the employee against the decision to terminate
the employment contract and in collective labour disputes, if the law does
not specify a shorter deadline, the main hearing must be held within thirty
days from the date of receipt of the response to the lawsuit. In addition, the
proceedings before the court of first instance must be completed within six
months from the date of filing the lawsuit, while the court of second instance
must decide on the appeal within thirty days from the date of receipt of the
appeal. Existing experience clearly shows that changing the law (which is
seemingly the fastest and simplest solution) is not enough. In order to
achieve the intended effects more important is the case law and consistent
implementation of solutions developed on the basis of informed decisions
supported by detailed analyses, accurate empirical data and careful
monitoring of its effects. Analysing individual decisions in labour law disputes,
the aforementioned raises a number of debatable issues, but the author
will not deal with this in this paper, trying not to dilute the basic topic. Also,
a major novelty of the 2019 CPA reform is the implementation of the pilot
procedure (Chapters 32.b of the CPA (Articles 502 and 502n)) which seeks to
achieve several different goals in civil proceedings, but if we try to summarize
the objectives of the pilot procedure, it is an institute that should contribute to
the realization of the principles of economy and trial within a reasonable time
and at the same time legal certainty, which would eliminate the need for the
Supreme Court to intervene in order to ensure uniform application of the right.
A rule has also been introduced prohibiting double reversal and the conduct
of an appellate court, having already revoked a judgment once (Article 366a).

The protection of the right to a fair trial within a “reasonable time” extends to
related proceedings as a whole.

Exempli causa, the Enforcement Act stipulates that in the enforcement and
insurance procedure the court is obliged to act urgently (Article 13).15 The very
principle of urgency implies the court’s action without unnecessarily delaying
the enforcement of final judgments, i.e. the application of the standard of the
right to a trial within a “reasonable time”. Regarding the enforcement of court
judgments, the ECHR already included the enforcement proceedings in the
legally relevant period in the judgment Ada Prede v. Italy (1996), 16 while in

15 Official Gazette, no. 112/12-131/20.
16 ECHR, Di Pede v. Italy, judgment of 26 September 1996, application no. 15797/89.
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Hornsby v. Greece (1997)17 it set out and explained in more detail its view that
enforcement of the judgment is an integral part of the trial in terms of Art. 6 §
1 of the Convention. The judgments pointed out that the right to a court would
be illusory if the national legal systems of the contracting parties allowed the
final, binding court decision to remain unenforced. In this sense, the length
of the proceedings must be calculated from the beginning of the proceedings
until the enforcement of the decision rendered in the proceedings. Therefore,
a violation of the right to a trial within a reasonable time is possible despite
the fact that the court proceedings preceding the enforcement proceedings,
observed separately, were completed within a reasonable time, if the total
duration of the proceedings (including enforcement proceedings) is not in
accordance with Art. 6 § 1 of the Convention as regards a reasonable time
frame. In cases in which it assesses whether the duration of enforcement is in
accordance with the requirement for a reasonable length of proceedings from
Art. 6 § 1 of the Convention, the ECHR applies criteria such as the complexity
of the proceedings, the conduct of the applicant and the competent authorities,
and the amount and nature of the compensation awarded.

Furthermore, the old Bankruptcy Act18 does not explicitly determine the
duration of the bankruptcy proceedings, but stipulates that the bankruptcy
trustee should liquidate the bankruptcy estate within a year and a half from
the reporting hearing, otherwise he is threatened with his dismissal. However,
if the debtor has a larger bankruptcy estate, the rule is that the bankruptcy
trustee cannot liquidate the entire property within a year and a half for
objective reasons, so the question of the justification of this provision arises.
This is the reason why it was deleted in the Final Proposal of the Bankruptcy
Law from February 2022 and later in Amended BA in 2022.19 On the other
hand, the fact that pre negotiated bankruptcy is an out-of-court procedure,
in extremis, in which time is one of the most important elements resulted
in fact that pre-bankruptcy proceedings initiated by 1 November 2017 must
be completed within 120 days from the date of submission of the proposal.
Exceptionally, the court may, at the debtor’s request, allow an extension of
the deadline for a further 90 days if it considers that it would be expedient
to conclude a pre-bankruptcy agreement. The proposal for extension of the
deadline must be submitted before the expiration of the deadline for which
the extension is requested. In practice, it turned out that the deadline of 210
days is short for the successful completion of pre-bankruptcy proceedings,
so pre-bankruptcy proceedings lasted longer than 210 days, which is against
the law. On the other hand, if some time and effort was invested to conclude
a pre-bankruptcy agreement, the courts knowingly acted contrary to the
law and continued the proceedings if it was likely that a pre-bankruptcy
agreement was concluded. Amendments of the BA in 2017 extended the
deadline within which the pre-bankruptcy proceedings must be completed by
prescribing it to 300 days, and this was calculated from the date of opening
the pre-bankruptcy proceedings, and not from the date of submission of
the proposal as previously prescribed. Exceptionally, the court may, at the

17 ECHR, Hornsby v. Greece, judgment of 19 March 1997, application no. 18357/91.
18 Official Gazette, no. 71/15. and 104/17., hereinafter: BA.
19 Official Gazette, no. 36/22.
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debtor’s request, allow an extension of the deadline for a further 60 days if it
deems it expedient to conclude a pre-bankruptcy agreement. By extending
the deadline, the legislator wanted to encourage debtors and creditors to
initiate pre-bankruptcy proceedings. This is changed in the Final Proposal of
the BA from March 2022 and later in Amended BA in such a way that instead
of 300 days the pre-bankruptcy proceedings must be completed within 120
days, and exceptionally the court may, at the proposal of the debtor, creditor
or trustee, allow extension for a further 180 days if it considers that progress
has been made in the negotiations on the restructuring plan and that there
is a likelihood of a successful conclusion of the pre-bankruptcy proceedings.

It is certainly interesting to mention the solutions of the Consumer Bankruptcy
Act,20 which at first defined that proceedings, for example, for the most
vulnerable will last up to 7 years, so the question is whether this period,
both out-of-court and court proceedings, can actually be respected or will
last even longer. It is clear from the practice of the ECHR that the length
of these proceedings is likely to lead to a violation of the right to a fair trial
within a reasonable time under Art. 6. of the European Convention. Such a
violation of convention law must be corrected by the legislator by amending
the provisions of the CBA which define the length of the debt repayment plan
period, and which is ultimately done by the Final Proposal of the CBA from
March 2022 and later CBA, and which resulted in reducing the period of
consumer good behaviour period from 5 to 3 years.21

Provisions on the principle of urgency in court proceedings are also contained
in the Law on Gender Equality 22 and the Anti-Discrimination Act.23

Ultimately, a large number of proceedings that was not completed within a
“reasonable time”, resulted in the use of the institute of request to protect the
right to a trial within a reasonable time.

4. Instead of a conclusion or target state

Although it may seem that the emphasis on the need for effective trial is more
recent, the problem of excessive length of court proceedings was recognized
much earlier, so we find various efforts to shorten the proceedings in the
distant past. The importance of efficient court proceedings, as one of the
most important qualities of legal protection, has already been recognized by
Roman jurists, accepting the principle of Ne lites fiant immortales. The effort
to speed up the process stretched from the ancient period, through the Middle
Ages to the present day. Criticism of slow court proceedings throughout

20 Official Gazette, no. 100/15, 67/18 and 36/22, hereinafter: CBA.

21 It is about harmonizing the verification period of insolvent entrepreneurs exercising the right
to debt relief in accordance with the proposed amendments to the Bankruptcy Law, which
are simultaneously sent to the legislative procedure, as well as with the solutions from Di-
rective (EU) 2019/1023 2017/1132 on restructuring and insolvency) on frameworks for pre-
ventive restructuring, debt relief and bans, and on measures to increase the efficiency of
procedures related to restructuring, insolvency and debt relief).

22 Official Gazette, no. 82/08, 138/12, 69/17, Article 30, Para. 5.

23 Official Gazette, no. 85/08, 112/12, Article 16, Para. 2. and 3.
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history could be found even in the literary works of Shakespeare or Dickens.

Comparatively legally, the time dimension of court proceedings is, for
several reasons, a difficult topic for legal professionals as well. Differences
in procedural systems and practices and the lack of reliable empirical
information make it very difficult to make an objective assessment of what
is fast or slow in legal terms, especially given the complex structures in
modern civil justice systems. The first question is when can we talk about
“excessive” or “unjustified” delays at all. The famous McLibel case, which in
just a few years of litigation became the longest trial in English legal history,
was exceptional, while in the Italian judicial system, the unreasonable time
length of civil proceedings is quite common (Mati¢, 2019).

Coming down to the practical level of Croatian civil justice and analysing the
current treatment of the right to a trial within a reasonable time and the current
(unprotected) position of potential parties to litigation and non-litigation, the
question can rightly be asked how to eliminate the so called slow justice
problem in civil litigation proceedings.

In the context of this inherently complex issue, as noted above, the
legislator has taken a number of measures over time to shorten the length of
proceedings. It can be concluded that the previous requests of the legislator
addressed to the courts have not, as in some previous period, completely
gone unanswered, but the question of the strength and concrete effect
of the reactions has been raised. Apart from the fact that individual cases
have been completed, in the context of solving the systemic problem within
a reasonable time, it could be said that the systemic solution has not even
begun or that, optimistically analysed, it is in the phase of finding a conceptual
solution. All the measures taken did not produce a concrete solution that
would, at the same time, be reactive in relation to actions that exceeded the
reasonable time limit and preventive in relation to other potential cases. In
other words, it is indisputable that no measure has been introduced in the
judicial system that would directly affect the reduction of lawsuits aimed at the
length of court proceedings. This conclusion is based on three arguments:
the insight that the government has not found an adequate way to solve the
problem of lengthy court proceedings, limited constitutional possibilities of
courts to determine concrete measures of acceleration in each specific case
and constant increase of lawsuits exclusively related to lengthy litigation. A
detailed analysis of the reasoning of a number of decisions, as well as the
practice of CCRC that followed, and in an effort to concretize its principles
in practice and in the interest of conscience to protect the rights of parties
- potential prosecutors, doctrine and judiciary has raised a number of
questions. Therefore, although at first glance it might seem that the positions
of the legislator who would precisely determine the duration of certain stages
of the procedure represent a Solomonic decision, it seems that the first
attempt to concretize it in practice will encounter dilemmas. Namely, any
predetermined duration of the proceedings may come into conflict with the
principle of independence of the judge. For some proceedings (interference
with property, labour disputes, legal support, enforcement proceedings,
bankruptcy, etc.), the duration is satisfied by the rule that these proceedings
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are “urgent”. However, too many “urgent” procedures lead to the sense of
urgency being lost because setting deadlines that cannot be objectively met
weak authority of the legislator, but also the authority of the court. However,
deadlines can be prescribed in proceedings in which, based on a previously
carefully analysed situation, it is realistically possible to respect them (not
possible, for example, in bankruptcy proceedings) and in that case insist on
their observance even with the threat of material and disciplinary responsibility
for the judge. A recent example, Art. 31 of the BA stipulates that the court
“is obliged to decide on the proposal to initiate pre-bankruptcy proceedings
within eight days from the date of submission of the complete proposal.” The
deadline formulated in this way sets the parties the task of ensuring that the
court decides on the submitted proposal within that period, because if the
courts in practice decide on proposals outside the 8-day deadline, they will
only be able to state the existence of bankruptcy reasons. Nevertheless, the
High Commercial Court justifiably assessed the deadline as instructive.24

In conclusion, it seems that a compromise is necessary, that no exact
reasonable deadline is set, but that the meaning of the stated legal standards
must be quite clear to the judiciary. Finally, to quote William of Ockham from
the XIV. century “If you have two theories that predict the same, choose
the simpler.” Ultimately, this understanding of the importance of institutional
development will determine the business environment, the conditions for
economic growth, the directions of development of post-transition countries
and their future position. This is also confirmed by research conducted by
Vijayaraghavan and Ward (2001) which indicats that initiative will not be
possible in the absence of appropriate institutions. One of the ways in which
institutional capacity affects economic performance is through the allocation
of resources and related actions of the public sector and ultimately the courts
(Vijayaraghavan and Ward, 2001). It is evident that the Government of the
Republic of Croatia is striving to address institutional weaknesses in the
judicial system, especially the in courts, in order to achieve higher standards
of services to citizens and the economy. It can be expected that this would
improve the relative position of the Republic of Croatia on the scale of
success of judicial systems in Europe. The current vision of the Croatian
judiciary for 2030 seeks to strengthen predictability and improve the quality of
court proceedings and decisions in (commercial) disputes, and thus create a
supportive environment for economic activities and an attractive environment
for business and investments.25

24 Decision of the High Commercial Court of the Republic of Croatia, No. Pz-433/16 of 8 March
2016.

25 World Bank, (2019), Analytical Basis for the National Development Strategy of the Republic
of Croatia until 2030, Judicial Sector.
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