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1 OVERALL POLICY FRAMEWORK AND OBJECTIVES

The framework and goals of the economic policyh&f Republic of Croatia are defined in a
series of strategic documents of the GovernmerthefRepublic of Croatia, namely: the

Strategic Development Framework for 2006-2013 Bbenomic and Fiscal Policy Guidelines

for 2008-2010, and the Pre-accession Economic Bnogee (PEP). Those documents provide
the basis for the implementation of the economicpaon the next medium-term period, and

they are prepared through consultations between stage administration bodies and

employers’ and unions’ representatives. The StratBgvelopment Framework for 2006-

2013 is the main strategic document which defirtes priority areas of action and the

economic policy goals until 2013. The Economic &fsical Policy Guidelines provide a

three-year fiscal framework for the implementatminthe mentioned goals and measures.
This years PEP for 2008-2010 builds on these twacudhents and defines the

macroeconomic and fiscal framework for the forthougrthree-year period, the priority areas
of the policy of the Croatian Government, the oroiethose priorities, as well as the specific
measures necessary for successful implementatithre dtructural economic reforms.

In the period until 2010, the main economic polgnal is to ensure stable and sustainable
economic growth, while at the same time reducingengoloyment and increasing
employment, and to strengthen competitivenessefitoatian economy. During this period,
the acceleration of economic growth is plannedhe level of seven percent, while the
unemployment rate is expected to drop below seeecept.

The achievement of the main economic policy goallies:

* maintenance of macroeconomic stability with theuridn of external imbalances;

» further fiscal consolidation with the reductiontbe budget deficit and the balancing
of the budget in order to ensure that the fiscdicpas in line with business cycle
developments;

» strengthening of entrepreneurship and providingemogportunities for private sector
as the main generator of economic growth;

e completion of reform processes with an emphasis tle reform of public
administration and completion of the judicial refgr

e restructuring and privatisation of the economid@ecdependant on the state aid

« development of transport and energy infrastructure;

* improving the quality and the flexibility of labodorce through providing adequate
training in accordance with the labour market needs



2 ECONOMIC OUTLOOK
21 RECENT ECONOMIC DEVELOPMENTS

According to the quarterly GDP calculation estinsatéhe annual growth of real GDP
accelerated from 4.3% in 2005 to 4.8% in 2008 large contribution to the growth of
economic activity in 2006 came from the fixed capitormation (3.2 percentage points,
which is 1.8 percentage points more than the yediore). Besides stronger investment
activity, private consumption was also an importdniver of overall economic activity, its
contribution to real GDP growth remaining at theeypous year’'s level (2.1 percentage
points). The growth of government consumption asocelerated in 2006, to 2.2%, thus
contributing to the recovery of dynamics of oveffallal consumption. Net foreign demand
had opposite effects, its negative contributionrdal GDP growth being —1.1 percentage
points, mainly as a result of the fact that in 2@®@orts of goods and services grew faster
than the exports. Actual GDP growth was 0.2 pesgmfpoints higher than the projected in
the previous year's PEP, due primarily to fastemtexpected growth of fixed capital
formation and private consumption, while the growattexports and government consumption
was slightly overestimated.

In the first half of 2007, real economic growth w&8%. The largest contribution to GDP

growth in that period came from private consumptiwhich grew at the annual rate of 6.8%.

The 8.3% real growth of fixed capital formationthre first half of 2007 was a result of the

slowdown from 11.2% in the first quarter to 5.2%the second. In the observed period, the
real growth of exports of goods and services wa%6whereas the real growth of imports of
goods and services was 5.2%. Even though goodseamttes exports grew faster than the
imports, net foreign demand contributed negativelythe real GDP growth. Government

consumption grew evenly during the first and theogd quarter, and its real y-o-y growth in

the first half of the year was 2.7%.

The available monthly economic activity indicatdos the beginning of the third quarter
suggest that the positive trends observed in tisé lialf of 2007 will continue. The notable
recovery of foreign demand for investment and cor&ugoods alike has had a positive
impact on the growth of industrial production. Taeailable data on current production,
merchandise trade and changes in the inventoridsalf industrial products suggest that
investment consumption will continue to grow towsattle end of the year, which is in line
with strong acceleration of the annual growth ofiks loans to enterprises during the first
eight months. In addition, data on planned acdaisst of non-financial assets by the general
government are indicative of a recovery of pultieestment during 2007, accompanied by a
growth of private capital investment, which is esieel to be more moderate than last year.
Furthermore, steady growth of real retail tradeawer during the first eight months of this
year and improvement in consumer optimism comptodtlie beginning of the year — as the
Consumer Confidence Survey conducted by the Cro&taional Bank (CNB) in April and
July showed — suggest that positive developmengsivate consumption will also continue.
This is also confirmed by changes in regular and-megular sources of financing of
household consumption, and especially by a straogvttp of citizens’ disposable income
stemming to some extent from pensioners’ debt nmeays. Moreover, bank loans to
households grew during the second quarter of &as gt a rate similar to that recorded in first
guarter (above 17%, according to the average latanbe).

1 GDP data for 2005 and 2006 provided by the CeBuakau of Statistics (CBS) are preliminary and Hase
quarterly GDP calculation estimates.



In the first half of 2007, an exceptionally highoaomic growth was achieved, and the
available monthly economic activity indicators seggthat such strong economic dynamics
will continue, so that real growth for the entit@0Z is likely to be much higher than projected
in the PEP for 2006-2009.

The positive developments in the real sector in-2@@7 reflected on the labour market as
well. Thus, the number of unemployed persons reggdt with the Croatian Employment
Service (HZZ) at the end of August 2007 was 10.#48alker than at the same time previous
year. Furthermore, both the preliminary employnaata of the Central Bureau of Statistics
(CBS) and the data on the number of insured peraatiisthe Croatian Pension Insurance
Institute (HZMO), which are considered a more tdkashort-term indicator of movements in
employment levels, point to a continued annual ginowf the total number of employed
persons during the first eight months of this yéar.a result of the positive developments in
the labour market during the observed period, #te of registered unemployment at the end
of August was 1.5 percentage points below the lewveasured in the same month of the
previous year. The registered unemployment ratetdel 3.8%, its lowest level since 1997.
The results of the labour force survey for thetfiralf of 2007 are expected to confirm the
described developmefts

The annual growth of the average real gross easrpagd in the first eight months of 2007
was 4.2%, much higher than in the same period 6628lowever, as a result of the strong
growth of labour productivity during that periodpminal unit labour cost growth slowed
down, thus easing the cost pressure on productimh heaving a favourable impact on
inflation.

In 2006, the average annual inflation rate was 3@#6ch is 0.3 percentage points less than
estimated in the PEP for 2007-2009. Such depadiutfee actual figure from the estimate can
largely be explained by the factors on the suplg present in the autumn of 2006, namely a
decrease in the prices of crude oil in the worldketand the unusually warm weather that
resulted in lower prices of agricultural productghe domestic market.

The first seven months of 2007 saw a very mild lecagon of the annual consumer price
inflation, from 2.0% in December 2006 to 2.1% ityJ2007. In August, inflation grew faster
and reached 2.6%. Faster growth of the consumee pridex (CPI) in August can be
attributed to a shock on the supply side causednbseased prices of agricultural and
industrial food products due to unfavourable weattenditions, i.e. a drought. During the
first eight months of the year, core inflation rdse2.6% y-o-y, while the industrial producer
price index went up by 2.5% in the same period.

The stable exchange rate of the kuna against the fleelped to keep the inflation at a
comparatively low level during the first eight mbatof the year. The nominal exchange rate
of the kuna against the euro appreciated by 0.3Bglihe first eight months. In July and
August, the kuna exchange rate was exposed to @ppo& pressures stemming primarily
from the usual seasonal stronger inflow of foretgmrencies during the top tourist season.
Besides, the month of July also witnessed a stiofigw of foreign currencies due to
enterprises’ continued borrowing abroad. In thisitegt, note should be made of the
borrowing of Zagrebiki holding (the Zagreb City Holding) through the ELBOO million
Eurobond issue. In order to ease the appreciatesspres, the central bank intervened in the
foreign exchange market in July, for the first tités year, by purchasing a total of EUR

2The Labour force Survey is the most comprehensiveey of the labour market characteristics, ancaisied

out on a sample of Croatian households in accomlavith the methodological rules and principles loé t
International Labour Organization (ILO). In 2002t6BS has started processing and publishing thétsesn a

quarterly basis. The latest available survey regubtthe 11.2% unemployment rate for the first quat007.
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139.0 million from commercial banks in two auctioBaring the first eight months of 2007,

the indicator of exporters’ price competitiveneightly deteriorated, as suggested by the
movements in the index of the real effective exgearate of the kuna which appreciated
during the period by 1.5% deflated by consumergsriand by 1.2% deflated by producer
prices.

Monetary developments in 2007 were characterisethéyadoption of the Decision on the
Purchase of Compulsory CNB Bills, which suppleméritee CNB’s existing set of monetary
policy instruments aimed at slowing down the growthbanks’ placements and reducing
external imbalances, the current account defiait faneign debt in particular. Pursuant to the
Decision, banks’ placements in 2007 may grow by H%he most without being subject to
the purchase of the compulsory CNB bills bearingegy low interest rate, while placements
growth above the 12% limit is the basis for thechase of the CNB bills, with the rate of
purchase being 50%. While bank placements did gnone slowly than in 2006, commercial
banks already exhausted much of the credit growmit during the first half of the year,
which prompted the CNB to further tighten the measprescribed in the Decision in June.
In the amendments to the Decision, the CNB intreduthe monthly 0.5% limit for the
growth of bank placements during the second halfefyear, which means that in the second
half of the current year bank placements may grg\3%.

The developments during the first eight months@f2are indicative of slower credit activity
of commercial banks. Thus, bank placements to timelanking sector grew by 9.3%, which
is 3.9 percentage points less than in the samegkst year. Such developments reflected on
the annual growth rate of bank placements, whidpged from 22.9% at the end of 2006 to
18.7% at the end of August 2007. Corporate loaocsrded an annual growth rate of 17.0% at
the end of August, while household loans grew sona\iaster, i.e. by 20.2%.

Slower growth of bank placements during 2007 réfléclso on banks’ needs for foreign
funding. Taking into account the effects of the gnaal reserve requirement, according to
which commercial banks are obliged to make a dépoti the central bank equalling 55% of
their new foreign borrowings, as well as the insegh interest rates in the Eurozone,
commercial banks switched from foreign to cheaeneistic sources of financing. In the first
eight months of 2007, foreign liabilities of commiat banks fell by EUR 1.9 billion or
18.2%. On the other hand, strong growth of domesiiarces of funds continued, so that at
the end of August 2007 total liquid assets (M4)gbsy 19.0%, due primarily to the growth of
deposits during the summer months as a resultsafcaessful tourist season. The strongest
growth was recorded by foreign currency depositickvare traditionally the most common
type of bank deposits (accounting for over 65%otdltdeposits). Their annual growth rate at
the end of August was 21.6%, while kuna deposiesvgat the rate of 16.3%. Money (M1)
recorded the annual growth rate of 19.4%, witheney outside banks and demand deposits
contributing evenly to such growth.

International economic relations in 2006 were mdrkg the widening of the current account
deficit to 7.7% of GDP. This was mostly a resultle increased negative balance (deficit) in
merchandise trade, which was only partly offsefdwpurable results in international services
trade. When it comes to foreign debt, its shar&DP grew by 3 percentage points during
2006 compared to the year before and reached 8B53%DP. Such growth is mainly

attributable to enterprises' direct foreign bornogviwhich largely substituted slower growth

of banks’ borrowing abroad, while the Governmemt,tloe other hand, reduced its external
debt. The 2006 figures differ slightly from the exfations incorporated in the previous PEP
(the relative indicators of the current accountiaitefand foreign debt are higher by 0.2

percentage points and 0.9 percentage points, magglgl On the current account side, the
divergence is mainly a result of larger importsgobds, whereas the results in exports of
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goods and services are better. The fact that iwtgrof foreign debt in 2006 was higher than
forecasted in the previous PEP can mostly be atathto higher-than-expected growth of
foreign borrowing on the part of enterprises.

After its strong growth during 2006, the current@mt deficit continued to widen during the
first two quarters of 2007 to reach EUR 3.4 milliavhich is 3.6% more than in the same
period last year. Its growth is mainly a result afgrowing imbalance in international
merchandise trade, which was only partly neutrdlisg good results in international service
trade and favourable movements in the factor incaaoeunt. Still, it should be noted that the
current account deficit grew more slowly in thesfiihalf of 2007 than in the corresponding
period previous year, when its annual growth ratehed 23.7%.

As for exports of goods, their annual growth raé from 16.1% in the first eight months of
2006 to 11.4% in the corresponding period in 20@vthe largest extent, such slowdown is a
result of reduced exports of energy products (a&tamnd industrial gas, and electricity) and
certain food products, such as coffee, tea, condaspices, as well as fish and fish products.
At the same time, exports of other transport eqeipnimainly ships), electrical machinery,
apparatus and appliances, along with exports afecnil and petroleum products performed
very well.

In the first eight months of 2007, the value o&tamports of goods increased by 10.8% at the
annual level, which is 4.4 percentage points l&éss tin the same period last year. Such
slower annual growth can largely be explained luced imports of natural and industrial
gas, sugar, sugar and honey products, as welatseleand fur products. By contrast, imports
of road vehicles, iron and steel have continuegrtov fast, with increased imports of general
industrial machinery and equipment making a stroagtribution to the growth of overall
imports as well. Imports of capital goods have alsotinued to grow, yet at a lower rate than
in the first eight months of 2006 (13.6% compared4.2%). Speaking about other Sections
of the Standard International Trade Classifica{i8flrC), the growth of imports of crude oil
and petroleum derivatives should not be disregarés@n though it was much slower
compared to the last year’'s corresponding peri@hkb to the fact that the growth of the
prices of crude oil in the world market stabilised.

In terms of geographical structure of foreign tradethe first eight months of 2007, as

compared to the entire last year, the share ofBWecountries (excluding Bulgaria and

Romania) in Croatia’s total goods exports decreaggeoharily as a result of a reduced share
of exports to the old Member States, Italy and Sameith particular. On the other hand, the
share of exports to the new Member States in CemntichEast Europe went up thanks mainly
to a greater share of exports to Malta and Hungé@g share of developing countries in
Croatia’s total goods exports grew moderately dutime first eight months of 2007, which

can largely be attributed to an increase in theesb&exports to the countries in the region,
primarily Bosnia and Herzegovina, Serbia and Moegga. On the imports side, the share of
developed countries increased slightly, due mamharger imports from the old EU Member

States, Italy in particular. As for imports fromvaéoping countries, the share of imports from
Bulgaria decreased the most.

In the first half of 2007, there was a net infloWElJR 2.6 billion into capital and financial
account. Compared with the first half of 2006, achstronger net inflow was recorded in
respect of foreign direct investment (FDI), whereas$ outflow associated with portfolio
investment, as well as net inflow in respect ofeotimvestment were smaller than last year.
Larger amounts of FDI relate mainly to equity inwesnt, with recapitalisation in certain
banks accounting for a predominant portion. Apaof that, considerable equity investments
were made in the trade sector, and also in the&xtn of crude oil and natural gas sector.

-6 -



During the first half of 2007, EUR 371 million netitflow was recorded in the portfolio
investment account because the growth of foreigretasof domestic sectors outpaced the
growth of their foreign liabilities in the same [@el. The growth of foreign assets can mainly
be attributed to increased investment by domestiestment funds into equity securities in
the international market, while the increase ibiliaes results largely from the new EUR 250
million bond issue by the Croatian Bank for Recamngton and Development (HBOR).

EUR 1.4 billion net inflow in the other investmeatcount which was recorded in the first
half of 2007 is to the largest extent attributabléurther increase in liabilities of the domestic
sectors, enterprises in particular. However, asbidneks’ and government’s liabilities were
reduced during the same period, total growth dfiliizes in respect of other investment was
less than a half of the growth measured in theyeaat’s corresponding period. At the same
time, the amount of the domestic sectors’ foreigsets declined, due mainly to the
withdrawal of cash and bank deposits even thouglesttent of such withdrawals was much
smaller than in the first half of last year.

According to balance of payments data excludingss@irrency changes, international
reserves went up by EUR 472 million during thetfinalf of 2007, which is almost three
times less than in the comparable period last y®ach considerably smaller growth of
international reserves can mainly be explained diyroercial banks’ reduced allocations of
the foreign currency reserve requirement, includivgmarginal reserve requirement, but also
by reduced central bank’s interventions. Accordimgnonetary statistics data which include
cross-currency changes, international reserves grew.1% during the first six months of
2007 to reach EUR 9.2 billion at the end of Junlew8r annual growth of international
reserves continued into the months of July and Atidue also to commercial banks’ reduced
foreign liabilities, i.e. reduced allocations ofetHoreign currency reserve requirement,
including the marginal reserve requirement.

In the first eight months of 2007, gross externabtdwidened by EUR 1.2 billion (4.2%),
reaching EUR 30.4 billion at the end of August,admng to preliminary data. In terms of
individual economic sectors, the growth of extemhelbt in the period reviewed is attributable
exclusively to enterprises (which account for thsgést share of other domestic sectors) in
that their foreign liabilities, including liabiligis to associated companies abroad (on the basis
direct investment into enterprises) went up by ERJRDbillion. As a consequence, the annual
growth of corporate external debt accelerated t®%4 its share in total external debt
increasing to the level of 50.5%. During the fegiht months of 2007, the government sector
reduced its external debt by EUR 0.1 billion, wtitke liabilities of commercial banks went
down by EUR 1.9 billion in the same period, so th@ortion of external debt, including
hybrid and subordinate debt instruments (direcestment into banks), amounted to EUR 8.5
billion at the end of August, down 18.1% from thmel ef 2006.



22 MEDIUM-TERM ECONOMIC SCENARIO

The medium-term macroeconomic projections are basdithe released GDP and balance of
payments data for the first two quarters and othigh-frequency indicators of economic
activity available for the first eight months of @0 The forecasts for the real and external
sectors have been aligned with the fiscal projestioontained in the medium-term fiscal
programme. The programme assumes continuationeointiplementation of the structural
reforms set out in this year’'s PEP, as well as ttasaaccession to the EU in 2009.

The macroeconomic policy mix on which the programmbased is characterised by fiscal
consolidation and preserved stability of the kumahange rate. The monetary policy is
focused on maintaining the exchange rate stabilityrder to keep inflationary expectations
under control. In the situation of substantial fgre capital inflows, strong appreciation
pressures are present, while aggregate demand ,gttowgsimpacting negatively on current
account deficit. With a view to narrowing the ekigtgap between savings and investment,
the fiscal policy is focused on reducing furthes ftscal deficit, which will allow the external
debt as a share of GDP to stabilise and decreasdlm medium term.

2.2.1 Real sector

The quarterly GDP calculation indicates real y-eepnomic growth of 7.0% in this year’s
first quarter and 6.6% in the second, or 6.8% wmfitst half of the year. The projection for
the whole 2007 assumes a 6% real GDP growth, whkidl2 percentage points more than in
2006. Real economic growth of 6%, with the antit#pa3.1% growth of implicit GDP
deflator in the current year, would result in acre@ase of the kuna value of GDP of an
estimated HRK 23.2 billion, i.e. GDP at currentcps would stand at HRK 273.8 billion at
the end of the year.

Positive developments in the real sector are ergetd continue in the next several years,
with economic growth being expected to reach 6.6%% 7.0% in 2008, 2009 and 2010,

respectively. To some extent, such positive expiects rest on the assumption of Croatia’s
EU accession in 2009. Based on the experiencdseaiew EU member states from the 2004
enlargement, EU membership is expected to giveamgtimpetus to economic growth. A

positive contribution is also expected to come froamtinued structural reforms and the
resulting improvement of the business climate, Whidgll help strengthen the private sector,
while the narrowing of fiscal deficit will open ugw opportunities for the private sector.

According to estimates, y-o-y growth of the imgli@DP deflator should fall from 3.9% in
2008, to 3.3% in 2009, and 3.2% in 2010. The iniplflator movements follow the
movements in the consumer price index, but thesratechange of the implicit deflator are
higher in all the periods under review. The differe is a result of higher estimates for the
government consumption deflator, which results fttwe method of its calculation assuming
constant productivity. It means that in the segnoénnhe government consumption relating to
the compensation of employees, real growth reptesemly the growth of the number of
employees, while the increased deflator accoumtshéorest.

Throughout 2007, private consumption has recorttet@ recovery, as shown by its real y-o-
y growth of 6.8% in the first half of the year. Fitve entire 2007, private consumption is
expected to grow at a rate of 6.0% in real ternie fiecovery of private consumption can be
explained by the 1.3% y-0-y employment increase taed3.1% real growth of net wages in
the first eight months. This, along with the comgedion paid to pensioners (i.e. pensioners’
debt repayments), has had a positive impact orgtberth of households’ real disposable



income. The growth of private consumption has deen supported by the growth of
household loans even though their y-o-y growthniscgpated to slow down towards the end
of the year. While the average y-o0-y real growtlhofisehold loans (excluding housing loans)
has been slowing down during the past several rspittihe first eight months of the year, it
was still higher than in the same period last year.

Private consumption is expected to contribute gfivoto real GDP growth in the remaining
years of the projection period as well. Real growthprivate consumption is estimated at
5.4%, followed by 5.1% in 2009 and 2010. Such ghowot private consumption will be a
result of the projected growth of wage bill arisitgm faster growth of employment and
wages which follows intensified economic activitiBesides the increase in disposable
personal income, consumer optimism could be additip boosted by anticipated further
increase in the value of household assets. Thesgefot only to real estate prices, but also to
the value of financial assets such as shares aedtment funds assets. At the end of 2006,
Croatian individuals held shares with total markatue of almost HRK 28 billion, not
including the value of their shares in investmamds. This effect should be taken into
account particularly in the context of Croatia’€@ssion to the EU as optimistic expectations
will continue to grow.

Figure 1: Contribution of aggregate demand categdo real GDP growth
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After a very strong 10.9% real growth of fixed dapformation in 2006, the first half of 2007

saw a slowdown to 8.3% y-0-y. For the entire 20@al growth of this aggregate demand
category is expected to be at 7.5%. Public investrimeroad construction is expected to make
an important contribution to investment growth ©0Z. While a positive contribution of the

government investment is expected in the perioer 007, the private sector will still be the
main generator of investment. For each year duttregperiod 2008-2010, real investment
growth of 7.2% is projected, as a result of impbbesiness and investment climate.

The government consumption projection is basechembminal general government budget
data. Real growth of the government consumptiothexrelevant period is determined by
expenditures for the use of goods and servicesgsno increase in the number of public
service employees is expected. The projection @072shows a 4.2% real growth of the
government consumption, as a result of faster drmiexpenditures for the use of goods and
services. Slower growth of this expenditure catgguaitl reduce the real growth rates of the
government consumption to 1.8%, 1.4% and 1.6% 082Q009 and 2010, respectively. It is
therefore realistic to expect somewhat strongetrimrtion of the government consumption



to real GDP growth in 2007, with moderate positeatribution in the subsequent years until
2010.

Real y-o0-y growth of goods and services exportelacated from 3.0% in the first to 8.9% in
the second quarter of 2007, while cumulative growttine entire first half of the year stood at
6.3%. In view of the 13.6% y-0-y growth of the exgoof goods in the months of July and
August, and considering also the y-0-y increas¢ha number of nights spent by foreign
tourists in the same period, real growth of gooald services exports for the entire 2007 is
expected to be 8.0%. In the upcoming period, gaous$ services exports are expected to
grow even faster, i.e. by 9.3%, 10.0% and 10.5%0@8, 2009 and 2010, respectively. Faster
growth of exports will be spurred by favourable mmmic growth prospects in the Croatian
main export markets (Italy, Germany, Austria andv8hia), by further strengthening of
integration processes, productivity growth, as aslthe anticipated implementation of export
promotion projects by the Ministry of Economy, Laband Entrepreneurship. While real
growth of goods and services imports is expectettelerate in 2007 to 7.5%, in the years to
come, their growth is expected to slow down in paraith slower growth trends in personal
consumption and investment. Thus, real growth afdgoand services imports is projected at
7.1%, 6.8% and 6.6% for 2008, 2009 and 2010, réispede It follows from the above
projections that net exports of goods and serwadismake a negative contribution to real
GDP growth in 2007, whereas their contribution e subsequent years is expected to bi
positive.

A medium-term projection of gross value added (G\Vi&\)based on the full compliance
between GDP calculations according to the experalémd the production method i.e. it is
assumed that there is no statistical discrepantlgarprojection period. In the medium term,
indirect tax revenues reduced by subsidies at supmgces are expected to grow faster, which
largely follows the projected economic growth.dtfurther assumed that the structure of the
economy will not change significantly over the mediterm. Industry and construction are
expected to be the fastest growing economic aesvin the medium term, while the growth
of value added in the services sector is likelylag slightly behind the growth in those
sectors. However, the services sector is still ebqueto be the largest contributor to overall
economic growth. As regards agriculture, unfavoleralveather conditions in 2007 are
expected to have negative effects, however therdyasaof value added is likely to recover in
the years to come, partly as a result of the ati; of the pre-accession SAPARD funds
intended for agriculture and rural development.

Figure 2: Sectoral contributions (in percentagen{®)ito real GDP growth
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mmm Construction

EE Industry

_ EEm Agriculture

—&— GDP
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Source: CBS, MF
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Favourable developments in the labour market ptedenng 2006 continued into 2007, so
the average number of registered unemployed peligothe first eight months of 2007 was
reduced by 7.9% y-o0-y. In line with such developtegethe ILO survey unemployment rate is
expected to fall in 2007 to 10.2%. Furthermorés @nticipated that the employment rate will
continue to rise until the end of the projectiomipe as a result of faster economic activity,
while the unemployment rate will fall to 9.2%, 8.186d 6.9% in 2008, 2009 and 2010,
respectively. The projected economic growth willt nme fully reflected in increased

employment, which will result in higher productiviin all the years during the projection
period. The projection further assumes that througlhe relevant projection period wages
will not grow as fast as productivity, so real uatbour costs will decline further.

2.2.2 Inflation

The average annual rate of inflation in 2006 wa&8a3.which is 0.3 percentage point lower
than projected in the previous PEP. The differaaae consequence of favourable factors on
the supply side which were present in the autumR086. Namely, the decrease in crude oil
prices in the world market and the unusually wareather that brought down the prices of
agricultural products in the domestic market.

As the price increase in the period from SeptentbeDecember 2006 was smaller than
expected, the carry-over effect on the 2007 averafiation was weaker than originally
projected. As a result, the projection for the agerannual consumer price inflation rate in
2007 was downward revised to 2.5% (0.7 percentagggpdown compared to the previous
PEP).

Table 1: Consumer price index, %

2006. : 2007.p i 2008.p : 2009.p : 2010.p
CPI, PEP 2007.-2009. 3.5 3.2 2.8 2.6 -
CPI, PEP 2008.-2010. 3.2 2.5 3.1 2.6 2.5

Source: MFIN

As noted above, there was a modest increase irartheal consumer price inflation rate
during the first seven months of 2007, from 2.0%orded in December 2006 to 2.1% in July
2007. However, August saw somewhat faster riséeniniflation, which reached 2.6%. This
was a consequence of a shock on the supply sidle,pnices of agricultural and industrial
products rising due to poor weather conditions,a.drought, which reduced crops in Croatia.

In the remainder of the year, there will be a tiskt increased prices of agricultural products
may spill over into prices of certain food producke risk is even more prominent in view
of the fact that food products and non-alcoholiedvages account for 30.5% of the consumer
basket used to calculate the consumer price in@éxprice movements in the world market
pose another risk for achieving the projected tidtalevel in 2007. After a drop in August,
crude oil prices began to rise again in the fiedf bf September.

On the other hand, it is also possible that — gibhenstiff competition among them — retailers
will relinquish some of their margins on food prothi Also, it is expected that long-term
agreements binding on producers and retailers eafle pressures for price increase in the
remainder of this year. Besides, as part of itereffto ease the present price pressures, the
Government passed a decision introducing exporesiun wheat in September. As regards
oil prices, positive effects are expected from @EBEC decision to increase the official
production level of crude oil by 500 000 barrelday as of 1 November 2007. Furthermore,
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in order to mitigate the effects of higher oil mscin the world market, the Croatian
Government reduced the excises on all types ofadele petrol last April.

The consumer price index is projected to grow W#@y-0-y in 2008. The increase in the

average annual rate of consumer price inflatiomf&5% in 2007 to 3.1% in 2008 is a result

of a higher inflation level carried over from theepious year. The forecast of consumer price
movements in 2008 rests on the assumption thatuha to euro exchange rate will remain

relatively stable. In accordance with the antiagamovements of the US dollar against the
euro in the international foreign exchange mark#ts, year 2008 should see a moderate
appreciation of the average nominal kuna to USadakchange rate. The strong exchange
rate of the kuna against the US dollar eases tthationary pressures stemming from the

rising prices of crude oil and certain other rawtenals in the world market.

The 2007 drought, as well as a potential furthee nn oil prices are likely to impact
negatively on the inflationary developments in 2008e drought has reduced crops thus
causing the prices of corn — being the most importadder — to rise, which in turn could
lead to higher prices of meat on account of in@dgsoduction costs. The described effects
will be mitigated by the Government’s decision fréxagust 2007 introducing export duties
on corn and providing for its duty-free imports. @e other hand, assuming that the drought
will not occur again in 2008, it is realistic top®ct a decrease in the prices of agricultural
products in the second half of the year, as wellagsositive base period effect on the
reduction of the annual rate of change in the prafeagricultural products.

According to a report released by Barclays Capitall2 September 2007, the average price
of crude oil in 2008 is estimated at USD 73.8 parrdd, which is 10.4% more than the

estimated price for 2007. The IMF analysts aremjgtic as regards movements in the prices
of other raw materials (excluding energy produatsjing 2008. They have forecast an

average 7.8% price decrease compared to 2007,mdthl prices falling by a strong 13.9%.

Apart from that, there is uncertainty as to eledlyiprice developments once the Croatian
market is fully liberalised in mid-2008. As of 1Iyw®008, household consumers will also

have the right to choose their electricity supplier

Lower inflation rates are forecasted for 2009 a@#i(®as the negative impacts of the shock on
the supply side (i.e. the drought) will graduallgappear. So, consumer prices are expected to
grow at the average annual rate of 2.6% in 20@9 growth slowing down to 2.5% in 2010.

2.2.3 Monetary and exchangerate policy

The main goal of the monetary policy, which is iepkented by the CNB, is to achieve and
maintain price stability. In pursuing that goale tGNB uses — as an indirect goal — an anchor
in the form of a stable nominal kuna to euro exgearate. The choice of the nominal anchor
reflects the circumstances in which the monetaficypas implemented in Croatia, primarily
the openness of the Croatian economy and a higheéegf its euroisation, due to which
exchange rate movements have a strong effect datianfary expectations, the financial
system stability and economic activity at large.

The CNB applies a managed float regime, which méaaisthe exchange rate of the national
currency against the euro is formed freely in tbheeijn exchange market depending on
movements in supply and demand, while the centmak tries to prevent excessive exchange
rate volatility through occasional interventionstire foreign exchange market (auctions). In
view of increased capital inflow from abroad, thEChas most often been faced with kuna

3 Average price of crude oil of WTI and Brent types.
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appreciation pressures over the past several ysars interventions have mainly involved
foreign currency purchases from banks. Increasesigio currency supply is primarily a result
of significant inflows from tourism, intensive foga borrowing, privatisation revenues,
expectations on the part of market participants &tely, of banks’ recapitalisation.

Despite the described circumstances and pressumréBeokuna exchange rate, the current
exchange rate policy has proven successful in maing the stable exchange rate and low
inflation. During 2007, the monetary policy measuteave produced a stable monetary
environment, thus easing the pressures on the tkuaaro exchange rate, so the interventions
in the foreign exchange market were much less &egthan in previous years. At the same
time, the inflation has remained low.

In the circumstance of free movement of capitad,ithportance of a stable exchange rate lies
in the fact that it limits the functioning of theahsmission mechanism through the interest
rate channel. Thus, instead of determining therasterates in the domestic market by
extending loans to commercial banks, the CNB s$eslkuna liquidity surplus resulting from
the conversion of capital inflows. The CNB operasioin the open market, which were
successfully introduced in 2005, have thereforenigdieen used for liquidity management
rather than conducting the interest rate policye Taserve requirement remains the main
sterilisation instrument and is calculated at tlaerof 17%. On account of its EU
approximation, Croatia will gradually lower the eege requirement rate.

The CNB continues to implement the measures aintechitigating external imbalances,
primarily the high level of commercial banks’ fagai borrowing, mainly used to finance
domestic consumption and therefore causing furthdening of the current account deficit.
The marginal reserve requirement, which was intcedun mid-2004 and tightened in 2005
and 2006, has increased the cost of foreign fimgnéor commercial banks, with higher
interest rates in the eurozone adding to the eficy of the instrument. Faced with the
requirement to allocate 55% of the growth of thereign liabilities, commercial banks have
intensified their efforts to attract domestic sas©f funding. To this end, the banks have
particularly strongly encouraged foreign-currencyleéxed savings because the minimum
foreign exchange liquidity requirement did not app this type of deposits. However, in
September 2006 the CNB made amendments to thei@ecois Minimum Required Foreign
Exchange Claims to the effect that kuna liabiliiedexed to a foreign currency were also
included in total foreign exchange liabilities witihe aim of ensuring the minimum foreign
exchange liquidity within the system and slowingvddbank credit growth.

It should be noted that a number of prudential lstgans have also been amended as regards
the classification of bank placements and contihgjabilities, as well as capital adequacy,
with the aim of reinforcing the existing monetamipy instruments. The most important of
those amendments requires from commercial banksk# currency-induced credit risk into
account when determining overall credit risk. Ie tircumstances of faster credit growth, the
banks have tried to offset the monetary policyrinsients applied and the amendments to the
prudential measures by substantial bank recaitaiis. Thus, commercial banks’ capital was
increased by an aggregate HRK 5.1 billion (EUR lBillilon) during 2006, and the trend
continued into 2007, with fresh bank recapitalmatamounting to HRK 7.3 billion (EUR 1
billion) in the first eight months alone. Since th@mestic banks are predominantly foreign-
owned, bank recapitalisation has resulted in anfthti inflows of foreign capital and further
kuna appreciation pressures, while at the sameitnpeoving the system’s financial stability.

In spite of all the measures implemented by the Chdhk placements grew by 22.9% in
2006. This prompted the CNB to adopt the Decisionttee Purchase of Compulsory CNB
Bills at the end of 2006 with a view to slowing dowhe growth of bank placements. Under
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the Decision, all banks whose placements grow abeedimit of 12% annually during 2007
are required to make a cash deposit with the ddvdrk at a very low interest rate. While the
banks are allowed to distribute freely their cregdwth of up to 12% throughout the year, a
substantial part of that permitted growth alreaabktplace by June. Therefore, the provisions
of the Decision were tightened and the monthly 0sk#-limits introduced applicable to the
opening balances as at 30 June 2007. In the iniaion of the Decision, the portion of the
annual credit growth not subject to the requirenrefgrred to entire bank assets, including
balance and off-balance sheet items likewise. Soamés took advantage of those provisions
and found additional room for credit growth by reithg their off-balance sheet items, current
account overdraft facilities in particular. It wasgactly for that reason that the tightening of
the Decision in June 2007 included also provisionsseparate monitoring of on-balance
sheet and off-balance sheet items. The aim is sarenconsistent pursuance of the monetary
policy goals.

In the first eight months of 2007, bank placemeyrtsv by 9.3%, compared to 13.2% in the
corresponding period of 2006. The CNB projectiomggest that the growth of placements is
likely to slow down to 12.8% by the end of 2007.eTBecision on the Purchase of
Compulsory CNB Bills will remain in effect throughtb2008, and the credit growth limit will
be determined shortly at a level that will allons&inable economic growth to continue. On
the other hand, as kuna savings continue to graltt@a monetary policy instruments remain
in force, particularly those concerning the resimits on commercial banks’ credit growth
and foreign borrowing, it is realistic to expectther reduction of banks’ external debt and,
consequently, the assets allocated under the nargserve requirement. Continuation of
such trend will facilitate the abolishment of thanginal reserve requirement — as a measure
of capital control — which the CNB is required to loefore its EU accession. The amount of
assets thus released will not be substantial amdidghnot result in excessive liquidity.
Besides, some instruments to mitigate potentiadsanees will be available to the CNB as part
of its operations in the open market.

2.24 External sector

After the share of the current account deficit iDRshas grown during 2007 as anticipated,
the next three years should see its gradual dedlimes, after the anticipated 8.1% of GDP in
2007, the current account deficit could fall grdduto the level of 6.5% of GDP in 2010.
Besides, the relative external debt indicator ipegxed to improve, so the share of external
debt in GDP could decrease from 85.3% in 2006 t&%4n 2010.

Compared to the previous PEP, the expectationgdiagainternational economic relations
are less optimistic (the projected relative inddcaif current account deficit is higher by 0.2
percentage points on average). This can largelttobuted to the fact that the performance
in 2006 and in the first half of 2007 was below #xpectations set out in the previous PEP.
Besides, in comparison to the previous year's RE€ projected figures are now more under
the impact of the expected strengthening of oveeslbnomic activity, and private
consumption in particular.

In the period from 2008 to 2010, a gradual increasexports of goods is expected as a result
of solid foreign demand in the EU countries andher growth of exports to the countries
within the region, which should also be spurred tbg CEFTA enlargement. Besides,
exporters’ business operations should be facititdig stronger support coming from the
HBOR and the Ministry of Economy, Labour and Entesgurship, as well as general
improvement of the business climate and operatimgli¢ions.
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As regards merchandise imports, the growth is eerpeto slow down in 2008, largely as a
consequence of slower growth of private consumptamintended by the tightened CNB
measures, and slower investment growth. Neverthelles growth of imports will remain at a
relatively high level in the context of anticipatedensification of economic activity. Some
projections suggest that crude oil prices in theldvamarket will stay high, thus increasing the
value of imported crude oil and petroleum prodaetd, consequently, total goods imported.

The anticipated steady growth of net income frontermational service trade reflects
continued growth of tourist revenues. The factoosmticbuting to such growth include

investments into accommodation facilities, theiproved structure (larger number of hotels)
and better quality (higher-category facilities)glmer occupancy rates and more foreign
visitors. Besides, improvement and diversificatadriourist offer in general can be expected,
as well as the prolongation of tourist season.

After the projected narrowing of the deficit in tfeetor income account during 2007, partly
as a result of a notable increase in revenues dmmpensation of employees and the CNB
revenues stemming from investments of internatioes¢rves, the years that follow will see
the factor income account deficit widening again. t®e one hand, it could be a result of the
anticipated slower growth of revenues in respeatashpensation of employees and smaller
CNB revenues. On the other hand, taking into accmt@nsified economic activity, business

results of local enterprises are likely to improgead this, along with increased equity FDI,

should result in increased expenditures for eqoitgstment.

The surplus in the current transfer account is ebgaeto continue decreasing in the projection
period. On the revenue side, a moderate annualtrsvexpected, mainly as a consequence
of economic growth in the EU countries, from whiahsubstantial part of total transfers
originate.

Figure 3: Current account balance and net foreigectinvestment

as % of GDP

2003 2004 2005 2006 2007p 2008p 2009p 2010p

Emm Current account balance (as % of GDP)
—&— Net FDI (as % of GDP)

Source: CNB, MF

The very high FDI inflow into Croatia during 2003 mainly a result of substantial banks’
recapitalisation, and note should also be madheoittitial public offering (IPO) of the shares
of T-HT (Croatian telecom) in October, which madsteong contribution as well. During
2008, equity investment not associated with prsaion or bank recapitalisation is expected
to grow further thanks, among other things, to Gatmattractive geographic position, stable
macroeconomic conditions, developed infrastructamed relatively well-educated labour
force, as well as the efforts made by the Agencytfe Promotion of Exports and Investment
(APIU) in promoting Croatia as an attractive dediion for foreign investors. The alignment
of legislation with theacquis communautairghe implementation of necessary reforms, the
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regulation of land registers, and the simplificatiof company formation procedures, along
with the prevention of corruption, all these arg@eoted to have a positive impact on future
FDI into Croatia.

With regard to foreign assets of the domestic sectib is expected that investments by
mutual funds into foreign securities will contintee grow throughout the projection period.
International reserves are also expected to inergeag at a lower rate than in previous years
because the foreign exchange reserve requiremaatuding the marginal reserve
requirement, will be lowered. In the projectionipdr the reserves are expected to suffice for
more than five months of imports of goods and sexwi

In 2007, the share of external debt in GDP coulttelse by 0.7 percentage points compared
to the year before which will be partly result aitiaipated reduction of banks’ foreign
liabilities despite of direct foreign borrowing ehterprises. Following a reduction during the
previous two years, the government’'s external delikely to grow in 2007, due mainly to
foreign borrowing by the HBOR. In the years ahdhé, relative indicators of external debt
are expected to decrease gradually, primarily essalt of further reduction of commercial
banks’ foreign liabilities. The consolidated gehgaernment will rely predominantly on the
domestic sources of funds, so new foreign borrowirigbe smaller than repayments of debt
due. In this context, it should be mentioned trahwgrai bonds worth JPY 25 billion will
mature in 2008, with samurai bonds in the nomimabant of JPY 25 billion and eurobonds
in the amount of EUR 500 million maturing in 2008hile eurobond issue in the same
amount falls due in 2010. Enterprises’ externaltagelexpected to grow during the projection
period, but the growth will slow down towards thedeof the projection period. Such
expectation rests on anticipated deepening of gdmeedtic capital market, which should give
new impetus to domestic borrowing. As a result,dhare of external debt in GDP will fall to
84.4%, 84.2% and 84.1% in 2008, 2009 and 2010¢ectisely.

In the framework of capital account liberalizat@amd in line with last years PEP, Republic of
Croatia continued with liberalization of capitahmisactions during 2007. Cash transactions of
non residents by their accounts in domestic bankdguly liberalized and full liberalization
of portfolio investments in and from the Republi€ Groatia is achieved. Beside the
mentioned, Act on the Amendments to the ForeigrhBrge Act regulates precise deadlines
to abolish remaining restrictions that concern dépoy transactions of non residents,
approval of short term financial loans to non resid and cash transactions. Also, Republic
of Croatia removed restrictive provisions from athaws which restricted cross-border
investments in or from the Republic of Croatia. Reed are the provisions which forbid to
brokers executions of clients orders for investrmemtthe countries which are not member of
EU or OECD and provision according to which indivédl shareholders of Central Depositary
Agency weren't allowed to own more than 10% votshgres while the same wasn’t the case
for the Republic of Croatia which was allowed tovéaéhigher percentage of shares. The
provisions according to which state had privilegedess to the funds of savings and loan
associations were removed.

The goal of the Republic of Croatia is full libaraition of capital transactions as of January
1% 2009. This will be accomplished by coming intocof particular provisions of Foreign
Exchange Act which precisely determine further paickéberalization. From January' 2008
additional liberalization of cash transactions umés between residents and non residents will
be carried out. Also, obligation of statistical ogjing of credit transactions with foreign
countries will cease to bi condition for realizatiof credit transactions. From January 1
2009, deposit transactions, approval of short tenancial loans, cash transactions between
residents and non residents and taking in andfozash in kunas and foreign currency will be
performed freely.
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3 PUBLIC FINANCE
3.1 GENERAL GOVERNMENT BALANCE AND DEBT
3.1.1 Policy strategy and medium-ter m objectives

The fiscal policy for the next medium-term periodl Wwe based on the Economic and Fiscal
Policy Guidelines for 2008-2010 adopted by the Gowent in August 2007, which define
the goals and direction of the fiscal policy in thext period. Fiscal policy is part of the
overall economic policy aimed at achieving long¥tesustainable economic growth and
reducing unemployment, while simultaneously inciregaghe competitiveness of the Croatian
knowledge-based economy. Accordingly, the fiscedtegy will be oriented towards further
fiscal adjustment and creation of additional oppoities for the private sector so as to enable
faster economic growth, the reduction of unemplayimend the increase of employment,
balancing of the budget, cutting of the public deind the stabilisation and reduction of the
external debt.

The fiscal policy will build on the current poliayf strong fiscal adjustment by which net
lending/borrowing (fiscal deficit according to tHeSA 95 methodology) was more than
halved: from -5.5% of GDP in 2003, to -2.2% of GIDR2006, to an estimated -1.6% of GDP
in 2007. Such reduction of the fiscal deficit wasult of the improvement and regulation of
the system of public finance through the strengtigenf budget management, introduction
and expansion of the Treasury single account, doitbon of budgetary analyses and
measurement of fiscal effects, as well as the gtheming of tax administration with a view
to combating grey (unofficial) economy. Since tloeus will remain on efficient use of
budgetary resources, while fiscal adjustment vaiithue, the forthcoming period is expected
to see further reduction of net lending/borrowingni -1.6% of GDP in 2007, to -1.5% of
GDP in 2008 and -0.6% of GDP in 2009, with surpbeng recorded in 2010, i.e. net
lending/borrowing will stand at 0.2% of GDP. It sid be pointed out that the downward
movement in net lending/borrowing will exclusivddg a result of the structural measures and
fiscal adjustment, rather than increases in thatiexj taxes or introduction of new ones,
which would impose additional burden on the economy

In keeping with the above, and in view of the néeanaintain the present direction of the
fiscal policy over the medium term and to ensuréhier development of a functioning market
economy, while at the same time increasing competiess and employment in Croatia, the
implementation of the following policies and measuis of utmost importance:

* Ensuring even economic growth in all Croatian ragjo

« Channelling resources into education, sciencehéurtraining for all age groups and
encouraging the development of a knowledge-basadtyp

* Encouraging employment and development of entreneship;

 Completing the transition process by implementiregtnucturing plans in the
shipbuilding sector, restructuring and modernisaptans in the railway sector and by
completing the privatisation process;

* Continuing the judicial reform;

* Continuing the reform of the health care systemiclwhvill ensure good quality and
cost-effective medical care for all citizens;

» Guaranteeing fair treatment within the pension iasae system, while at the same
time ensuring long-term sustainability of its fisqaosition and improvement in
pensioners’ social position;
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* Continuing the policy of granting rights to all sty vulnerable groups of the
society;

* Continuing investments in the road and railwayasfructures, as well as the water
and gas supply systems;

* Improving energy efficiency and energy stability;

» Completing the process of reconstruction and redfidisplaced persons;

* Maintaining the tax system stability;

« Completing the process of alignment of Croatianislagon with the acquis
communautaire

In conclusion, it is important to note that thecéikpolicy focused on fiscal adjustment and
reduction of deficit has a positive impact on radgahe share of public debt in GDP. After

the share of public debt in GDP was reduced byp2réentage points at the annual level in
2006, it is expected to fall further, from 44.9%24007 to 37.0% in 2010. By reducing the

deficit and by choosing to finance the deficit ive tdomestic market the Government has
made a positive contribution to total external dé€bter the past two years, the Government
has been the only sector to reduce in nominal tehmdevel of its external debt. In view of

such policy and taking into account developmentthen macroeconomic environment, it is

planned that the share of external debt in GDP béllreduced from the projected 86.0% in
2007 to 85.2% in 2010.

3.1.2 Actual balances and medium-term per spectives

Recent movementsin the consolidated general government budget

According to 2006 fiscal data, the consolidatedegahgovernment deficit stood at 2.2% of
GDP, which shows that the trend of strong fiscalsohidation begun in 2004 went on. In
only three years, the deficit was more than haludek adjustment was particularly strong in
2006, when the deficit narrowed by 1.6 percentagentp. The consolidated general
government revenues rose by 8.4% y-o-y and werepltamt with the plan. Expenditures
were also in accordance with the plan, and thewdrg 6.9% y-o-y. It is important to note
that the share of expenditures in GDP has beenkshg steadily.

Table 2: Revenues, expenditures and net lendingworg of the general government 2003-
2006

% of GDP 2003 2004 2005 2006
Net lending/borrowing -5.5 -4.1 -3.8 -2.2
Total revenue 45.2 44.8 44.5 44.8
Total expenditure 50.7 48.9 48.4 47.0
Source: MF

The Act on Amendments to the Act on Financing Laoad Regional Self-government Units
has been in effect since 1 January 2007. The amemsnprovide for a more balanced and
fairer distribution of tax revenues in all regiooisCroatia, a special emphasis being on the
areas of special state concern, and for betterdiiguof the financing system at the local
level. Thus, the entire amount of corporate incdmpe revenues is paid into the central
government budget, whereas personal income taxuegeare assigned to the units of local
and regional self-government, partly directly amadgitly through a settlement fund.

Besides the described amendments, another chanige itax system took place during 2007:
a differentiated 10% VAT rate has been in effentsil August 2007, and it applies to daily
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and periodical newspapers and magazines, with xhepéon of those that mainly or only
contain advertisements and serve advertising pagos

In the next medium-term period, there will be nojana&hanges to the tax system, which
means that no new taxes will be introduced, not thi¢ existing ones be increased. All
changes will be aimed at simplifying the tax systevhile the process of aligning the tax
system with the EU legislation will continue.

The favourable fiscal trends present in 2006 comtthinto the first half of 2007 as a result of
solid revenue collection and savings made on tiperditure side. In the first half of 2007,
the consolidated general government revenues wgheththan planned, with VAT revenues,
social contributions and corporate income tax raeesrbeing the strongest contributor to such
revenue growth.

Total expenditures of the consolidated general gowent in the first half of 2007 were

compliant with the plan, the most significant itebesng expenditures for social benefits and
compensation of employees. As regards purchasesmefinancial assets, they related mostly
to purchases of buildings and other constructidfected primarily by extra-budgetary users
and the local and regional self-government unitsthe first half of the year, borrowings of

the consolidated general government budget tookephaostly in the domestic financial

market.

Taking into account the outturn of the first six mttws of the year, the 2007 Budget was
revised in July to provide for the adjustments @nped revenues, expenditures and total
deficit. Under the revised budget, the consolidaggsheral government deficit, i.e. net
lending/borrowing, for 2007 is planned at the leoktl.6% of GDP. Compared to the initial
2007 Budget, this is a reduction by 0.2 percentag@ts. The revenue and expenditure
outturn in the remainder of the year is in linehatihe revised budget, so it is safe to conclude
that stronger fiscal adjustment will be achieveglasned.

Medium-term fiscal projections
Consolidated general government revenues

Total revenues of the consolidated general govenhrioe the period 2008-2010 are planned
according to the projections of macroeconomic Vs and expected movements in certain
revenue categories during 2007. The medium-ternegtions show a downward trend in

revenues as a proportion of GDP. For 2008, totamaes are planned at the level of 43.7%
of GDP, but their share will drop to 41.8% of GD¥the end of 2010. In the period under
review, VAT revenues, social contributions and cogbe income tax revenues will remain

the strongest contributors to the growth of thesotidated general government revenue.

VAT revenues are planned at the level of 13.7%4%3and 13.0% of GDP in 2008, 2009 and
2010, respectively. Social contributions are theoed largest source of revenue within the
general government budget. For 2008, they are pthna stand at 13.3% of GDP, and by
2010 their share will slightly decrease, to 12.9eDP.

Excise revenues in the next medium-term are plammethe basis of projected GDP growth
and in combination with the measures aimed at betiéection of special taxes. This revenue
category is planned at the level of 4.3%, 4.1% 436 of GDP in 2008, 2009 and 2010,
respectively. Excises on petroleum derivatives ioomet to account for the largest portion of
total excises, followed by excises on tobacco pectaland excises on cars.

In the next medium-term period, personal incomeréenues will be around 3.5% of GDP
on average. Movements in this revenue categorpviothe movements in nominal gross
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wages and in employment. Corporate income tax evewill hover at an average level of
3.0% of GDP in the next three years, based onxpeated growth of economic activity.

Consolidated general government expenditures

In the period 2008-2010, fiscal adjustment on tkpeediture side is planned to continue,
supported by further implementation of the struaitueforms and continued control of the
execution of expenditure. Movements in expendituhesng the next medium-term period
will be determined by the implementation of the kpeglicies and measures aimed at
promoting entrepreneurship, education, protectibsazially vulnerable groups, as well as
maintaining sustainable economic growth and devety. Accordingly, it is expected that
total expenditures of the consolidated general gouent in 2008 will be at the level of
45.2% of GDP and will continue to decrease in sgbset years to the projected 41.6% of
GDP in 2010.

Expenditure for social benefits accounts for thegdat share of total expenditure of the
consolidated general government. It is planneddadsat 17.4% of GDP in 2008, its share
falling to the level of 15.9% of GDP by 2010. Irethext medium-term period, the dynamics
of expenditure for social benefits will be closalgsociated with meeting the needs of the
pension insurance and health care systems.

Compensation of employees is the second largegnelpire item. In the next medium-term
period, the share of this expenditure category lshba reduced: it is planned to be at the
level of 10.9% of GDP in 2008, falling to 10.4%®GDP by the end of 2010.

Expenditures for intermediary consumption relatestlyado expenditures for the use of goods
and services. In the next medium-term period, ¢éigenditure item will hover at an average
5.4% of GDP, its share declining steadily. In tleeiqpd 2008-2010, the share of expenditures
for subsidies is also expected to decrease. Thgmnditures are planned at the level of 2.1%
of GDP in the relevant period.

Expenditures for property income refer mainly ttemest payments, and their amount will
depend primarily on the dynamics of borrowing ie tirevious years. The expenditures for
property income are planned to account for 2.0%DbP in 2008, and their share shrink to
1.8% of GDP by end-2010.

Other current transfers comprise mainly currenhgr@and current donations. In 2008, other
current transfers will amount to 1.6% of GDP, buRD09 and 2010 their share will decrease
to 1.5% of GDP. Capital transfers are comprisedapital grants and capital donations. In the
next medium-term period, these expenditure iteraspdainned to stand at 2.0% of GDP on
average.

Expenditures for gross fixed capital formation coisg net expenditures for the acquisition
of fixed assets, strategic inventories and valumab&radual reduction of the share of these
expenditures in GDP will primarily depend on thendwics of road and motorway
construction during the next medium-term period.pénditures for gross fixed capital
formation are projected at 3.3% of GDP in 2008, levtheir share is expected to decline in
the subsequent years, to the level of 2.8% of Gpfd end of 2010.
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Table 3: Revenues, expenditures and net lendingMvorg of the general government 2008-

2010
ESA 95 % of GDP 2006 2007p 2008p 2009p 2010p
TR |Total revenue 44.8 46.2 43.7 42.8 41.8
Main components of total revenue:

P.1 |Output 3.8 4.8 3.8 3.6 35
D.211 |Value-added tax 13.9 14.0 13.7 13.4 13.0
D.61R |Social contributions, receivable 13.7 13.6 13.3 13.1 12.9

Current taxes on income, wealth etc.,
D.5R |[receivable 6.7 7.0 6.9 6.8 6.7
D.51A| - ofwhich: personal income tax 35 3.6 35 35 3.4
D.51B corporate income tax 2.9 3.1 3.1 3.0 3.0
D.212 |Taxes and duties on imports excluding VAT 0.6 0.6 0.5 0.5 0.4
Taxes on products, except VAT and import
D.214 |taxes 5.3 5.1 4.9 4.8 4.6
D.214a| - of which: excises 4.6 45 4.3 4.1 4.0
D.4R |Property income, receivable 0.5 0.7 0.3 0.3 0.3
TE |Total expenditure 47.0 47.8 45.2 43.4 41.6
Main components of total expenditure:

P.2 [Intermediate consumption 5.4 5.8 5.6 5.4 5.2
D1.P |Compensation of employees 11.3 114 10.9 10.7 10.4
D.3P |Subsidies, payable 2.6 25 2.2 2.1 2.0
D.4P |Property income, payable 2.2 2.0 2.0 1.9 1.8

Social benefits other than social transfers in
D.62P |kind, payable 14.9 14.9 14.4 13.8 12.9
D.631 |Social transfers in kind 3.3 2.8 3.0 2.8 3.1
D.7P |Other current transfers, payable 15 1.7 1.6 15 15
D.9P |Capital transfers, payable 2.0 2.1 2.1 2.1 2.0
P.5 |Gross capital formation 3.4 4.3 3.3 3.0 2.8
Assumption of guarantees 0.3
B.9 |Net lending/net borrowing 2.2 -1.6 -15 -0.6 0.2
Source: MF

Expenditures — War effects

In this chapter, the expenditure caused by warrmatta are dealt with separately because
those are specific expenditures not known to diweopean economies, they are unavoidable
and present major fiscal burden for many yearsaHhgacal consolidation implemented since
2004 has even greater significance consideringtheunt and character of the expenditures
caused by war. The graph below shows the reduofifiscal deficit in the period 2003-2010,
along with a comparable fiscal deficit level if tagpenditure directly or indirectly caused by
the war did not exist.

Total expenditures caused by war are projecteleatelvel of 2.4%, 2.2% and 2.1% of GDP
in 2008, 2009 and 2010, respectively. It shoulchbed that indirect expenditures caused by
war are much higher than direct expenditures, dmd share of the former is gradually
increasing over the years, so in 2010 the shaiadifect expenditures caused by war will
account for 95.4% of total expenditures caused aiy w
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Figure 4: Fiscal deficit and expenditures — Waee

2003 2004 2005 2006 2007p 2008p 2009p 2010p

% of GDP

—e— Net lending/borrowing (general government)
#— Net lending/borrowing (general government) - excluding expenditures as war effects

Source: MF

Net lending/borrowing

Net lending/borrowing at the consolidated genecalegnment level in 2008-2010 is expected
from -1.5% of GDP in 2008 to 0.2% of GDP in 20100king at different government levels,
the central government budget will account for thegest portion of the projected net
lending/borrowing in 2008, i.e. -0.8% of GDP, whilet lending/borrowing of extrabudgetary
users and local government units will amount t®&%.and -0.1% of GDP, respectively.
Towards the end of the projection period, revenofethe central government budget will
exceed expenditures, the budget of the local govem units will be balanced, while a
deficit will be recorded only in respect of extragetary users.

Table 4: Revenues, expenditures and net lendingivorg of the general government 2008-
2010, according to government level

% of GDP 2006 2007p 2008p 2009p 2010p
Budgetary central government - unconsolidated

Total revenue 38.5 39.6 37.6 36.9 36.1
Total expenditure 39.8 40.4 38.4 37.1 35.7

Net lending/net borrowing -1.3 -0.8 -0.8 -0.2 0.4
Extrabudgetary funds - unconsolidated

Total revenue 3.0 3.8 2.8 2.7 25
Total expenditure 3.9 4.6 35 3.0 2.6

Net lending/net borrowing -0.9 -0.8 -0.6 -0.4 -0.2
Local government - unconsolidated

Total revenue 5.4 5.4 5.3 5.2 51
Total expenditure 5.4 5.5 5.4 5.2 5.1

Net lending/net borrowing 0.0 -0.1 -0.1 -0.1 0.0
Consolidated general government

Total revenue 44.8 46.2 43.7 42.8 41.8
Total expenditure 47.0 47.8 45.2 43.4 41.6

Net lending/net borrowing -2.2 -1.6 -1.5 -0.6 0.2
Source: MF
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Financing of the general government budget

As the total level of net lending/borrowing in tperiod under review moves from —1.5% of
GDP in 2008 to 0.2% of GDP in 2010, the needs ifearfcing of the general government
budget will change significantly.

Table 5: Financing of general government budg@0i®38-2010

ESA 95 % of GDP 2006 2007p 2008p 2009p 2010p
B.9F |Net lending/borrowing 2.2 -1.6 -1.5 -0.6 0.2
B.9F (-) |Financing 2.2 1.6 15 0.6 -0.2
F.A Net acquisition of financial assets -1.0 0.1 0.1 0.3 0.5
F.2A  |Currency and deposits - assets -0.4 0.2 0.2 0.1 0.1
F.4A |Loans - assets 0.4 0.3 0.3 0.4 0.3
F.5A  |Shares and other equity - assets -1.0 -0.4 -0.4 -0.1 0.0
F.L Net incurrence of liabilities 1.2 1.7 16 0.9 0.3
F.3LR Securities other than shares - liabilities - repayments 5.2 2.0 1.4 1.6 1.9
F.3LI Securities other than shares - liabilities - incurrences 6.1 33 2.6 3.2 2.6
F.4LR Loans - liabilities - repayments 2.7 1.7 1.4 1.8 15
F.4LI Zajmovi - obveze - zaduZivanje 2.6 2.3 1.8 1.2 1.0
Source: MF

On the financial asset side, the next medium-teamod will see a gradual reduction in
privatisation revenues as the privatisation pro@ggzoaches completion. Primarily for this
reason, net acquisition of financial assets wildyrally grow in the period under review.

On the liabilities side, domestic sources of finagcwill have predominance over foreign
sources, and stronger emphasis will be on longéumtya instruments, especially five-year
and/or ten-year bonds. Particular attention will ge@d to the smoothing of the maturity
structure of liabilities and balanced distributmirefinancing burden.

As regards bond repayments, three domestic bonddsa an aggregate amount of HRK 4bn
and EUR 20m will mature in the relevant period,nglavith four international bond issues
totalling JPY 50bn and EUR1bn.

Table 6: Overview of bonds maturing in 2008 — 2010

Bond Date of issue Currency Amqunt Interest rate Maturity
(million)

DOMESTIC BONDS

Series 04 D-08 28.05.2003. HRK 1,000 6.13% 28.05.2008.
Series 02 D-08 14.12.2001. EUR 200 6.88% 14.12.2008.
Series 08 D-10 08.03.2005. HRK 3,000 6.75% 08.03.2010.
INTERNATIONAL BONDS

Samurai IV 2008. 26.06.2002. JPY 25,000 2.15% 26.06.2008.
Euro - EUR IV 2009. 11.02.2002. EUR 500 6.25% 11.02.2009.
Samurai V 2009. 26.06.2003. JPY 25,000 1.23% 26.06.2009.
Euro - EUR V 2010. 24.02.2003. EUR 500 4.63% 24.02.2010.

Source: MF
3.1.3 Structural balance

The method of the European Central Bank (ECBas used to calculate the cyclically
adjusted primary deficit of the consolidated gehgmvernment in the period 1995-2010. It
was assumed that cycle-sensitive items of the @egttvernment budget on the revenue side
are personal income tax, corporate income tax, VéXGises and social contributions, with

4 Bouthevillain et al., 2001, “Cyclically Adjusted Bget Balances: An Alternative Approach”, Workingopa
br. 77, European Central Bank.
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unemployment benefits on the expenditure side.cneesponding macroeconomic basis for
the calculation of personal income tax and so@aligty contributions is the wage bill, gross
operating surplus for the calculation of corporatgsome tax, private consumption for VAT
and excises, and the number of the unemployedéocalculation of unemployment benefits.

The elasticity of the cycle-sensitive componentshef budget in relation to their respective
macroeconomic bases is calculated by estimatingrioe correction model on quarterly data.
According to the model estimate results, the edagtof personal income tax is 2.62, and that
of corporate income tax 2.25, while the elastictyAT is 1.19, of unemployment benefits
1.67, social contributions have elasticity of 0..hereas the elasticity of excises is calibrated
and amounts to 1.

In order to determine the gap between potentialaataal values of the macroeconomic bases
and the GDP gap, potential values were calculayedsing the Hodrick—Prescott filter, with
the smoothing parametgrof 300. Quarterly data for the period from thedrquarter of 2007

to the fourth quarter of 2010 were calculated anldhsis of projections described in this PEP
which assume that economic activity will speedmughe period from 2007 to 2010.

The results have shown that the structural printifycit has been on decline since 2003,
when it was measured at the level of —4.4% of GB&cording to projections, it should
continue to decrease by 2010. In 2007, the strakcprimary deficit should amount to —0.5%
of GDP, and to -0.2% in 2008, whereas — accordmght methodology used and the
projections — the structural primary surplus of%0.6nd 1.0% of GDP should be recorded in
2009 and 2010, respectively. The fiscal policyhe period 2004-2010 can be described as
moderately restrictive (with the exception of theags 2004 and 2010) and procylical at the
same time. In the period from 1996 to 2004, howewdren the fluctuations of economic
activity were more pronounced, the fiscal policgt dot have a uniform effect on the business
cycle.

Figure 5: Primary deficit and cyclically adjustedhpary deficit 1995-2010
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Source: MF

® It was not possible to make a significant assessofahe elasticity of excises through economeatnialysis.
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3.1.4 Debt levelsand developments

The process of fiscal adjustment which began ir4208s enabled the level of the general
government deficit to be significantly reduced, @nltias had a positive impact on public debt
movements. During 2006, public debt as a propomio@DP was reduced by as much as 2.7
percentage points, i.e. from 49.1% of GDP at en@b20 46.4% of GDP at end-2006. Of the

total amount of public debt recorded at end-20069% was attributable to direct borrowing

of the various general government levels, while test referred to the Government

guarantees.

Table 7: Public debt 2003—-2006

HRK million 2003 2004 2005 2006
Public debt (% of GDP) 48.7 48.9 49.1 46.4
General government debt 81,222 92,795 101,185 102,168
Foreign 45,676 50,241 45,364 41,619
Domestic 35,545 42,554 55,822 60,549
Public debt 96,641 105,057 113,640 116,268
Foreign 54,299 57,951 52,550 48,466
Domestic 42,342 47,106 61,090 67,801
Source: MF

The nominal growth of public debt was even during past several years (until the end of
2005) and amounted to about 8% on average. Howthaatks to the reduction of the general
government deficit and the outturn of privatisati@venue, the y-o-y growth of public debt
was reduced to only 2.3% in 2006. As regards chamgedhe international and domestic
components of public debt, it can be seen thatstiere of the domestic component has
increased in recent years, with the internatiooahgonent decreasing in the same period. In
2003, the international component accounted fa2%6of total public debt, its share falling to
41.7% by the end of 2006 as a result of the suitistit of international by domestic sources
of funds, which has also contributed significantty the development of the domestic
financial market.

Figure 6: Public debt in 2003-2006
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As regards the structure of the general governndeft according to instruments, it is

important to note that a majority of debt is asatexl with bond issues and loan borrowings.
The past several years have been characterisetiebgsdvernment’s orientation towards

securing financing through issues of short-term lang-term bonds in the domestic market,

which has not only helped reduce the dependenaet@mational capital markets, but has had
a positive impact on the country’s external debt.order to stimulate deepening of the

domestic financial market, long-term kuna denonadabonds have been launched as an
additional instrument to attract institutional isters, but participation of the household

segment is also expected. In this way, the invelséme for the Government bonds in the
domestic financial market has been significantlgpmned.

Most of the general government debt related (84&%he end of 2006) to the central
government budget debt, while the remaining pa®.8%) referred to the debt of
extrabudgetary users and local government (1.3%grims of currency structure, it should be
stressed that about 80% of the debt is denominatéateign currency, mostly in euros. As
some liabilities fall due for payment in the fortiming period, debt denominated in yens and
US dollars will decrease significantly, whereas &wlenominated debt will grow further as a
result of the Government’s growing orientation todgadomestic borrowing sources.

With regard to public debt management in gener&,af great importance to define adequate
plans and direction of public debt management. &hase formulated in the long-term
Strategy of Public Debt Management, which builds previous years’ public debt
management policies and is closely associatedtivliiscal policy plan.

According to the public debt strategy, public delit closely follow and reflect changes in
the fiscal policy and the narrowing of budgetaryiaie so it will continue to decline as a
proportion of GDP in the next medium-term period.tBe end of 2010, public debt will fall
to the level of 37% of GDP. The orientation to dstiesources for the purpose of financing
the general government's needs will also continubich will have additional positive
impacts on the deepening of the domestic finamaket.

Table 8: Projections of net lending/borrowing, gahgovernment debt and public debt

% of GDP 2006 2007p 2008p 2009p 2010p
Net lending/borrowing -2.2 -1.6 -1.5 -0.6 0.2
General government debt 40.8 39.3 37.3 34.8 31.8
Foreign 16.6 15.2 13.2 10.8 9.0
Domestic 24.2 24.0 24.0 24.0 22.8
Public debt 46.4 44.9 42.7 40.1 37.0
Foreign 19.8 18.4 16.3 13.9 12.0
Domestic 26.6 26.4 26.4 26.2 25.0

Source: MF
3.1.5 Budgetary implicationsof major structural reforms

The economic policy is focused on encouraging ltamgy sustainable rates of economic
growth, reducing unemployment and strengthening dbmpetitiveness of the Croatian
knowledge-based economy. In accordance with thoatsgsubstantial funds are set aside for
the reforms in the enterprise sector, labour markegriculture, public administration,
education and science, health care, judicial systedhenvironment protection. In Chapter 4
Structural reforms, this document provides a dedadescription of the goals, measures and
activities in each of the areas mentioned, whiedi effects of the key measures undertaken
as part of the structural reforms are shown in AnheAssessment of Fiscal Effects of
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Structural Reforms. Those fiscal effects includecdtions of budgetary funds for the purpose
of implementing certain measures, and they prowittemation as to how those measures are
financed from loans and EU aid funds.

In the next medium-term period (2008-2010), netdmidry allocations for the purpose of
implementing certain structural measures will bereased by an average HRK 1.5bn
annually (0.4% of GDP). Budgetary revenues relatmghose measures will be increased
(through the use of EU aid funds and the like) BykH44.0m a year (0.01% of GDP) on
average.

At this point, it is important to stress the maspbrtant measures having fiscal effects in the
forthcoming period. The subsidies to Hrvatske zeliee (Croatian State Railways) will be
gradually reduced in the next period, their stratgeduction (0.1% of GDP) taking place in
2008. Subsidies to shipyards, on the other hanid beiincreasing until 2009 by an average
0.01% of GDP a year. In 2010, after the restruntuprocess has been completed, subsidies
to shipbuilding will be reduced by the same amoWith regard to the policy of agricultural
state aid, an increase corresponding to 0.08% dP @&Dplanned for 2008, and in the two
subsequent years agricultural state aid will grgvd903% of GDP.

In this context, note should also be made of figftdcts produced by the measures in the
social security system. The recent legal amendnamisd at eliminating differences between
the pensions of the so-called “old” and “new” pensirs will produce a total fiscal effect on
the expenditure side amounting to 0.35%-0.40% ofPGAD the next medium-term period.
Besides, as part of the population and family golie new measure has been introduced
providing for new mothers to receive full compermatduring the first six months of their
maternity leave, which will have an effect on exghiéures of around 0.04% of GDP annually.

Other measures in the enterprise sector, laboukehaagriculture, public administration,
education and science, health care, judicial sysaeeh environment protection will also
produce fiscal effects on the expenditure side, tnodswhich will exceed the revenues
resulting from the utilisation of various EU aicbgrammes.
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32 SENSITIVITY ANALYSIS AND COMPARISON WITH PREVIOUS
PROGRAMME

3.2.1 Fiscal risksand sensitivity analysis of deficit and public debt

The presented fiscal programme for the next medemm period is based on the
macroeconomic assumptions described above. Howeverder to obtain a complete picture
of movements in the area of public finance, itésaessary to consider certain fiscal risks and
to test the sensitivity of deficit and public débthose risks.

Fiscal risks

Changes in macroeconomic variables certainly havarngact on fiscal developments. The
most important macroeconomic indicator is GDP, @ésm@dhanges have a direct impact on the
collection of budgetary revenues, and tax revemugmarticular. Thus, if GDP growth rates

were smaller than planned, it would result in iased net lending/borrowing in the next
period, which would in turn lead to higher levelspublic debt. Lower rates of economic

growth could be a result of lower GDP growth ratethe neighbouring countries and in the
countries which are Croatia’s main trade partnemma@jor tourist-originating countries.

With regard to macroeconomic developments, noteldhze made of the kuna exchange rate
movements which have an impact on public debt mevesnover the medium-term. In view
of the fact that about 80% of public debt is denmated in foreign currencies, kuna
depreciation would lead to faster growth of puldiebt. Therefore, the reliance on the
domestic debt market contributes positively to gaiting the risk in the future.

Debt servicing (principal repayments and intereaynpents) also presents a fiscal risk
because when larger amounts of debt fall due fgmeat they create pressure on current
business operations in that refinancing risk ineesawhile at the same time posing greater
burden on the budget. Public debt management shbatéfore ensure that debt servicing
burden is evenly distributed throughout the relévpariod. According to the present
liabilities balance, in the period 2008-2010, tasgéest debt servicing burden will be in 2009
and 2010. The projections of repayment of the eégmvernment budget debt over a longer-
term period show that the repayment burden wilgkedually decreasing, with refinancing
risk being more pronounced in 2011, 2014 and 20hBrwliabilities associated with bond
issues fall due for payment.

Changes in revenues and expenditures have a dinpeict on net lending/borrowing and,
eventually, public debt. On the revenue side, thituon could be less than planned either as a
consequence of slower economic growth, as notdigear as a result of growing unofficial
(grey) economy. With respect to the latter, thetimds of tax revenue collections will be
tightened as part of the measures to stimulate mmdease the efficiency of tax
administration.

On the expenditure side, it is necessary to empédbe risk of not implementing the main
structural reforms in the enterprise sector, wiuchld have a twofold effect on expenditures:
on the one hand, further growth of subsidies irtkte#fatheir decrease and, on the other hand,
an increase in guarantees issued because unlesgedsusperations are improved, the main
reasons for the issuance of government guaranteemaeliminated, and there is a likelihood
that new guarantees will have to be assumed ifutiuee. Similarly, changes in the social
insurance policy aimed at increasing expenditur@s docial benefits above the levels
originally planned, rather than their rationalisatand better targeting, would result in higher
expenditures of the central government budget evehtually, higher net lending/borrowing.
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Finally, stronger expenditure pressures could besalt of implementation of investment
projects without adequate controls. The investrpeojects are carried out in accordance with
the adopted plans, namely the Plan for Road andMMaty Construction and the National
Programme of Railway Infrastructure, which providedistribution of the investment burden
in accordance with general developments and assumspbf the fiscal and economic
policies. Any upward variance from the infrastruetunvestment budget would lead to
increased expenditures and net lending/borrowing.

The analysis of fiscal deficit and public debt sevisy to the most significant risks are
described below.

Deficit sensitivity analysis

In this chapter, an overview is given of the resulif sensitivity analysis of net
lending/borrowing (fiscal deficit) to changed baagsumptions. The main assumptions of the
movements in total net lending/borrowing, i.e. flaetors whose changes are monitored,
could be of an economic (fiscal) nature, or thely lbave an external character, as is the case
with changes in the areas of demography, socidbvegletc.

Sensitivity analysis of net lending/borrowing wasried out on the assumption of a shock of
real GDP growth in 2008 and 2009, a shock of reduegenue in those years, and a shock
involving a one-off increase in expenditures (sdiesi/social benefits) in 2008. All those
analysis and their results were then compared d¢obtseline scenario which is based on
medium-term macroeconomic forecasts. While thossyais were carried out on arbitrary
assumptions, they still clearly show what effeatsnet lending/borrowing could be expected
in the next medium-term period if the main assuorsi moved in an unwanted direction.
Furthermore, an analysis like this gives a clegreture as to what should be done in such
hypothetical situations in order to avoid or miremundesired consequences.

The of a lower level of real GDP is carried outrbygucing the estimated real GDP growth to
twice lower levels in 2008 and 2009. The lower leafeSGDP could be, e.g., a consequence of
substantially reduced levels of economic activitythe countries which are Croatia’s main
trade partners, or it could be a result of loweswgh rates in the neighbouring countries or
the main tourist-originating countries. Analysisults have shown that, as a consequence of
slower real economic growth in 2009, net lendingi@ing would be as much as 2.2
percentage points of BDP higher than the levelgated under the baseline scenario. After
the period of shock, a very moderate recovery fadlo

On the other hand, if the revenue growth rate @828nd 2009 were twice lower than the one
foreseen under the baseline scenario, it would hewesiderable negative effects on
movements in net lending/borrowing, and those aveffects would accumulate during the
two years of lower growth causing the negative m@daof net lending/borrowing in 2009 to
be as much as 2.4 percentage points of GDP higharthe level projected under the baseline
scenario. Furthermore, as another drawback of loexenue growth it should be pointed out
that after a period of shock, the recovery is reddy slow so the negative effects of reduced
revenue growth extend over a very long period.

The analysis of the growth of expenditures (sulesidiocial benefits) implies the possibility
of certain social rights being increased or the-imgplementation of the main structural

reforms based on which certain savings have beejeqted in the baseline scenario or
guarantees have been assumed that — under theénbasatnario - should have only been
contingent liabilities. For the purpose of this lgses, we have arbitrarily assumed a one-off
increase in expenditures of HRK 1bn.
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The effects of such increase show that the incrieatsgal net borrowing is carried over to the
entire period under review.

Table 9: Assumptions of the baseline scenario aadlts of the sensitivity analysis

2006 2007p 2008p 2009p 2010p
Assumptions (baseline scenario)
Real GDP, growth rate 4.8 6.0 6.1 6.5 7.0
Inflation (deflator BDP-a) 3.4 3.1 3.9 3.3 3.2
Revenue, growth rate 8.9 12.7 4.3 7.7 7.8
Expenditure, growth rate 5.9 8.9 6.5 6.1 6.1
Subsidies, growth rate 9.4 6.1 2.7 4.7 2.4
Social benefits, growth rate 5.6 9.9 6.7 49 5.7
Net lending/borrowing
Baseline scenario -2.2 -1.6 -1.5 -0.6 0.2
Slower economic growth -2.2 -1.6 -3.1 -2.8 -1.4
Weaker revenue realization -2.2 -1.6 2.4 -3.0 -2.1
One-off increase in subsidies -2.2 -1.6 -1.8 -0.9 -0.1
One-off increase in social benefits -2.2 -1.6 -1.8 -0.9 -0.1
Source: MF
Figure 7: Results of sensitivity analysis
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Public debt sensitivity analysis

Movements in overall public debt are closely redati® macroeconomic assumptions, as well
as the assumptions and results of the implementatidhe fiscal policy. Therefore, it is of

great importance that the impact of various chamgéise assumptions that determine public
debt movements is continuously analyzed so asdblernimely and realistic understanding of
various implications of those changes in the basacroeconomic and fiscal assumptions.
Furthermore, sensitivity analysis makes it posstblaneasure the intensity of public debt
reactions to changes in certain determining factamsl, finally, it enables realistic

consideration of potential measures which wouldgaie negative developments caused by
changes in the main determining factors. The amigdased on the baseline scenario which
rests on medium-term macroeconomic projections assimptions. A series of alternative

-30 -



scenarios are then applied with the assumed vakieg kept at a certain (historical) level or
subjected to various shocks.

After the above described sensitivity analysis h@een carried out, it is apparent that
depreciation of the kuna, especially against the,ewould have the strongest impact on
public debt movements in the next several years. rElason for such reaction of the public
debt to the kuna depreciation lies primarily in thet that about 80% of total public debt is
denominated in foreign currencies, of which 60%euros. For the purpose of this, a 30-
percent depreciation of the kuna in 2008 is assyuméich would result in the public debt
rising to a relatively high level of around 60% &DP. Considering the effects of
depreciation on the level of public debt, it is @egary to take care to reduce the proportion of
debt denominated in foreign currencies.

Besides, the analysis conducted have shown a steatjon of the public debt to changes in

contingent liabilities (guarantees), thus suggestime need to curb their growth, i.e. to

restructure certain economic sectors in order itaiefte the need for guarantee issuance. A
shock of the primary deficit, as the main debt geto, has shown adverse public debt
developments over the medium term, especially lscad the fact that the effects of the

primary deficit shock subside very slowly and extemtil the end of the relevant period.

On the other hand, the scenarios in which the aggans are kept at their historical (average)
values have shown a gradual growth of public dsld ahare in GDP towards the end of the
period observed. It clearly suggests the need mtirace with fiscal adjustment because it
reduces the level of necessary new borrowings. @isly, it needs to be accompanied with
the implementation of the key structural reforms.

Figure 8: Public debt as a share in GDP underreiffiescenarios (in %)
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Scenario 6: Contingent liabilities shock Scenario 7: Revenue shock

Source: MF
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Table 10: Results of public debt sensitivity anelys

2006 2007p 2008p 2009p 2010p
I. Baseline medium-term projection
Public debt 46.4 44.9 427 40.1 37.0
o/w: foreign-currency denominated 37.1 359 34.2 32.1 29.6
Change in public debt -2.7 -1.5 -2.1 -2.6 -3.2
Identified debt-creating flows -25 -1.9 -2.4 -2.8 -3.3
Primary deficit 0.6 0.8 0.3 -0.4 -1.2
Revenue and grants 44.8 46.2 43.7 42.8 41.8
Primary (non interest) expenditure 45.4 47.0 441 42.4 40.6
Automatic debt dynamics -15 -1.6 -2.0 -1.8 -1.8
Contribution from interest rate/growth differential -1.3 -1.6 -2.0 -1.8 -1.8
o/w: contribution from real interest rate 0.8 0.9 0.5 0.7 0.7
o/w: contribution from real GDP growth -2.2 -2.5 -2.5 -2.5 -2.5
Contribution from exchange rate depreciation -0.2 0.0 0.0 0.0 0.0
Other identified debt-creating flows -1.6 -1.1 -0.8 -0.5 -0.3
Privatization receipts (negative) -1.6 -1.1 -0.8 -0.5 -0.3
Recognition of implicit or contingent liabilities 0.0 0.0 0.0 0.0 0.0
Other (e.g. bank recapitalization) 0.0 0.0 0.0 0.0 0.0
Residual, including asset change -0.2 0.3 0.3 0.2 0.1
Key macroeconomic and fiscal assumptions
Nominal GDP (HRK million) 250,590 273,763 301,751 331,959 366,388
Real GDP growth (%) 4.8 6.0 6.1 6.5 7.0
Average nominal interest rate on public debt (%) 5.4 55 53 53 5.4
Average real interest rate (nominal rate minus change in GDP deflator, %) 2.0 24 1.4 2.0 2.3
Nominal appreciation (increase of euro value of domestic currency, %) 0.4 0.0 0.0 0.0 0.0
Inflation rate (GDP deflator, %) 3.4 3.1 3.9 3.3 3.2
Growth of real primary spending (deflated by GDP deflator, %) 3.2 9.9 -0.6 24 2.6
II. Debt-to-GDP ratio sensitivity analysis
1. Real GDP growth, real interest rate and primary deficit in 2008-2010 at historical average level 46.4 46.8 475 48.3 49.3
2. Real interest rate in 2008 and 2009 at historical average level plus two standard deviations 46.4 44.6 429 40.5 37.3
3. Real GDP growth in 2008 and 2009 at historical average level minus two standard deviations 46.4 44.9 43.7 42.2 38.8
4. Primary deficit in 2008 and 2009 at historical average level minus two standard deviations 46.4 44.9 47.6 50.5 46.9
5. Scenario 2 and 5 combined using one standard deviation shocks in 2008 and 2009 46.4 44.9 47.3 49.9 46.2
6. One-off depreciation of 30% in 2008 46.4 44.9 60.3 57.0 53.0
7. Increase of other debt-creating flows (guarantees) by 10% of GDP in 2008 46.4 44.9 52.7 49.7 46.1
8. Revenue-to-GDP ratio in 2008 and 2009 at historical average level minus two standard deviations 46.4 44.9 433 40.3 37.1
Historical Standard
Historical values of key variables (past six years) average deviation
Primary deficit 2.4 14
Real GDP growth (%) 4.8 0.6
Nominal interest rate (%) 5.6 0.2
Real interest rate (%) 2.0 0.2
Inflation rate (GDP deflator, %) 3.6 0.3
Public revenue in GDP 45.5 11

Source: MF
3.2.2 Comparison with previous programme

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

One of the most important changes that has takasemuring the previous year and has led
to changes in revenues, expenditures and net Igidimowing as a share in GDP is the
change in nominal GDP. The difference is a resulhe revised calculation of nominal GDP
for 2004 and for subsequent years, of strongeraoanactivity and also of higher inflation
projections for the medium-term period. Thanks tghbr levels of nominal GDP, the
categories under review (revenues, expendituresnahdending/borrowing), expressed as a
share in GDP, have been reduced.

However, the differences between certain fiscalieslfor the same years in last year's PEP
and this year's PEP can also be accounted for bgroteasons, which are all very

characteristic for revenues and expenditures. Titeim of the general government revenues
in 2006 was above the projection included in tist y@ar's PEP, and the contribution of that
surplus to revenues outturn in the subsequent yemdeen calculated by reference to the
baseline effect. Furthermore, in 2007 one-off rexmn(concession and dividend revenues)
are estimated to be higher than those projecteéruthe last year's PEP, which to a certain
extent explains the change in revenues’ share iD @&ing 2007. The rest of the 2007
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revenue surplus compared to the last year's PEPbeaattributed to stronger economy
activity, which is carried over into the subsequgears through the baseline effect. The
changed macroeconomic assumptions used in theuey@njection lead to an increase in the
anticipated general government revenues througheunedium term-period.

Table 11: Comparison of revenues, expendituresredending/borrowing of the general
government for period 2006-2009, according to 208® and 2007 PEP

2006 2007p 2008p 2009p 2010p

2007 PEP (% of GDP)
Total revenue 44.8 46.2 43.7 42.8 41.8
Total expenditure 47.0 47.8 45.2 43.4 41.6
Net lending/borrowing -2.2 -1.6 -1.5 -0.6 0.2
2006 PEP (% of GDP)
Total revenue 45.0 44.8 44.0 43.3
Total expenditure 47.2 46.6 45.7 44.7
Net lending/borrowing -2.2 -1.8 -1.7 -1.5
Difference: 2007 PEP and 2006 PEP (percentage point s)
Total revenue -0.2 14 -0.3 -0.4
Explained by:

Revision of GDP -0.5 -0.9 -1.7 -2.4

Difference due to final outturn of 2006 0.3 0.2 0.2 0.2

Increase in one-off revenues in 2007 0.9

Difference due to projection for 2007 1.2 1.2 11

Difference due to projection for 2008 0.0 0.0

Difference in projection for 2009 0.5
Total expenditure -0.1 1.2 -0.5 -1.3
Explained by:

Revision of GDP -0.5 -1.0 -1.8 -2.5

Assumption of guarantees in 2006 0.3

One-off expenditure associated with court rulings 0.1

Subsidies 0.1

Clearance of arrears 0.1

Increase in motorway construction expenditures 0.8

Compensation of employees 0.2 0.3 0.5

Increase in health expenditure 0.2 0.2 0.2

Increase in expenditure for pensions 0.1 0.4 0.4

Increase in material cost 0.3 0.3

Increase in expenditure for interest 0.1 0.1

Other 0.1 0.5 0.0 -0.3
Net lending/borrowing -0.1 0.2 0.2 0.9
Source: MF

In 2006 the level of expenditure was higher thavjqmted in the last year's PEP. The reason
for this lies in the guarantees assumed during 20@6accounting for 0.3% of GDP.

A number of effects during 2007 have caused thel$eaf expenditure to change between the
two PEPs. Note should be made of one-off experasitdor enforcement of judgements
regarding compensation of employees. Also, thel lefzsubsidies has risen, particularly as a
result of larger amounts allocated to agricultusabsidies. A substantial portion of the
increase in expenditures during 2007 can be atatbto intensified motorway construction
works, and there has also been a one-off increglated to the payment of arrears in the
health care system.

For all the years during the period 2007-2009, yleiar's PEP foresees higher expenditures
for compensation of employees, which is mainly asged with the increase in projected
expenditures for compensation of employees at dlal Igovernment level. It should be
pointed out that the local government expendituggegtions have been revised compared
with the last year's PEP mainly because of the ttaait the 2006 budget execution by the local
government units at end-2006 was much above théwely pessimistic projections from the
last year's PEP.
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In addition to the above mentioned one-off expemdd in 2007 aimed at eliminating the
accumulated arrears in the health care system2@B& budget includes also higher health
expenditures which should prevent further buildefiprrears, and the effect of the increase in
this expenditure category will be felt in subsequgars.

Expenditures for the pensions of war veterans aréemately growing during 2007 as a result
of the payment of dues from previous years. Thesipenexpenditures will grow somewhat
faster in the years ahead due to the equalisiq@ens$ions of the so-called ,old” and ,new”
pensioners, i.e. reducing of existing differencespension amounts paid to persons who
retired at different times.

Increased material expenditures in 2008 and 200%eaxplained by two factors. Firstly, the
level of utilisation of EU aid funds is expectedh® higher, and those are largely channelled
into material expenditures. The other reason isréivesion of expenditure projections at the
local government level, as described above. Acogrdo their revised projections, interest
expenditures are expected to be somewhat high2dd8 and 2009 than projected in the last
year’'s PEP.

Under the new projections for total revenues anpeegitures at the general government
level, an improvement is foreseen with the regarthé level of net lending/borrowing, from
0.2 percentage points in 2007 to 0.9 percentageaspmi 2009.
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3.3 QUALITY OF PUBLIC FINANCES

In the next medium-term period, the measures aiatednproving the quality of public
finance will be continued. In the previous periadhumber of measures were implemented to
improve the quality of budget management: the Siedasury and the single treasury account
were introduced; the scope of the single treasoppant was broadened to include social
security funds; budgetary analyses were improved e system was introduced for
measuring fiscal effects of all legislative progesashe system for monitoring and reporting
public finance statistics by using internationadigcepted methodologies was improved; the
system of internal financial controls of budgetaegources was introduced and enhanced,
while the budgetary revenue collection system waproved. Furthermore, the current
liquidity planning and maintenance system is beaygtematically improved, and to this end
guarterly, monthly, weekly and daily plans of infl® and outflows are prepared.

As regards the revenue side of the budget, theites aimed at strengthening controls of
budgetary revenue collection through systematiesugion will continue with the aim of
combating the grey economy and ensuring that gtlagers honour their tax liabilities. In the
forthcoming period, the existing taxes will not bereased, and no new taxes will be
introduced, so there will be no additional tax lmmrdn the economy. The focus of the tax
policy over the medium-term will be on the alignmehthe Croatian tax legislation with the
acquis and introduction of the measures aimedatlgying the tax system.

Furthermore, the efficiency of controls of budggtapending and timely execution of
budgetary expenditures will be improved so as tsuem that budgetary resources are
channelled into the areas of strategic importance.

In this context, it is appropriate to underline fhr@gress made in the full alignment of the
national legislation in the area of public procuestnwith theacquis The new Act on Public
Procuremerit has been drafted, a result of systematic work hef Office for Public
Procurement of the Government of the Republic ada@ia, supported by SIGMA and the
experts of the CARDS 2002 twinning project ,Stréregting the Croatian Public Procurement
System”. This Act is an important step towardsdhgnment of the Croatian legislation with
the acquis and with general principles of public procuremevtiich should ensure free
competition in the public procurement market. Cqueally, the new Act on Public
Procurement defines the procedures of the pubticypement for public clients, clients in the
area of water supply, energy, transportation arsdgbservices, including the legal protection.
The new Act on Public Procurement was passed byCtibatian Parliament on 3 October
2007. Its main goals include improved managemermuiiiic finance, establishment of the
optimum proportion of invested public resourcesreated new value, encouragement of free
market competition, reduction of administrativedem, environment protection, promotion of
excellence and efficient legal protection.

As regards implementation of the structural refoammsed at improving the quality of public
finance in Croatia, it should be pointed out thiaé teconomic policy in general and,
consequently, fiscal policy is focused on promotikmpwledge and excellence, i.e. on
creating a knowledge-based socfetyhe Croatian economic policy is based on incréase
competitiveness of a learning economy and on imvest in human resources, in accordance
with the Lisbon Strategy goals. To this end, nurasrmeasures are being undertaken in the
field of reform of education and science with thgeative of building up adequate and

® The new Act on Public Procurement was adopted éytitoatian Parliament on 3 October 2007.
" The measures aimed at developing a knowledge-tsaszety are set out in Chapter 4.6.1.
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competent human resources and ensuring labour foat®lity, as well as balancing supply

and demand in the labour market. Lifelong learnamgl higher levels of education are
encouraged among Croatian citizens in view of Het that a substantial number of young
people between the age of 16 and 18 are unempl@aiies are in place to stimulate

secondary-level education by providing free texiksoand transportation to students. Over
the past four years, i.e. from 2003 to 2007, innestt in education and science grew by HRK
2.6bn or 33.7%.

It is also important to stress the orientation led budgetary policy towards more balanced
development of Croatia and continued constructibimnfrastructure facilities. The Act on
Amendments to the Act on Financing Units of Locatl &kegional Self-government, which
entered into force in 2007, provides for more bedahand fairer distribution of tax revenues
among all regions of Croatia, especially in theaaref special state interest, and for better
liquidity of the overall financing system at thecé level. The new system has thus given
fresh impetus to stronger and more balanced denedop of all parts of Croatia. Also, the
Government is allocating considerable resourcesnémy development and infrastructure
projects aimed at encouraging stronger regionawtjroand creation of good quality
infrastructure network in Croatia. Investment incaestruction, as well as capital,
infrastructure and economic projects at the le¥dbecal units is a precondition for stronger
economic activity and a higher standard of livihg.the period 2003-2007, investment in
development projects at the regional level wentalrpost three times. In the next period,
investment in harbour and air transport facilithef continue, and it is also important to note
that the construction of certain road sections piticeed in accordance with the Road and
Motorway Construction Plan, while special attentigil be paid to investment in railway
infrastructure according to the National ProgranuhRailway Infrastructure.

Eventually, the fact that budgetary funds are ckHed into the creation of a stimulating
business environment demonstrates the alignmentheffiscal policy with the overall
economic policy which is focused on encouragingrsier participation of the private sector
in achieving long-term sustainable high rates obnemic growth. The budget supports
gradual withdrawal of the government sector from #tonomy, so further decrease in the
general government expenditure is planned: fror@%6of GDP in 2007 to 41.8% of GDP in
2010. Furthermore, the Government plays an actiein encouraging entrepreneurship, as
demonstrated by a series of projects designednulsite business activity in crafts, medium
and small enterprises, tourism, agriculture ankdirig. When speaking about the creation of
an advantageous business climate, the state resoare allocated to the implementation of
the key measures in the area of public administnagind the judiciary with the aim of lifting
all the existing administrative barriers and essiithg a modern, efficient and professional
system of public administration at service to alirepreneurs and citizens. Another goal is to
set up an efficient judicial system and promoterthie of law through systematic fight against
corruption, as manifested in budgetary allocatimnghat purpose.

Systematic implementation of the measures aimedptoving the public finance system

through better control of budgetary revenue calbectand efficient use of budgetary
resources by channelling those into areas of giabmportance will help improve the quality

of public finance in Croatia. The public expend#ynolicy which is focused on investments
intended to stimulate entrepreneurship, educatimhsaience, as well as capital projects, will
ensure long-term sustainability of high economievgh rates, which will in turn spur faster
growth of budgetary revenues and, eventually, pi®wiew opportunities for investment in
knowledge and infrastructure and thus add to thalityuand sustainability of the public

finance system and economic growth.
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34 SUSTAINABILITY OF PUBLIC FINANCES

The analysis of long-term sustainability of pulfiltance in this year's PEP is based on the
same long-term population projections as last feascenario with medium fertility and
medium migration). Compared to the previous PERateassumptions have changed, and
this refers primarily to more optimistic real GDRogth rates in the initial period, faster
reduction of the unemployment rate to 7%, the isicn of expected effects of equalisation of
the pensions of “new” and “old” pensioners into exgiture for pensions, and the new fiscal
projections for the period until 2010.

It is assumed that there will be no changes inrégeilations and policies governing public
pension and health expenditures and that the maminealculating and collecting social
security contributions will remain unchanged. Itfigther assumed that all other public
revenues, with the exception of social securitytigbuations, as a share of GDP will stay the
same, and all other expenditures, except for pangiealth and interest expenditures, will
retain their current share in GDP. As regards gigdtion rates, it is assumed that behaviour
patterns of individual economic agents will staghenged, with participation rates according
to the characteristic age groups (15-24, 25-49,5h164) and gender remaining the same. On
such assumption, it can be seen that after the3@Hp the overall participation rate will fall
as a result of a growing share of the populatioolder age groups.

At the beginning of the period, real GDP growtheigpected to be 7%, converging in the
subsequent years towards the projected averagentipbt€&DP growth for EU10 (new
member states after the 2004 enlargenfediemployment rate is expected to fall until 2010
to reach the level of 7%, which is considered tah®e structural unemployment rate, and it
will remain unchanged until 2050. The growth of gwotivity per employee is derived from
the assumptions on real GDP growth and changd®inumber of employed people, which is
determined by long-term demographic projectionsasslimed participation rates.

On the basis of the assumptions described aboveoderate decrease in revenues from
pension insurance contributions is estimated: f608% of GDP in 2005 to 5.9% of GDP in
2015, stabilising in subsequent years. Such dedtirtbe first years can be explained by a
gradual increase in the share of employees clainiag pension insurance under both
mandatory pillars of pension insurance, with a prtpn of their contributions (5% of the
calculation basis) being paid into mandatory pevaénsion funds. Older employees, on the
other hand, are largely covered only by the fifdapof pension insurance, with total amount
of their contributions (20% of the calculation [®dieing paid into the public fund. As older
employees retire, the number of employees who p&y a portion of their total contribution
(15% of the calculation basis) into the public furdl grow. The share of revenues from
pension contributions is expected to stabilisehat level of 5.9% of GDP after 2015, as a
result of the assumption that real growth of wagegmployee is equal to labour productivity
and of the contribution rate definition as a consfaortion of wages, where higher first-pillar
contributions for older employees are taken intocoaat for the purpose of pension insurance
contributions.

The projection results show a significant decraagaublic pension expenditures, from 9.9%
of GDP in 2005 to 6.9% of GDP in 2050, with the giens and permanent rights of war
veterans being excluded from the analysis. Theesbarpension expenditures in GDP is
smaller than projected in the previous PEP desffiee inclusion of expenditures for
equalisation of “old” and “new” pensions becausaenaptimistic rates of real GDP growth

8 The assumption and the level of rates are deffirad the projections of the Economic Policy Comgetiof
the EU (2006).
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are projected this year. Public pension expenditunelude only the expenditures of the
Croatian Pension Insurance Institute (HZMO), antithe expenditures under private pension
insurance schemes (whether mandatory or volunt&rh decrease in public expenditures is
primarily a result of the decrease in relative p@ms (pension-wage ratio) paid from the first
pillar. This result is certain to high extent ietleurrent parameters of pension calculation are
maintained, i.e. pension indexation is made acogrth the formula which takes into account
50% of wage growth and 50% of the inflation. ledpected that payments from the second
pillar will partially or completely compensate ftire decrease in relative pensions. It should
be noted that the projections take into accountaaugl decrease in the share of those
pensioners whose pensions are paid entirely framfitet pillar, and the growing share of
those who are paid part of their pensions from fits pillar and the other part from the
second.

Public expenditures in the health care system evgegied to grow from 6.2% of GDP in
2005 to 10.2% of GDP in 2050. Such growth is altesuthe estimated pure effect of aging
population and rising health expenditures in linehvproductivity growth. The expenditure
growth arising from the pure aging effect is a testia growing share of the population in
older age groups who absorb relatively large anwohthealth expenditures. In addition to
the effect of aging population, it is also assurtteat health expenditures for each age and
gender group will grow in line with GDP per empleyeince salaries of medical personnel
are one of the major expenditure items of the headte system, it can be assumed that health
expenditures will grow at the same rate as compiemsaf medical personnel, which in turn
is expected to grow at the same rate as averageswagthe economy in general. Health
expenditures as a proportion of GDP will grow bguard 2 percentage points in 2050 a result
of a more optimistic projection of GDP growth resg in faster growth of productivity and,
consequently, health expenditures.

Figure 9: Aging of population, health and pensigpenditures
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3.5 INSTITUTIONAL FEATURESOF PUBLIC FINANCES

The legal framework regulating the area of pulihamce has several levels: the Constitution
of the Republic of Croatia, the Budget Act and iitgolementing regulations, the annual
budget of the Republic of Croatia, as well as axdoes and instructions. The principal legal
act governing budgetary processes and relationgelet institutions within the system is the
Budget Act.

The Budget Act from 2003 defines in detail the nastents for public expenditure

management and regulates the process of planniegamtion, adoption and execution of the
budget, asset management and debt management; pebli management, borrowing and
issuance of guarantees by the central governmeahthan units of local and regional self-

government, budgetary relations in the public sechecounting, as well as internal and
external budgetary supervision. The Act determiaks® mutual relations and respective
rights and responsibilities of the institutions cemed (the Croatian Parliament, the
Government of the Republic of Croatia, the MinistfyFinance and budgetary users) and
functions within the budgetary system.

The Budget Act acknowledges the need of introdusitagndard classifications serving as a
framework for reporting and systematic monitorifigevenues and receipts, on the one hand,
and expenditure and expenses, on the other haokierbidown by the competent authority,
goal, purpose, type and location. However, the 1@mite on Budgetary Classifications,
which entered into force in the second half of 208&fines in more detail the contents of
those classifications in that it determines thedtre of their code numbers and names, the
application of classifications to all budgets andddpetary user, and connections between
those classifications. Besides, the Ordinance ma®duced a special classification of
financing sources.

The requirement to apply the budgetary classifoceti(and the system of code numbers and
names) to all budgets and budgetary users in theeps of planning, execution, accounting
and reporting providedgnter alia, the basis for consistent monitoring of transangjofor
spending controls, as well as for economic andkssitzdl analyses.

It follows from the above that the area of pubimahce is regulated in institutional terms, and
the Strategy for Improvement and Modernisationhaf Processes within the State Treasury
for 2007-2011, adopted by the Government of theuBkp of Croatia on 12 October 2007, is
the basic development document for this area.

The goals and contents of the Strategy are strodgtermined by the period of its
application, which coincides with the period of @ti@’'s EU accession negotiations and the
first years of its EU membership.

Since the State Treasury incorporates, in termsrgénisation and information technology
processes, all key budgetary processes, namelyebpdgparation and execution, accounting
and reporting, as well as public debt managemdm, $trategy defines the goals of
modernisation of the State Treasury system, alonitp whort-term and medium-term
measures which should ensure that those goal<hievad.

The Strategy for Improvement and ModernisationrafcBsses in the State Treasury builds on
the main strategic document of the Croatian Goventrmamely the Strategic Development
Framework for 2006-2013, and the Government’s otlemuments that cover, from various

aspects, the area of public finance, and in pdaidhe National Programme of the Republic
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of Croatia for Association with the European Unitre Pre-accession Economic Programme
for 2007-2009, and the National Programme for Rraee of Corruption for 2006-2008.

The Strategy consists of a large number of measandsdefines reasonable timeframes for

their

implementation. The application of a mediwwmt programme budget and

establishment of a single IT system for financianagement within the State Treasury are
the key activities which will be carried out duritige medium-term period.

Furthermore, the Strategy foresees the implementafi the following measures:

Introducing the practice of preparing a three-yseategy of the Government policies
(Financial Strategy) in parallel with the fiscabp| where such strategy should clearly
define the priorities, goals and policies, its t&igéc choices reflecting on the budgets
for each year within the three-year period. Theakaial Strategy should be prepared
on the basis of strategic plans of individual Imaistries for the relevant three-year
period and should be adopted by the Croatian Paelid;

Preparation of the Medium-term Fiscal Frameworlébne medium-term fiscal goals
of the Croatian Government in respect of the kedicators such as total revenues,
total expenditures, budgetary deficit, public dahtl debt servicing costs, including
also the identification and quantification of pdiahrisks, as well as a medium-term
expenditure projection aligned with the goals ispect of revenues and budgetary
deficit, and their breakdown at the level of lieks arising from the Government’s
current and planned activities;

Integrating budgetary planning with other budgetprgcesses, primarily budgetary
accounting and budget execution;

Defining the procedures for programme monitoring emaluation;

Establishing an automated system of supervisiom laeilities incurrence, including
multi-year liabilities;

Modernisation of business with banks and introdurcf e-business so as to ensure
that information on the status of payment ordesuied and account balances is
available on time;

Improvement of cash flow and cash needs plannimyeldping procedures for
monitoring payment liabilities and preparing casiwfplans and borrowing plans;
Proceeding with internal audit of the State Tremsaystem/business processes
according to risk assessment, management requitesmand results of risk
assessments in the Treasury;

Establishing a comprehensive accounting systemagiating the general ledgers of
budgetary users with the general ledger of theeSTatasury in order to ensure
availability of data on the liabilities incurreddatheir maturity.
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4 STRUCTURAL REFORM OBJECTIVES
41 ENTERPRISE SECTOR
41.1 Privatisation

Completion of privatisation of companies in thetestportfolio, as well as exit from the
market of companies with no future, making adequateision for the employees through
labour market institutions and social policy, coetn of privatisation process of the
shipbuilding industry and transformation of the &ran Privatisation Fund (CPF) into an
institution which will efficiently and actively mage the state assets remain the main
objectives in the area of privatisation.

During the previous year, in accordance with thpaives set by the strategic documents, a
total of 20 companies in majority ownership of tbBF were privatised (4 through a public

tender and 16 companies in bankruptcy and windmgroceedings), as well as a total of 171
companies in minority ownership (132 companies ugloa stock exchange sale and 39
companies through bankruptcy and winding-up procegs).

Table 12: Privatisation of companies in the CPRfplio*° through a public tender and stock
exchange in the September 2006 — September 20d per

No. of privatised Nominal value of stakes sold Price achieved

companies (million HRK) (million HRK)
Stock exchanges 132 88.7 152.6
Public tenders 4 549.6 50.6
Ukupno 136 638.3 203.2

Source: CPF

A relatively more modest result compared to thevipres years is primarily a consequence of
the portfolio structure, dominated by the compatined are facing operating difficulties and
are as such not attractive to the investors onmnheket, as a result of which their sale, in
accordance with the determined legal procedurimis-consuming and performed in several
stages (as much as 44 tenders were invited t@3ebmpanies in the observed period).

However, a great progress was made in the arelack metallurgy, where the set objectives
were met in entirety. Accordingly, Zeljezara Splitd Valjaonica cijevi Sisak were privatised
at the beginning of the second semester of 200#e whivatisation of aluminium company
TLM is the final stage of contract signing with teelected strategic partner. It should be
noted that terms and conditions of the privatisatiender were determined in co-operation
with the recommended consultants from the EC aedQtoatian Competition Agency and
that privatisation of the black metallurgy sectoasaperformed in line with the criteria set
under the Stabilisation and Association Agreememicerning the market competition rules
and Protocol 2 concerning the steel products.

By inviting a tender for sale of 5 subsidiarieslod company Croatian Railways, the planned
privatisation of the national railway company hdsoacommenced and one subsidiary has
been privatised so far (in the case of a companR F¥érvices, the contract with the strategic
partner was signed in October this year).

In early September 2007, the portfolio of CPF engassed 880 companies of which 665
were available for sale (the remaining 215 commare those that are not available for sale

19 The portfolio of the Croatian Privatisation Fumdludes only a part of the central government oslmier so
that the share relates to the privatisation staftisat portfolio.
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on account of legal disputes or are either dornmirdubject to bankruptcy or winding-up
proceedings).

Nominal value of the total state portfolio of thelEamounts to HRK 18.8bn, while the value
of CPF's equity portfolio amounts to HRK 10.0bn.eTtlifference of HRK 8.8bn can be
accounted for by the value of shares/stakes manhygetie CPF on behalf of the actual
owners (State Agency for Deposit Insurance and BRekabilitation, Croatian Institute for
Pension Insurance, Croatian Health Insurance itsjitto whom sale receipts are disbursed
proportionate to their equity stake.

On the basis of the actions taken so far concertigg preparation of companies for
privatisation, more intense efforts will be madethe forthcoming months concerning the
invitation of public tenders (tenders for 25 comiparhave been prepared so far). In addition,
the adoption of the National Shipbuilding Restraciy Programme is also expected (draft
proposals of the selected consultants are complatetl are subject to review by the
government institutions) along with continued atig aimed at final definition of the
amount of equity capital of the shipyard Uljanikivatisation of which should begin in 2008.

4.1.2 Railway restructuring

The objective of the railway restructuring proc@sgplies the establishment of the railway
sector which will be sustainable in fiscal termsl @mpetitive, with a tendency of a reduced
need for financial subsidies of the government.

A continued reform of the railway sector in 200%ers to a further alignment of the national

legislation with theacquis communautair@ the segment of the railway transport, as well a
to preparations for liberalisation and enablingadfree access to the railway network. The
majority of the activities undertaken are deterrdirgy the application of the Act on the

Division of Croatian Railways (HZ- Hrvatske Zeljéa®d.0.0.).

In December 2006, four new railway companies —llegacessors of the former HZ were
established by a decision of the Commercial CaurZagreb from December 2006. These
include: HZ-Infrastruktura d.o.o0., HZ-Putki promet d.0.0., HZ-Cargo d.0.0 and HZ-32u
vlakova d.0.0. Company HZ-Holding d.o.0. was esshleld by a special decision of the
Government of the Republic of Croatia, with a pniynabjective of co-ordination and
implementation of the restructuring process.

Business results from end-2006 point to an incremsenatural business indicators.
Accordingly, passenger transport amounted to 4@iamipassengers in 2006 (16% growth)
while freight transport amounted to 17 million taf7s1% growth), with heavy co-financing
still being provided by the state budget (accountiar around 60% of total income of
Croatian Railways).

As a part of co-operation with the World Bank, thplementation of the agreed objectives
continued for the improvement of the operatingorateduction in the number of employees
and privatisation of HZ subsidiaries (non-core hass). The targeted amounts for 2006 were
realised, so that operating ratio for 2006 stooti9@%, number of employees was reduced by
a net of 501, and preparatory activities for piisation of subsidiaries (first five companies)
were also successfully completed.

Liberalisation of the railway sector and openingtb& network primarily imply further
legislative alignment and creation of an institnab framework which will enable and
provide a smooth market competition. A considergintegress has been made in the area of
legislative alignment, so that in 2007, the RailwByansport Safety Act and Act on the
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Agency for Railway Services Market Regulation wemdopted. By adopting these and
previously aligned acts (the Railway Act and thd 8 the Division of Croatian Railways)

the first and the largest part of the second paeldghe EU Rail Directives was transposed
into the domestic legislation. The activities ofopting implementing regulations and

establishing new administrative bodies are planioedhe forthcoming period: Agency for

Railway Services Market Regulatiore@ulatory body, Agency for Railway Transport Safety
Supervision gafety authority.

For the purpose of introducing a systematic apgréadhe railway network development and
management, and in order to achieve the objectivmproving technical and technological
characteristics of the network of railway linesattigher or more competitive level, the final
proposal of the National Railway Infrastructure gteonme was completed. The Programme
sets the criteria for management and modernisatfatie existing network of lines, plans
development and construction of new lines and mepsolutions to problem of local railway
lines and the issue of railway-road crossings.

In the forthcoming three-year period, implementatid the measures aimed at reducing non-
profitable services in the public passenger trarispdl continue, as well as at resolving of
the issue of non-profitable local railway linessokving of the problem of railway-road
crossings, issue of status and treatment of réalesswith a status of public goods in general
use, at improving technical and technological lesethe railway network and at preparing
the sector for the railway network liberalisation.

The restructuring objectives for 2007 relate tordn®vay sector in entirety. By end-2007, the
following indicators should be realised:
1. improvement of financial efficacy through a furthreduction of operating ratios to
170%;
2. reduction in the number of employees by 530;
3. carrying out privatisation of subsidiaries.

4.1.3 Restructuring of shipbuilding industry

The objective of the Government of the RepublicCobatia is to increase productivity and

rationalisation of operation through a restructgriprocess and to achieve a long-term
sustainability of shipyards’ operation, in view tife fact that shipbuilding represents a
strategically important sector of the Croatian sttt By implementing the measures under
the restructuring programme, the shipyards arendted to be prepared for an autonomous
successful operation on the world market, at thmeséime creating prerequisites for a

successful privatisation.

Croatian shipyards sell their products almost itirety on the open world market. Croatian
shipyards account for 1% to 2% of total world osd@xpressed in deadweight tonnage). The
value of the book of orders amounted to around 38D (for construction of 68 ships) at the
end of the first half of 2007, which ensures futh@oyment of the majority of shipyards
until 2010. The Croatian shipyards still operata &tiss (in the first semester HRK 137.0m),
which points to a need for adopting individual @aand implementing the restructuring
process.

On the basis of the Decision of the Croatian Coitipet Agency from September 2006,
which was adopted in accordance with Article 17 tbé State Aid Regulation, the
Government of the Republic of Croatia enacted tleiglons on granting state aid for
maintaining business of shipyards in the periodil utite preparation of individual
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restructuring plans (the so-called rehabilitatiath),apursuant to the Rules on state aid for
rehabilitation and restructuring.

By the previously mentioned Decisions, state aics waanted to shipyards in the total
amount of HRK 2.5bn until end-2006, of which HRKn related to guarantees for advance
payments of customers and HRK 1.5bn to guaranteds|fiidity loans of shipyards.

Pursuant to the same Decision, the GovernmenteoR&public of Croatia in the first quarter
of 2007 adopted the Decisions on granting stateraithe total amount of HRK 1.7bn, of
which HRK 733.0m accounts for guarantees for adegreyments of customers and HRK
922.6m for liquidity loans of shipyards (bridginganufacturing financing). The Croatian
Competition Agency (CCA) supervises the use ofgitated funds on the basis of the report
by the Ministry of Economy, Labour and Entrepreséip.

In the first quarter of 2007 individual shipyard#janik, 3. Maj, Kraljevica d.d., Brodotrogir
d.d., Brodosplit) prepared their own draft propesal individual restructuring programmes,
which were, after the adoption by the Governmenim@ittee for Restructuring of
Shipbuilding Industry, forwarded to the CCA for itheeview and assessment and to the
European Commission. The CCA carries out review aesgessment of the submitted
programmes in co-operation with the external cdastil The approval of individual
restructuring programmes by the Government of tepuRlic of Croatia is envisaged for
end-2007 or for the first quarter of 2008. Thosd e then officially forwarded to the
European Commission for evaluation, after the pei@luation by the CCA.

Draft proposals of individual shipyard restructgriprogrammes represent a constituent part
of the Draft Proposal of the National ShipbuildiRgstructuring Programme. The objectives
defined by the aforementioned restructuring progn@mmply a successful rehabilitation,
long-term sustainability and international compegihess of shipbuilding industry in the
Republic of Croatia. The measures and activitias @ne planned to be undertaken in the mid-
term period and positive effects of which are expady 2012, imply, in general, measures
aimed at financial consolidation of shipyards, gasibnalisation, shipyard modernisation and
more efficient use of internal resources.

Parallel to the implementation of the Croatian gargds’ restructuring, activities will be
performed aimed at creating conditions for shipyangatisation, which need not necessarily
be connected to the end of the restructuring pesfdde Croatian shipbuilding industry.

Taking into account quality of construction andlttian of the Croatian shipbuilding industry
foreign investors’ interest in privatisation candsgected. This is confirmed by the enquiries
of international investors who have clearly, on esall occasions, expressed interest in
participation in the privatisation process of theo&ian shipyards. Accordingly, a
continuation of more intense discussions with pidénnvestors can be expected, which
could enable privatisation even prior to the coripiteof the restructuring process itself.

414 Energy

In 1997, Croatia launched structural reforms in ¢hergy sector, with an aim of creating a
new legal framework (completely aligned with thejais communautaire), liberalisation of
the energy markets, restructuring of the main gnemmpanies and their privatisation. An
adequate legal framework was established, allofanghe fulfillment of the set objectives.

Restructuring of the main energy companies was &etegh Hrvatska elektroprivreda (HEP)
and INA-Industrije nafte. A special company in dewith the natural gas trasnport has been
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established - PLINACRO. Privatisation of the pettoh company INA-Industrija nafte began
on the basis of a special act.

A complete opening of the electicity market wasisaged for 1 July 2008 and of the gas
market for 1 August 2008. All institutions importdor non-discriminatory and safe market

operations have been established: Croatian EneegulRory Agency, Croatian Energy

Market Operator, HEP-Transmission System Operatoodand HEP-Distribution System

Operator d.o.o0. (electricity) and Gas Transportat®ystem Operator (a task entrusted to
PLINACRO).

A model of bilateral market was selected for théiahopening of the electricity market in
Croatia, which is based on electricity trading thgl bilateral contracts. A customer and a
supplier are the parties to a bilateral electrisityply contract, whereas bilateral electricity
purchase and sale contracts are concluded betwesipgier, trader or manufacturer. As
regards the allocation of cross-border transmisstapacity, the appropriate rules on
allocation and use of cross-border transmissioacgpare applied.

The legal framework and strategic documents comegrihe energy sector development
determine the efficient energy use and cogeneratisrwell as the use of renewable energy
sources, to be of a special interest to the RepublCroatia.The Environmental Protection
and Energy Efficiency Fund (co-)finances programnpesjects and activities in the field of
environmental protection, renewable energy soueses energy efficiency. In the field of
renewable sources, incentives for electricity patiden from renewable sources were
introduced feed-in tariffs)

As regards the issue of energy supply safety, tpendy for Compulsory Stock Reserves of
Oil and Oil Products has been established.

The biofuel quality regulation determined the iradice objective of 5.75% share of biofuel in

total annual consumption of petrol and diesel fuelsich should be realised by 31 December
2010. The biofuels act and the respective subadtelilegislation will be adopted by end- 2008
and will completely regulate this area.

The Government of the Republic of Croatia has adeteghe Plan for development,
modernisation and construction of the gas transgygstem in the Republic of Croatia from
2007 to 2011, in which supply and mounting of equept is envisaged which will enable
functioning of the secondary market and developmégias network in the south of Croatia,
as a result of which obligations arising from #erjuis communautaireelating to transport
system will be fulfilled. It is estimated that tkgisting supply capacity will not be sufficient
in the period after 2009 due to a significant congtion growth. A further development of
supply capacity for natural gas is thus plannedibgns of:

e an increase in pipeline capacity of the gas supipl/ from the Russian Federation

through Slovenia by 500 million space metres -0h®@

» construction of supply line through Hungary — irl20

e construction of LNG terminal in north Adriatic —2912;

» construction of additional storage for Croatia’et&— in 2010.

In the field of energy, the Republic of Croatiaaiparty to several international agreements
affecting regional co-operation in South-Eastermoga: Energy Charter Treaty, Umbrella
Agreement on the Institutional Framework for théaBishment of Interstate Oil and Gas
Transportation to Europe — INOGATE and Energy ComityuTreaty.

As regards the Energy Community Treaty, the RepuddliCroatia has completely opened its
electricity and gas market considerably earlierntrenvisaged by that Treaty. Croatia
participates actively in the creation of an effitieenvironment for the establishment of a
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regional electricity and gas market in South-East&urope. The Croatian electricity
transmission system is extremely well connectech wite neighbouring systems and it
enabled in 1999, after putting into operation 4800k line between Croatia and Hungary, the
first connection of the former CENTREL system Wi#RTE system. Construction of 400 kV
transformer station Ernestinovo in south-eastemt pf Croatia and reconstruction of the
respective cables allowed for a reconnection oliBd E electric synchronous zones 1 and 2.
Successful connections represent a key conditiothfo establishment of the electric energy
market in South-Eastern Europe and its connectitimtive EU market.

In the field of natural gas and in terms of the fggeCommunity Treaty, the Republic of
Croatia has proposed several projects. This priyneefers to a construction of underground
storage Bertanci with a capacity of 2 million space metres, chhiwill have regional
importance, and construction of a LNG terminalhia horthern part of the Adriatic Sea, with
a final capacity of 14 billion space metres perry&aaddition, Croatia participates actively in
negotiations concerning the gas transportation fitmenCaspian Sea region further to the EU
territory. One of the projects includes a Southdpean Gas Ring Pipeline from Turkey to
Slovenia, which is indicated by the EU as a prnotihe for gas supply. Another project
relates to the lonic-Adriatic Pipeline as a brantithe Trans Adriatic Pipeline which goes to
Italy and which should pass through Albania, Moetgo, Bosnia and Herzegovina and
Croatia to Italy.

For the purpose of implementation of the measunessaged under the Energy Community
Treaty, the Republic of Croatia has formed a wagkgnoup consisting of the representatives
of the Ministry of Economy, Labour and Entreprership, Ministry of Environmental
Protection, Physical Planning and Construction, idig of Culture, Croatian Energy
Regulatory Agency, Hrvatska elektroprivreda, INAHistrija nafte and company
PLINACRO, which monitors the implementation of pigns and prepares documentation
for the implementation of the Treaty provisionseTworking group has accepted the report
on the energy supply safety in the Republic of Gapavhich has been submitted to the
Secretary of the Energy Community Treaty. As regdh@ Treaty, in the 2008-2010 period,
additional measures concerning supply safety veillbfined and measures will be adopted in
the event of force majeur. One of the importankdas also an obligation to transpose the
acquis communautairie the field of environmental protection under Arrkof the Energy
Community Treaty, which will be realised in the 362010 period.

4.1.5 Small and medium size enterprises

Data on growth in small and medium size enterpi(S84Es)", as well as on an upward trend
of investmen®? in long-term assets indicate that the economiicpabjectives have been

fulfilled. In 2006, small and medium size enterpsisn the Republic of Croatia retained the
same place with respect to their share in totahecty, accounting for 99% of the registered
business entities (above the EU average), 55%eofdtal number of employees in Croatia,
44% of total GDP and 24% of exports (it is assesbatl the share of small enterprises in
exports amounts up to 60% of total exports of tleeudlic of Croatia, through various forms
of business association and co-operation). The e@bmlicators clearly show the purpose of

™ In comparison with the previous business year, thmber of medium size and large entrepreneurs was
reduced since the Amendments to the Accountingcheinged the criteria for determining the entrepuesie
size. 76 588 entities are small entrepreneurs $9).6 480 medium—size entrepreneurs (1.9%) andld4e
entrepreneurs (0.6%).

12 with respect to the size of entrepreneurs, thgektr investment growth rate was recorded by small
entrepreneurs (41.4%), while large and medium eiteepreneurs recorded lower growth rates comparéuke
Croatia’s average (20.9% and 12.9%, respectively).
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the intention of the Government of the RepublicQbatia to provide incentives to the
development of small and medium size enterpriseseakey trigger of economic growth.

According to the global competitiveness index, @eoanade progress in moving up by 13
places in 2006 compared to 2005, t6' Flace out of 125 countries on the list of global
competitiveness. By climbing from 840 55 place, Croatia came closer to Slovakia iff,37
Hungary in 41 and Poland in 48place, whereas Romania (in"B@lace) and Bulgaria (in
72" place) are ranked lower.

According to the results of the Global Entrepresbipg Monitor (GEM), Croatia made a huge
progress - from 3% place out of total 37 countries in 2002 it advahte 18" place out of 42
countries in 2006.

The incentives and aid system for small and medsize enterprises in the Republic of
Croatia is regulated and implemented on the bafithe two Government programmes -
Programme of Incentives to Small and Medium Sizeegmises 2004-2008 and Programme
of Entrepreneurial Zone Development 2004—-2007.imseuments and measures are aimed at
providing incentives to entrepreneurs with growtbtgmtial, increase in the number of
business entities and employment, improved quafityusiness infrastructure and institutions
supporting entrepreneurship, application of newhnietogies and innovations, facilitating
financing, training and target groups (women, youwtar veterans, disabled), as well as at
preserving traditional economic values and adjustnte the EU market. Aid is aimed at
strengthening competitiveness, employment growkpod growth and a more balanced
development of Croatia.

As a result of a wide rage of measures of the Gowent of the Republic of Croatia
(HITRO.HR, HITROREZ etc.), the community as wellshahanged its attitude towards
entrepreneurship, thus creating an improved busieesironment and a more favourable
climate for entrepreneurship development.

In that regard, several projects have been launfireithe purpose of providing incentives to
entrepreneurship, of which the most important hesfollowing:

* Training in entrepreneurship;

» e-training in entrepreneurship;

» Competitiveness promotion projects;

* Favourable financing of small and medium size gmiges (interest subsidies, issuing
of guarantees by the Croatian Agency for Small Bess, launching of regional
guarantee instruments as financial centres atetvel bf counties (regionally focused
incentives), etc.);

* Entrepreneurial zone development projects;

* Projects aimed at development of crafts and cegfitem.

Incentives to small business have increased oeeyehrs. This is a result of the alignment of
legal solutions for SMSs with thacquis communautaitd including the legislation
regulating the issue of state aid and the ovecalhemic policy of the Government.

The fundamental areas of providing incentives ®dhvelopment of small and medium size
enterprises in the forthcoming period are the feila: (i) training in entrepreneurship, (ii)
competitiveness, (iii) entrepreneurship financingd a(iv) entrepreneurial infrastructure,
adjusted to the strategic economic guidelines arnddévelopment of knowledge-based
society and economy.

13 Act on Amendments to the Act on Promoting SmalliBess Development was adopted by the Parliamefhtlme 2007
and it simplifies the small business environment aligns it with the EU recommendations.
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4.1.6 Public-private partnership

During 2006, the Government of the Republic of @epadopted a decision on creating legal
and administrative conditions for the introductioh the public-private partnership (PPP)
model, with an aim of stimulating/promoting largeivate investments in the construction of
public goods and provision of public services.

The existing legal framework for PPP consists & @uidelines for the use of contractual
forms of PPP models, the provisions of which wessctibed in detalil in the last year's PEP,
and the Regulation on granting the prior approwattie conclusion of the PPP contract under
the private financial initiative model.

In accordance with the previously mentioned Reguiatthere are three legal preconditions
that have to be met for a public partner to be &bnclude a PPP contract:
» positive opinion of the PPP Sector concerning tiestted documentation, proposed
diversification of risk and other elements of tloairact;
» approval of the ministry competent for the conttaet is to be concluded;
» prior approval of the Budget Preparation SectathefMinistry of Finance as regards
the ceiling for the annual fee to be disbursed iy public partner to the private
partner under the PPP project.

In the process of approval of the PPP project,RR® Sector also participates in the risk
assessment with respect to the budget, whichasanrdance with the Regulation on granting
the prior approval for the conclusion of the PPRt@axt under the private financial initiative
(PFI) model, within the competence of the MinistfyFinance. In that regard, the objective of
the Government of the Republic of Croatia is toi@ah identification and realisation of all
PPP projects, in the context of the overall statestment and development strategy, among
other things, through the improvement of co-operatbetween the PPP Sector and the
Ministry of Finance. One of the key measures toieh that objective is to improve the
existing legal framework for PPP.

The new legal framework would regulate the basiecepts, competent bodies and general
principles concerning concessions and PPP. Theaefuttructure of the legal framework

would ensure the establishment of incentives fdwape sector investments in public

infrastructure through PPP, along with a clearlyirdel system of approvals of the PPP
projects and supervision of the same. Improveménhe legal framework for PPP also

implies the role of co-ordination as a part of government activities in the field of PPP, as
well as the PPP projects assessment procedurecandance with the adopted development
strategies and priorities at the national, regioaadl local level, under the condition of

minimising fiscal risks in co-operation with the mBtry of Finance.

Following the adoption of the Guidelines for thes g contractual forms of PPP models, a
more significant development and implementationtltd PPP model has started in the
Republic of Croatia, which, at the time, represdrderelatively new form of public project
financing in the Republic of Croatia. For that pasp, PPP Sector has organised several
workshops aiming at making a closer acquaintangeubfic bodies and private sector with
this model of financing. Since the problem of &lat administrative capacity and knowledge
of PPP represents the main shortcoming in impleimgrihe PPP in the Republic of Croatia,
a number of new educational activities has beenngld, aimed at training the public and
private sector participants, for the purpose adrggthening administrative capacity.
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During 2007, PPP Sector and SIGMA (a consultant@apga by the European Commission)
organised three workshops for public sector pgdicis and at least two more are planned to
be held by the end of 2007. In addition, in cooperawith SIGMA, PPP Sector plans to
prepare a detailed guide intended for the publitosearticipants and focused on the project
contracting procedures under the PPP model. In ,2Q@ther institutional strengthening of

PPP Sector in planned.
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4.2 FINANCIAL SECTOR

Banks predominate in the financial system of theuRéc of Croatia, accounting for 73.9%
of total assets of all financial intermediaries.vBiheless, the said share has continuously
been reducing in favour of other financial intermagi@s, primarily leasing companies (6.9%),
open-end investment funds (6.3%) and compulsorgiparfunds (4.4%).

Table 13: Financial sector structure (% of totaless, end of perigd

2002 2003 2004 2005 2006 June 2007
Banks, consolidated assets, in gross terms 85.8 83.4 81.5 78.7 76.4 73.9
Open-end investment funds, net assets 1.3 1.3 1.6 2.7 4.1 6.3
Closed-end investment funds, net assets 0.6 0.4 0.4 1.1 1.4 1.7
Insurance companies 5.7 5.4 5.2 5.1 5.0 4.9
Housing savings banks, consolidated assets, gross 11 1.5 1.8 1.8 1.6 1.4
Compulsory pension funds, net assets 11 2.0 2.9 3.6 4.1 4.4
Voluntary pension funds, net assets 0.0 0.0 0.0 0.1 0.1 0.1
Savings and loan co-operatives 0.6 0.6 0.5 0.5 0.5 0.5
Leasing companies 3.8 5.4 6.0 6.3 6.9 6.9
Total 100.0 100.0 100.0 100.0 100.0 100.0

Source: CNB, MFIN, HANFA
4.2.1 Banking sector

In mid-2007, 33 banks and 5 housing savings bapksabed in the Republic of Croatia. In

comparison with 2006, the number of banks was redlilny one institution as a result of its
take-over by another bank. At the same time, tinkibg system was highly concentrated, so
that 10 largest banks accounted for around 92%taf assets of all banks. Banks in majority
foreign ownership predominated in the ownershipcstre, accounting for 91% of banks’

total assets, whereas banks in domestic state avatgp ownership accounted for 4.5% of
total assets of all banks each.

In order to contribute to a loan growth reductiahjch is mostly based on foreign borrowing
of banks from their parent banks, at the end of62@e CNB introduced a credit control
measure, which obligates banks with the annualept@nt growth in 2007 exceeding 12% to
purchase CNB bills in the amount of 50% of the sscmount. The same measure was made
more stringent in July 2007, by setting the pemadisimit on placement growth at 0.5% at
the mlgnthly level, starting from July 2007, relatito the balance of placements as at 30 June
2007.

The Croatian Registry of Credit Obligations (HROM)I allow for a better insight into credit
risk when banks grant their new placements. In MA97, almost all founding banks of
HROK began to use the reports on credit obligatmfrtieir customers. As regards the credit
risk, it should be noted that in 2006 the CNB addp regulatioft according to which higher
weights are applied to credit risk when calculatiranks’ capital adequacy for exposures to
those customers whose foreign exchange positioroismatched, in terms of currency in
which they earn their income with the currency iniet the placement was granted to them,
for the purpose of an improved management of cayr@ruced credit risk, in view of a large
euroisation of banks’ assets. The implementatiorthef provisions concerning currency
induced credit risk is assessed during on-sighésugion of banks’ operations. According to
the data for end June 2007, 56% of banks’ net placés was exposed to currency induced
credit risk, i.e. around HRK 207bn. 75% of thesacpments was defined as unprotected,
implying that in the case of that portion of pla@nts exposed to currency induced credit risk

14 Decision on the Purchase of Compulsory CNB Bills
15 Currency Induced Credit Risk Management Guidelines
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a change would occur in their credit risk in themvof an exchange rate change of a currency
in which they are placed relative to the exchamge of the currency in which they are repaid.

In the process of alignment of the existing saviagd loan co-operatives with tlaequis
communautairerelating to the operation of credit institutions, December 2006 Act on
Amendments to the Banking Act was adopted, whittoduced a possibility of establishing
savings banks, as well as the Act on Credit Unigm#pril and July 2007, the CNB adopted
the respective subordinate legislation governirgglicrunions. According to the preliminary
data, 43 savings and loan co-operatives have chtos@ansform its business into savings
banks, 36 into credit unions, whereas 19 of thewehagpted for voluntary winding-up. In
addition to the above indicated acts, the FinarCalateral Act was adopted for the purpose
of alignment with Directive 2002/47/EC on financtalllateral.

Draft Proposal of an Act on Credit Institutionsartsposing the provisions of Capital

Requirement Directive in the part relating to ctedstitutions, was presented for public

discussion in July 2007 and the same is expectedho drafts of subordinate legislation

regulating in detail the capital adequacy calcatafior credit institutions. Preparation of the

draft acts relating to deposit insurance, electramioney institutions, reorganisation and
liquidation of financial institutions and financiebnglomerates is underway and they should
be adopted by the end of 2008. For the purposebettar coordination in the preparation of

the aforementioned regulations, the working groepds meet regularly in order to discuss
and co-ordinate individual legal solutions.

In addition to the above indicated alignments, @B has invited a public discussion
concerning the CNB’s Banking corporate governangiladines (January 2007) and Anti-
money laundering and anti-terrorism financing glirsks for credit institutions and credit
unions (July 2007). At the same time, in relationtihe Information system management
guidelines aimed to reduce operational risk (Ma&®06), the Decision on adequate
information system management was adopted in ARNGT.

The CNB co-operates closely with domestic and @resupervisory authorities in the area of
alignment of domestic regulation with the EU regments, but also in the operational part of
bank operation supervision. In accordance with &ualuagreement concluded in September
2006, the CNB and HANFA thus established the Firsr8ector Operational Supervision
Committee. An Agreement on co-operation and exchaignformation in the area of anti-
money laundering and combating of terrorism finagcfAugust 2006) was also concluded
between the CNB and the Ministry of Finance. Finadl preparation of an agreement on co-
operation with Banque de France is underway.

An on-going exchange of information was agreed betwthe CNB and banks, concerning
the Single Euro Payment Area (SEPA). In additianthe latest meeting of the National
Payment System Committee in early 2007, its terimgeference were amended, so that
except domestic payment system, it also encompassasational payment system as of
March 2007.

The objective of the Republic of Croatia is to iy the payment system in order to regulate
more adequately the area of providing payment sesvby non-banking institutions and their
licensing and supervision, transparency of conaigtitor providing payment services, rights
and obligations of payment service providers areryjsout-of-court settlement of disputes,
etc., which is also necessary for the functionirigttee single EU market. The system
regulation will be achieved primarily by adoptirigetnew act regulating payment systems and
the appropriate subordinate legislation until ef0&
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In June 2007, the CNB published the Framework Herdetection of counterfeits and fitness
sorting by credit institutions and other professiocash handlers, which is, in terms of its
contents, harmonised with the measures of the EarofCentral Bank for euro banknotes
redistribution. In this manner, the CNB also proesothe application of best practice in

banknote handling and creates preconditions, irladhg-run, for the future handling of euro

banknotes as a domestic currency, in accordandetiat European Central Bank standards.
The application of the framework is set for end-2@0the latest.

4.2.2 Non-banking sector

As at 31 December 2006, 78 open-end investmentsfuvete registered in the Republic of

Croatia, 7 closed-end investment funds, 1 Fundroattan Homeland War Veterans and their
Family Members and 1 Pensioners’ Fund. Total assetsaged, at the moment, by all

investment funds amount to HRK 38.3m. 22 investnfiegntl management companies are also
registered.

As at 31 December 2006, contracted active leasomgracts totalled HRK 32.5bn, of which
HRK 12.0bn related to operative leasing, HRK 12.4bfinancial leasing and HRK 8.1bn to
loans.

Total net assets of compulsory pension funds atAgrd 2007 stood at HRK 18.1bn.

The insurance business development dynamics isoprmed in the Republic of Croatia. In
2006, insurance companies earned a total undeewrgtoss premium of HRK 8.19bn, of
which HRK 6.0bn accounted for non-life insurancerpium and HRK 2.18bn for life
insurance premium. Owing to large growth rates né®d in the recent years in life insurance,
the share of this insurance segment in the totafglo has been constantly on the increase,
amounting to 27.0% in 2006, whereas the share oflif@insurance in the total portfolio has
been gradually reduced, amounting to 73.0% in 2006.

On 21 December 2006 Zagreb and Varazdin Stock Egehanerged. A merger of the two

stock exchanges is expected to facilitate tradingrease the number of transaction and
improve liquidity. In addition, a more dynamic déjament of the domestic market is

expected, as well as strengthening of the competpbsition in the European market and an
increased offer to investors. Brokers’ savings \Ww#l instantaneous, since they will pay for
services of only one stock exchange instead ofngeseveral double costs.

The following acts were adopted in 2006: Leasing, A&ct on Credit Unions, Act on
Amendments to the Securities Market Act and ActGroatian Bank for Reconstruction and
Development, Act on Amendments to the Foreign ErgkaAct, Act on Amendments to the
Banking Act, Act on Amendments to the Croatian biadil Bank Act.

As envisaged by the plan, in 2007 the followingsacére adopted:

* Financial Collateral Act — by adopting this actnf@l barriers to the performance of
operations concerning collateralisation of monetaspligations by financial
instruments are eliminated, legal certainty is @ased, credit risk is mitigated, cross-
border transactions are facilitated and capitalketaand financial system as a whole
are strengthened,;

* Act on Amendments to the Voluntary and Compulsaggton Funds Act — the act is
aligned with theacquis communautarand legal documents of the Council of Europe;

* Accounting Act — the act defined a new framework &nancial reporting standards
by adopting International Financial Reporting Stanad;

e Act on the Take-Over of Joint Stock Companies -alldgamework was created for
carrying out the takeover procedure, which will &egned with the provisions of
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Directive 2004/25/EC of the European Parliament @inthe Council of 21 April 2004
on takeover bids.

In 2008, the following acts are planned to be agdpt

Payment System Act — payment system will be aligmig the EU Directives;
Securitisation Act — legal introduction of stru@drfinancing. The act is important for
promoting market financing;

Act on Reorganisation, Winding-up and Bankruptcy Infurance Companies —
alignment with the EU Directiven the reorganisation and winding-up of insurance
undertakings;

Financial Conglomerates Act — in the process atlative alignment with the EU the
Financial Conglomerates Act is planned to be adbgdtewould regulate business of
financial groups providing services and productvanious financial sectors, the so-
called financial conglomerates;

Act on Amendments to the Audit Act — alignment witie EU Directives will be
achieved, especially regulation of an independeatsight of auditors’ work.
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4.3 LABOUR MARKET

As a part of the EU pre-accession activities, onAR@ust 2007, the Government of the
Republic of Croatia adopted the Action Plan foridkdive alignment and creation of the
required administrative capacity for transpositiamd implementation of theacquis
communautairen the negotiating area of Chapter 19: Socialdyaind Employment, for the
purpose of a complete fulfilment of an additionahbhmark for opening negotiations on this
Chapter. In that regard, the Action Plan contaegzart from the dynamics of a gradual
transposition ofacquis communautairénto the national legislation, detailed informatio
concerning the institutions and human resourcegdoh individual task and determines the
accompanying actions for strengthening administeatiapacity and the required financial
resources allocated for this purpose from the budge

All the activities encompassed by the Action Plaawd be completed until the end of 2008,
which also implies a functional creation of the uegd administrative capacity for which
additional HRK 40m should be allocated in the statdget in 2007 and HRK 50m in 2008.
The funds will be planned as an increase in budgsitions of the entities responsible for the
measures under the Action Plan. These funds alslod@ the amounts of the national
participation in the use of pre-accession EU furmdsyhich the most important is the IPA
programme in which the entities responsible for dletvities under this Action Plan will
participate with EUR 40m through | and IV componenglating to strengthening of
administrative capacity and human resource devetopm

4.3.1 Stimulating employment

Labour market key indicators for the period conginto indicate a continuous rise in

employment and a decline in unemployment. Accordintipe preliminary data of the Central

Bureau of Statistics, total registered employmentdéased from 1,498,515 in August 2006 to
1,511,007 in August 2007. In the same period, tegd unemployment in the Croatian

Employment Service records fell from 271,051 to,882, a 10.4% decrease. According to
the Labour Force Survey, the employment rate fergbpulation aged 15 to 64 years rose
from 54.2% in the first half of 2006 to 55.2% inetlirst quarter of 2007, whereas the
unemployment rate of the population aged over Hssyeras reduced in the same period from
11.8% to 11.2%.

On the basis of the guidelines adopted under thmiNg Action Plan for Employment 2005-
2008 and the analysis of the implemented 2006 AnRlem for Employment Promotion, a
total of HRK 430m was allocated for the implemeiotatof active employment policy
measures under the 2007 Annual Plan. It is envikdfat in the forthcoming mid-term
period, the planned funds will be increased, adtlpeoportionate to the level of the expected
economic growth rates. It should be noted thatitm@emented active employment policy
measures will surely have a positive impact onlibdget revenues due to an increase in
employment and a reduction in unregistered employmeowever, it is presently very
difficult to assess since such impact depends emise in economic power of each individual
as well as of economy as a whole.

The characteristics of the Croatian labour marietn the point of flexibility of the legal
framework, do not depart significantly from the Btandards, but in order to examine this
issue, the key question is whether Croatia wantisuitd its competitiveness on the global
market on low labour costs or it wishes to basdétgelopment on knowledge and investment
in human resources. In that regard, Croatia hascled the educational system reforms,
which will be completed by a reform of the natiogahlification framework and a creation of
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the system of acquiring universal skills, allowiiog a faster transition from one profession to
another, implying a greater degree of employabikiyr the purpose of ensuring a better flow
of information from the labour market to the edimadl system, decentralisation of the
Croatian Employment Service is performed, as wekstablishment of local partnership, by
connecting the local employment offices with thgioeal developmental agencies in order to
respond more adequately to the local and regiomaleldpmental needs, through the
educational system and the measures such as aechladngualification and additional
gualification.

As regards the tax system related to the employrmelnty, it should be noted that in the
forthcoming period there will be neither increases introduction of new taxes which would
burden the economy and increase labour costs. Hawekie tax policy, including the
contribution system will be focused in the forthéogperiod on the alignment with the
acquis communautairand on the simplification of the entire system idey to diminish the
motives for grey economy. Finally, it should beested that new jobs are created as a
consequence of the economic growth which arises Btvengthening of private investments,
stimulated by a further improvement of the invesitrand entrepreneurial climate.

4.3.2 Social security system

Systematic changes which were launched by the Gowart of the Republic of Croatia in
2005 are still aimed at an improvement of socialvises work organisation, system
informatisation and improvement of social serviagalgy. In accordance with the reform
objectives, new regulations in the field of sosiadlfaré® were adopted in July 2007, which
simplified the procedure of exercising rights, reed the total number of rights and
introduced the rights which are adjusted in viewhaf beneficiary category and the objective
of rights. Additional HRK 148m is planned to beoathted for implementing the new
regulations in 2008, which will be used for coverin
» exemption of child allowance from the family’s tbiacome, which has improved
financial status of families with several membesig Gnd more members),
* introduction of the new right — right to a statdsaursing parent,
* introduction of new remuneration — personal remati@n to a foster parent,
» obligation arising from a right to a temporary sappin accordance with a new
regulatiort” under the family law protection,
e costs of employment of new 41 employees in 18 sogidfare centres, who will be
engaged in foster care activities.

The reform activities under the SWBRontinued to be carried out in three componertis. T
overall reform is performed in co-operation witle tWorld Bank. The objective of the first
component is to improve the quality of social seegi and reduce the scope of institutional
welfare. The activities based on pilot projects emthe first component are carried out in
three counties: initial financing of innovative grammes in providing social services at the
community level and of new approaches in sociakywsuapport to financially profitable high-
quality service aimed at prevention of social peof; deinstitutionalisation and reintegration
of beneficiaries into the community; broadeningsefvices provided at the local community
level and modification of accommodation serviceptevent institutionalisation, within the
extended scope of provided services, and improviareequality.

18 Act on Amendments to the Social Welfare Act andtBoCare Act.
" Proposal of the Act on Amendments to the Familyifdn the adoption procedure.
18 Social Welfare Development Project
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The second component is aimed at the developmetiieofT management system for the
purpose of: facilitating work of employees in sborgelfare institutions, simplifying the
application filing procedure, increasing transpaseof filing the application, ensuring greater
control as a result of a possibility to check thimimation within other systems and reducing
the fraud risk. In 2007, the preparation of theoselcproject task of software supply and
development was completed in three pilot countlas2008, development of the entire
software and installation and training of employaes envisaged in the pilot counties and
subsequently in the overall social welfare system.

The objective of the third component encompassesirtiprovement of the social welfare
infrastructure by improving the accommodation ctinds for beneficiaries in social welfare
homes and constructing, i.e. renovating social avelfcentres in accordance with the
administrative reorganisation of these institutigeasuring the conditions for @ne-stop-
office installing information and network equipment, sittooperation).

In accordance with the signed Joint memorandum ammakinclusion of the Republic of
Croatid®, it has been determined that the persons who ast exposed to the poverty risk
and social exclusion are the following: long-termemployed persons and economically
inactive persons, older persons without pensioronme; disabled persons, single-parent
families and families with a larger number of chéld, a portion of displaced persons,
minorities, homeless and former addicts. The d@atiand measures through which the set
objectives will be realised will be performed incacdance with the National implementing
plan for social inclusion (2007-2008). The planaetlvities are the following: increasing the
level of employability of less employable persoestending the coverage of secondary and
higher education, vocational education reform angstment in a systematic promotion of
life-long learning, extending the network of socgdrvices for children, the elderly and
disabled persons, preventing disease or disabiéibhsuring equal access to health care
institutions, developing a concept of social hogsmeducing regional differences and a long-
term elimination of poverty of older population.

The competent ministries, state institutes and @gerand other bodies responsible for the
implementation of specific activities set by theplementing plan participate in the
implementation of the measures, as well as reptathess of local authorities, social partners,
non-governmental organisations and providers ofatservices. The implementing plan also
defines the indicators on the basis of which a eéegf performance of activities will be
measured and identifies the institutions respoaditsl the performance of the activities. The
first performance report will be presented by sumg@8. The financial resources required
for the implementation of individual activities wibe provided by the responsible and
implementing institutions.

During 2006 and 2007, representatives of the Mwisif Health and Social Welfare
participated in the preparation of the Operatioabgramme for Human Resource
Development 2007 — 2080 under IPA, including drafting of the proposaltbé concept of
the project: Establishing Network of Support in @bdntegration and Employment of
Disadvantaged and Marginalised gradpsvhich should be implemented by end-2009. The
project’s objective is to increase employment adsi groups that are mostly affected by

19 JIM — Joint memorandum on social inclusion of Bepublic of Croatia (signed on 5 March 2007) betwee
the Government of the Republic of Croatia and theopean Union.

20 Operational Programme for Human Resource Develap2@07 — 2009

2L Establishing Network of Support in Social Integyatand Employment of Disadvantaged and Margindlise
groups
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long-term unemployment. The proposal of the progectcept relates to social employment in
organisations that are providers of social senvicese community.

Protection of families and children

A systematic protection of rights and interest bildren and disadvantaged group has
continued to be implemented by the application lné tadopted national programmes,
strategies and policies. In accordance with theiprans of the European Convention on the
Protection of Human Rights and Basic Freedoms, lwiransferred certain authorities of the
social care centres to courts in the procedurdaroily relation regulation, i.e. in limiting or
abolishing parents' rights to parental care, a neffeeient protection of children was
achieved.

It should be stressed that population policy messusimed at demographic recovery, have
continued to be implemented. In addition to the sneas already taken in that field, as of 1
January 2008, women on maternity leave will haveglat to full salary compensation in the
first six months, for which around 0.04% of GDPIwiave to be provided annually.

With the effort to ensure more effective protectiohchildren of divorced parents, new
provisions of the Family Act will come in force diag 1 January 2008 which will enable
children of divorced parents, to which other parnerdenying the right for support, to claim
the right for the temporary support from the auittext social care centre. This temporary
support can last no more than three years. Givanh ttie resources for this measure are
secured by the state, the Act obliges the socia cantre to legally file a claim upon the
irresponsible parent, to compensate the state budgehe cost incurred concerning the
matter. In the 2008 budget, a total of HRK 93 rilliwill be secured for these temporary
allowances.

Pension insurance

Within the pension system, which represents on¢hefcomponents of the overall social
security system of the Republic of Croatia, two remts relating to the pay-as-you-go system
were adopted in 2007. More specifically, the ActAdlowance on Pensions Earned under the
Pension Insurance Act was adopted, on the basihich differences will be reduced in the
amount of pensions earned for equal years of empdoy for pension purposes, i.e. under
same conditions for the “old” and “new” pensiondrsaddition, the Act on Amendments to
the Pension Insurance Act was adopted, which stdrting from early 2008, increase the
level of early old-age pensions, disability pensicas well as the level of the lowest pensions
by changing the method of its determination. Assult of the application of both acts a total
fiscal cost of 0.35% - 0.4% of GDP per year will ineurred in the forthcoming mid-term
period.

The Act on Amendments to the Compulsory and Volyntension Funds Act was also

adopted, which complements and improves the pensgurance system based on individual
capitalised savings and adjusts it to the conditioha social and economic development of
the country.

In view of all the mentioned changes in the pay@s-go pension system, a systematic
improvement of a financial position of future pemsibeneficiaries is expected from the
beginning of 2008, whereas retaining of the soecalbwiss model for pension adjustment
(50%:50%) allows for a long-term maintenance ofaficial sustainability of the system.
Changes in the capitalised system, in view of iaseel possibilities of assets investment by
pension funds in the prescribed types of assetsraethe borders of the Republic of Croatia
following the EU accession and creation of a pablssilof entry of the European institutions
in the field of voluntary pension insurance in tRepublic of Croatia will contribute to a
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faster development of that type pension insura@ce of the previously set objectives of the
pension reform is thus met in the long-run, whishaitransfer of a part of responsibility for
ensuring funds for old-age, regardless of the mayeal-go system, to an insurer himself,

which will, in the long-run, contribute to a decseain the share of funds for pension
consumption.
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44 AGRICULTURAL SECTOR

The primary objectives of the agricultural polickeastill focused on the improvement of
competitiveness of the sector and on the futurent&thbership. Therefore, the Government
of the Republic of Croatia has continued with th&lementation of agricultural policy
measures aimed at changing the structure of agrralifarms, ensuring a smooth operation
of the market and improving the efficiency of paldiervices.

Land market

Management of the state-owned agricultural land bastinued to be performed in
accordance with the Agricultural Land Act and a aydinate application of by-laws
regulating real-estate transactions. The typesafagement through a public tender include:
lease, sale and concession. In the January 200&pter8ber 2007 period, 74 120.14 ha of
land was under management (lease: 33 634.40 tea,1€8678.85 ha, concession: 29 806.89
ha), and income (state, county and local budgetiRK 136.0m was earned (HRK 66.4m
from lease, HRK 58.9m from sale and HRK 10.7m frooncessions). The state-owned land
management plans envisage a total sale of 222 &% 0f agricultural land, of which 13%
has been sold so far. The objective in the 2008 21&tiod is to accelerate the sale dynamics
of agricultural land.

One of the important priorities in changing theusture of agricultural farms is consolidation
of agricultural land areas. In that regard, thelemgentation of the project ‘Consolidation of
agricultural land’ continues. In the 2008-2009 pdrithe adoption of the regulation is
planned as a part of the project, which will re¢gileonsolidation of agricultural land for the
purpose of improving the structure of agricultdeaims, and continue with the elimination of
the remaining obstacles to the efficient agricalkland market.

Privatisation of state-owned companies

In the forthcoming period, privatisation of the r@mng companies engaged in agricultural
and food-processing industry will continue. On astoof reaching an agreement with the
trade unions in the implementation of the ESOP fauogne, privatisation of large agricultural
and food-processing company VUPIK, which is in migjostate ownership, has not yet been
completed and is now planned to be finalised in820® 2007, a public tender was invited for
the sale of companIM d.d., Karlovac, fourth milk industry by its 8z but the tender was
annulled due to unsatisfactory bids. Continuatibprovatisation of company KIM d.d. and
company Sladorana d.d. Zupanja is envisaged in.2008

Regulation of the agricultural and food productsrket

Activities on the harmonization of market mecharssfar particular agricultural products
with the market organisation in the EU have corgthuThe most sensitive product in this
segment is wheat and the application of the EU meléenents continued in 2007. The state
guarantees the intervention price of 101.3 eurpidrich is the European intervention price.
In 2007, the state did not participate in the pasehand trading was completely determined
by the market. The prices of other cereals (bangg, oats), for which the framework of
intervention price can subsequently be expanded,iaghe case in the EU, have gradually
been adjusted to the set intervention price. Masgyredominant cereals in Croatia, does not
yet follow these parities, and this level of intemtion price cannot be applied to it.

For the purpose of regulating the fruit and vedetabarket, in 2006 and 2007, efforts were
made to organise the logistic centres for purclaaskprocessing of fruit and vegetables. The
issue of apples was successfully resolved, wheyecdmstructing 8 ULO cold storages
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(capacity 21,000 tons) and the accompanying equipntiee logistics was provided for the
market of apples which are the most important fiuiterms of consumption and production
volume. In 2008, these activities on the fruit nedrkre planned to be continued and in the
forthcoming years, the vegetable market is plarindzk regulated by a similar support for the
construction of logistic centres. In 2008, the dadwp of the regulations is planned which
would transpose all the EU quality standards faitfland vegetable into the Croatian
legislation, whereas the application would sta2®@9.

Activities concerning the creation of the vineyagatiastre were completed in 2007 as regards
the technical part (all the required photographsewacquired, cadastre was digitalised in
these areas), and designing of the digital datatwade gradual performance of field activities
to verify and enter all other vineyard data arenp&d for 2008. These activities will continue
into 2009 as well.

In the cattle production area, activities aimedhatmonising market mechanisms have
continued, with an aim of combating grey market amzteasing the food safety. A single
system of compulsory animal identification was bkshed, which was implemented in
entirety for bovine animals in 2007. The classiima mechanism for bovine and swine
carcasses on the slaughter-line was fully estadalisihe regulations on identification of
swine and horses were prepared and beginning andbleton of identification and
registration of swine and horses is planned in 200f& regulations on cattle passport have
been prepared and the passport system will becatlyedperative in early 2008. In 2007,
regulations were prepared concerning identificat@on classification of eggs, whereas in
2008 and in the following years a phased-in intaddun of the new classification and
identification system is planned.

State aid in agriculture

The bulk of the state aid to agriculture is admamsd pursuant to the Act on State Aid to
Agriculture, Fisheries and Forestry. In 2007, abd&®K 2.3bn from the state budget was
earmarked for aid covered by that Act, which isrammease of around 10% compared to 2006.
The largest portion of the funds (86%)) is stillended for a direct support to manufacturing,
but that share has been gradually decreasing. fdre ®f investment aids and aids to rural
development increased to about 10%, while the sbfarecome support to non-commercial

farmers stands at about 4%.

The objective of agricultural policy is to increasg¢al aid funds in the sector for the purpose
of improving the competitiveness level and adjustinte the developed market of agricultural
and foodstuff products in the EU, as well as a gahihcrease in the share of funds for rural
development. The rural development measures shbalddirected at diversification of
activities which would allow for a larger employnteand a better standard of living of the
population in rural areas.

Rural development

The national measures for rural development haviardoeen primarily aimed at education of

the rural population, support to agricultural sdepcestablishment and development of
agricultural co-operatives and vocational assamiati sale promotion of agricultural products,
support to keeping traditional cattle breeds, retrmiction and development of the rural area
and development of rural tourism. In 2007, HRK #0i.from the state budget was

earmarked for the implementation of these measures.

Within the EU pre-accession assistance for thd euem development, activities related to the
implementation of the SAPRAD programme have comtthuFollowing a review by the
European Commission, a “Decision on transfer ofsé&msce management authority to the
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implementing Agency for pre-accession measuregiiic@dture and rural development in the
Republic of Croatia in the pre-accession periodswdopted in September 2006. The said
Decision confirmed that the SAPARD Agency has rhetrhain criteria for the beginning of
implementation of that programme in a satisfactognner, and tenders were invited for the
implementation of Measure 1 ,Investment in agrigtdt farms® and Measure 2
~Improvement of agricultural and fish product presmg and trading”.

Two tenders have been invited so far and 146 agipdics have been received of which 21
applications have been approved and contractedpthakinvestment value of which slightly
exceeds HRK 135m, i.e. for which total aid amouotsHRK 63.5m. The third round of
tenders is expected to be invited by the end of72@0l the funds are financed by the
Republic of Croatia and the EU in the 25% (RepublicCroatia) to 75% (EU) ratio. The
IPARD plan was prepared under the Instrument ofgmeession assistance, containing the
proposed measures the adoption of which is expdayethe end of 2007, which will be
followed by the invitation of tender for the acdted measures.

Phytosanitary area

During 2007 the alignment of regulations governpiytosanitary area with the relevant EU
legislation and their implementation has continuddder the projects CARDS 2002 and
CARDS 2003 knowledge was acquired concerning th@amentation of these regulations in
practice, trainings of phytosanitary inspectors amgerts from the authorised institutions
were organised and a part of the laboratory equnprite analysing the pesticide residues in
food was acquired, as well as the equipment folyaimay physical and chemical properties of
plant protection products.

In the forthcoming period, activities will be aimed a further alignment of regulations,
improvement of the quality level of monitoring ongems harmful to plants, introduction of
the plant passport system, application of the ngatesn of plant protection products
registration and continued training of employeegplamt protection, phytosanitary inspectors
and experts from the authorised institutions ireotd reach the level required by the EU.

A phased-in establishment will begin of a phytotawyiregister of importers, producers and
distributors of the reproduction material of spiecifpes of plants, which represents the basis
for the application of the plant passport systematTsystem will allow for a systematic
monitoring of the health status of plants duringduction, while the plant passport which
will accompany the plant will represent a guarantee customers of health safety of
reproduction material, which is one of the main dibans for a successful agricultural
production.

By the establishment of a uniform information sgstehigh-quality will be ensured of
keeping the phytosanitary registry and other datedand communication with agricultural
producers and other entities interested in phyitmgnarea will be improved. In the field of
plant protection products, the application of thevnplant protection products registration
system will begin, as well as the reassessmengdisration) of plant protection products,
improvement of the plant protection product posstegtion control programme and
monitoring of pesticide residues in food, whichlwignificantly improve the level of human
and environmental safety against hazardous sulestahtthe segment of seed husbandry and
planting material, the overall legislative alignmenll be completed by end-2007, which will
allow for the implementation of the new system @®2.

Food quality and safety

In order to ensure preconditions for competitivangsengthening of domestic food producers
in terms of alignment of their operations with g standards in the area of food safety and
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quality it is necessary to harmonise the domestigulations with the EU legislation.
Accordingly, several regulations were adopted whithnsposed the EU regulations
governing this area into the legislation of the &d of Croatia. The Strategy for
transposing and implementing the legislation in déinea of food safety, animal health and
phytosanitary policy was also prepared. The Styatamtains the action plan, relating to a
further legislative alignment and institutional estgthening for the purpose of legislation
implementation, which should be implemented in otdeestablish an integrated approach to
food safety.

In 2007, the quality requirements continued to bheronised, which will improve market
liberalisation and facilitate movements of goodke Talignment has started concerning the
foodstuff identification system with geographicadlication, authenticity labels and foodstuff
traditional reputation labels. The need for inginal strengthening was also identified,
especially in the part concerning conformity anchtoml of foodstuffs with respect to the
labels, in order for this form of protection to fadly implemented. In addition, the project
CARDS 2004 was launched in 2007, under the titlertiier capacity strengthening in the
area of live animals and foodstuffs”, within whitthither legislative alignment will be carried
out, as well as strengthening of capacity of stdeninistration bodies and inspections
competent for the legislation implementation.

During 2007, Ministry of Health and Social Welfarentinued with the activities concerning
the implied responsibility in the area of food $gfdn that sense, the reorganization of the
Office for sanitary inspection has been performaed the Division for food safety and the
Division for GMO control have been established.djlactivities concerning the organization
of the border sanitary inspection have been planme@008, it is planned to continue with
the alignment of the legal framework and adoptibthe implementing regulations in the area
of food safety. With the aim of acceptation and tmplementation of the EU legislation
following projects are planned for 2008: PHARE 208bipport to the sanitary inspection in
the preparation, implementation and the maintenafd¢ke HACCP system” and the MPAP
project “Capacity building for the implementatioh tbe HACCP principles in institutional
kitchens”.

In the 2008-2013 period, for the purpose of stmattrteforms in the food-processing industry,
sector support is planned under the pre-accessagrammes SAPARD and IPARD, as well
as the adoption of the national operative programwmieich would contain horizontal
measures of support to food-processing industrpe@ally to small and medium-size
enterprises, and which will be in line with statd aimed at: improving competitiveness of
EU industries and creation of sustainable jobs.(aid to research and development,
innovation and venture capital for small enter@jsensuring social and regional cohesion
and improvement of public services.

Veterinary area

During 2007, the process of legislative alignmenmtttued and the new Veterinary Act was
thus adopted as a strategic document in a furtfggmaent of the Croatian legislation with the
EU legislation. An accelerated and more efficienplementation of the new Veterinary Act
in practice is a precondition for fulfilling extrexsty demanding benchmarks for the opening of
negotiations in Chapter Jbod safety, veterinary and phytosanitary policy.

In accordance with the Veterinary Act, there isoatigation of establishment of the Central
Veterinary Information Centre which would encomp#ss system of registry, register and
computer programmes, for the purpose of animal tiheahd welfare protection and
implementation of measures of veterinary publicltheaThe new Veterinary Act also
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provides for the reorganisation of the system ofermeary service and inspection and
employment of official veterinarians and veterinargpectors accordingly.

In accordance with the European Commission’s 20@@ress Report for the Republic of
Croatia, in which a need is stressed for investmémtinfrastructure and construction of
permanent veterinary border stations and a needrdtonalisation of the number of

veterinary border stations, the Government of tapuRlic of Croatia adopted a Decision on 8
permanent veterinary border stations on 7 Septe@®@r, which will remain after Croatia’s

EU accession. During 2007, Sector of veterinaryleomspection and international traffic, in
accordance with the aforementioned, prepared tipdicagion for financing of permanent

veterinary border stations under various EU preession funds (IPA, PHARE), through

which the same are planned to be constructed auedl with the EU legislation.

Fisheries

The alignment of the Croatian legislation in theh&ries sector with the EU Common
Fisheries Policy, especially in the area of fiskl &shery product market continued during
2007 (the Ordinance on the conditions and mann@utifnginto circulation fish and other
marine organisms was prepared and the prepardatithre @rdinance on standards for putting
into circulation fish and other water organismscigrently underway). Furthermore, a
uniform register of fishing vessels over 24 metredength was established and a review
process was carried out for the benefits for vesskthe same length, which allowed for a
direct connection of the benefit with the vessdheTimplementation of PHARE project
“Support to the Republic of Croatia in the preparatand implementation of the strategy to
develop the fisheries sector within the contexalignment and enforcement of thequis
communautairecomprising the Common Fisheries Policy” is undegrwia the 2008-2010
period a continuation of the legislative alignméntplanned, as well as completion of the
benefits review, continued registration of vesselsthe electronic fleet register, further
implementation of the satellite-based vessel mangosystem (VMS) and establishment of
the Fisheries Monitoring Centre.

The objective is to create the fish and fisherydpid market in compliance with the EU
requirements, which primarily relates to the esshbhent of the fish trading system
(construction on ports of discharge and wholesaekats, definition of discharge measures,
introduction of producer organisations, adoptiomhef relevant regulations).

Wood industry

On the basis of the Republic of Croatia's Operafvegramme for the Development of
Industrial Processing of Wood, 2006-2010, in 20Qduhblic tender was invited for granting

state aid for promoting development and sustaiitglaif industrial processing of wood in the

Republic of Croatia in 2007, in the total amountHiRK 41.1m of non-refundable aid. With

an aim of starting structural changes and credtigly-quality and market-adjusted economic
entities, the Act on Wood and Wood Product Proogsand Use is being prepared. For the
purpose of developing competitiveness of the woecdtas on the domestic and foreign

market, it is necessary to create identity throaghecognisable Croatian design. In that
segment, the National Strategy of Design in theuRep of Croatia is being prepared, which

will create conditions for increasing life qualignd improving Croatian economy and
community culture by the application of design,ngsthe Croatian potential for creating

recognisable values in the global exchange. Theek}y is in the adoption procedure.

In the recent years, in the global industrial woptbcessing, design development,
construction, technology and knowledge, as wethasuse of innovative, the-so called smart
materials, in the construction of final productséaade such progress that many unprepared
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countries cannot keep pace with that rising treératk of orientation of production so far or
attempts to realise greater short-term effects @xgorts of sawn material) actually lead to a
devastation of the natural potential.

In that context, the wood sector in the Republi€afatia must carry out all the preparations,
from the legal ones to the strategic ones, in @ly§irmanner. Accordingly, the developmental
document ,Republic of Croatia's Operative Progranforethe Development of Industrial
Processing of Wood, 2006-2010%, along with the é&ectWood and Wood Product Processing
and Use and the National Strategy of Design in Republic of Croatia, provided the
framework for actions, which will gradually, but rpganently, reduce weaknesses and
eliminate threats on the one hand and developgitierand make use of opportunities on the
other hand. The priorities of development are til@wing:

* Improvement of the existing and development of newwducts, procedures and

services;

* Rational use of raw wood,;

» Creating wood sector brand,;

» Developing technology and technological processes;

» Preparing the Croatian wood technological platform.
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45 ADMINISTRATIVE REFORM

During 2007, as a part of the public administratieform, activities were completed relating
to the reform of the civil service system. The remmgy implementing acts for the Civil
Servants Act were adopted, relating to the formsthwd and conditions of civil servants’
training, job classification, and methods of andditons for promotion of civil servants, as
well as the remaining acts ensuring depolitisatind professionalisation in civil serviéeAn
efficient system of permanent professional trainohgivil servants was established through
the Centre for Improvement and Training of Civin&ets, and education of civil servants is
performed continuously in accordance with the TingriProgramme.

The Proposal of the Act on the Salaries of Civiv@ats was prepared and was submitted in
the procedure to the Government of the RepubliCrofatia. However, in view of a need for
performing a detailed assessment of impact on tllgéxt and preparation of the fiscal impact,
as well as a dismissal of the Croatian Parliamina,adoption of this Act is postponed to
2008. The measures planned for 2007 relating toattaption of the Act on the General
Administrative Procedure and the Regulation onceftransactions, adjusted to the electronic
functioning of administration, are also postpone@®08, in accordance with a change of the
deadline in the National Programme for the Intagrabf the Republic of Croatia into the
European Union and the deadline envisaged in tlpd3al of the Strategy of State
Administration Reform. This is assessed as a teaksd objective deadline for adoption.
The realisation of the service relating to the tetatc filing of income tax return for citizens
is currently underway under the Programme HITRO.HRe finalisation of which is
postponed, relative to the initially planned deallidue to technical problems.

Further reform of the state administration will dened at the deficiencies which are planned
to be eliminated and which relate to the size argtscof state administration, complexity of
administrative procedure, quality of providing puablservices to citizens, insufficient
oversight of the work of state administration bedand inadequately regulated labour-law
status of civil servants and civil service emplsy@e the units of local and regional self-
government.

In view of the identified deficiencies, in the 20P810 period, a special attention will be paid
to the fulfilment of the following objectives: impvement of the organisational efficiency and
reduction of state administration costs (state atstration rationalisation); simplification of

administrative procedures to make it easier forzeits to exercise their rights; continued
development of a more efficient system of providipgblic services to citizens and

improvement of quality of providing public servigasmprovement of oversight of the work of
state administration bodies and regulation of #isour-law relations for civil servants and
civil service employees in the units of local aedional self-government.

For the purpose of meeting the above stated obgs;tithe following measures are planned to
be taken:

1. performance of functional analysis in state amlsmiation bodies (including the
adoption of the rationalisation programme in treestidministration bodies in which
functional analysis has been performed);
adoption of the Act on the General AdministratRrocedure;
continued implementation of administrative décdisation of state administration
operations;

4. adoption of the Act on Labour Relations in Logaatl Regional Self-Government;

wn

22 Act on Amendments to the Transfer of Power Act Aotlon Amendments to the State Administration Syst
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5. adoption of the new Regulation on office tratisas (adjusted to the electronic
functioning of administration);

6. establishment of the electronically-supportegister (files) of civil servants;

7. adoption and implementation of the Administratiuspection Act*

8. continued professional improvement and trairohgivil servants in accordance with

the training programmes through the Centre for bmpment and Training of Civil
Servants

Since good administration in state and public servepresents one of the preconditions for
the private sector growth, as well as for the im@atation of the policy of promoting fiscally
responsible private sector, on the basis of thecloded Loan Agreement (programmatic
adjustment loan) between the Republic of Croatth laternational Bank for Reconstruction
and Development, activities are being currentlyfqgremed of analysing and reforming the
state administration and civil service salary systdhe first stage of the project is almost
completed, relating to the analysis of the salgstesn and remuneration in civil service and
the second stage of the project is expected tondegithe end of this year, i.e. the activities
aimed at preparing the new act on salaries in c®ilvice. The new Act, which will also
contain the provisions on the centralised collectpargaining, should be adopted in 2008,
with an aim of decompressing salaries and intrauythe performance-based reward system,
as well as reducing the wage bill in the publicteeérom about 11% of GDP at present to
10% of GDP in 2008.

%3 Measures from 1 to 7 are planned in the 2007-2@R. P
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46 ADDITIONAL REFORM AREAS
4.6.1 Knowledge-based society

Continuing with the development of a knowledge-baseciety, and in accordance with the
Lisbon strategy objectives and the objectives gahb Education System Development Plan
2005-2010, Scientific and Technological Policy lvé Republic of Croatia 2006-2010 and the
Strategic Development Framework 2006-2013, sigaifichanges were made in the field of
preschool education, primary school, secondary dcaond higher education, as well as in
science and technology, in order to systematidatigrove quality and create high-quality

human capital.

In the pedagogical year 2006/2007, 59 new kindézgarwere opened and by the adoption of
the Pedagogical Standard (end-2007) and the Né&tiBreschool Education Curriculum,
which is expected in the pedagogical year 2008/2089preschool education quality will be
additionally improved. The new Programme and Cuhaicn was introduced in all primary
schools, based on the guidelines of the Croatiaioha Educational Standard (CNES), and
its implementation is systematically monitored avdluated. The first external evaluation of
achievements of 8th-grade students was carriedandt external evaluation of students'
achievements and programmes for 4th and 8th gtadergts will be carried out in the school
year 2007/2008.

In June 2007, the National Programme of Measuresthfe Introduction of Compulsory
Secondary Education was adopted, which stimulatasarily by incentives — free textbooks,
free intercity transportation and free accommogaatiostudent homes, students to enrol and
complete secondary education programmes. Thesgetines are planned to be continued. In
addition to general secondary school programmaes,ngétional exams were organised in
vocational schools and pre-examinations, in the cddinal year students, were carried out
with respect to a part of the assignments, as tagbahe preparations for the state school-
leaving exam. In the school year 2007/2008, condgaif the «trial» state secondary school
leaving exam is planned for all 3rd grade studemntgeneral secondary schools. As regards
the quality assurance in secondary schools, thpoged of the Ordinance on school self-
assessment was prepared. In vocational secondapatimh, reduction of vocational areas
and programmes continued and programmes for fivespecialisations were developed. At
the same time, 46 programmes were adopted, whstheidoner for two years or for one year,
for acquiring primary school qualification. The sy® of data collection, monitoring and
analysis (VETIS) began to be used. At the beginoinipe school year, the integrated system
for standardised data set management (e-Maticapwiaisito trial operation, representing the
basis for the development of the education managemérmation system (EMIS). The
basic elements of the Croatian Qualification Frawmwvere adopted at the session of the
Government of the Republic of Croatia on 5 July200

As regards the implementation of the Bologna prectge implementation was assessed by a
mark 4.1 at the European Ministerial Conferenced hal London in May 2007, which
represents a great progress relative to the Carderbeld in Bergen in May 2005 when the
successfulness of the implementation was assessédoad”. The implementation of the
project Development of Vocational Higher Educat®iudies for the Purpose of Promoting
Employment in Smaller Urban Areas in the Republi€matia has continued in co-operation
with the Development and Employment Fund. At thejifmeng of the academic year
2007/2008, several higher education institutiondlip scientific institutes and a part of the
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state institutions carrying on activities in theldi of education, science and technology will
be relocated to the scientific and university camparongaj.

As regards the field of science and technologyctiteria for evaluation of scientific projects
and programmes were raised. The Second congreSsoafian scientists from the country
and from abroad was held and the initiative forirtimutual association and returning to
Croatia has continued. The interstate agreemernh@iseventh Framework Programme was
concluded, which has been operative since 1 Jard@dly, and it is planned to continue with
the establishment of the excellence centres ardseweral projects and programmes through
which knowledge and technology will be transferretb economy. The establishment and
launching of the Science and Innovation InvestmEohd is planned under the IPA
programme for the 2008-2010 period, which will haveole of strengthening technology and
innovation capacity at higher education institusi@nd public organisations for research and
marketing of innovations in order to contribute dostainable regional development and
industrial competitiveness of the sector with ehhiglue-added in the economy and small and
medium-size enterprises based on knowledge. Catistguand equipping of the Bio-Centre
was also envisaged in this period, which will esstie required space, equipment and
services for the early developmental cycle and pcodevelopment.

The Adult Education Act was adopted in February7280d the Mobility and EU Programme

Centre was established within the Adult Educatiogedcy. In accordance with the EC

requirements, the Centre will be separated fromAithelt Education Agency and will become

an independent agency which will carry out the dliteng Learning Programme and Youth in

Action Programme. Participation of the RepublicGybatia in these programmes is planned
from 2009. Adult Education Council, an expert barfythe Government of the Republic of

Croatia, was established on 30 August 2007.

4.6.2 Health carereform

A comprehensive health care reform encompassesaléh hemare system reform, reform of
health care system financing and public healthesyseform. For the purpose of meeting the
reform objective, the National Health Care Develepin Strategy was adopted by the
Croatian Parliament on 30 June 2006, which defthesguidelines, entities responsible for
the health care policy implementation an the refaithe health system. The primary
objective of the strategy is to improve the healthe system by 2011, so to enhance and to
secure even better quality health care to theetiiof the Republic of Croatia.

Health care system reform

An extensive restructuring and reform of healthecars a public sector, is based on the
principles defined by the National Health Care Depment Strategy: centralised policy,
standards and norms, implementation planning amdrap establishment of an integrated
health care; management and responsibility dedesatiian; strengthening of primary health
care as the basic element of an integrated camdlishment of the optimal allocation of all
capacities on the secondary and tertiary levehefrtealth protection and the establishment of
the control over general health care spending; cdsopy informatisation, as the basis for the
general spending and quality control; provision amaionalisation of funds and their
allocation according to the basic principles (eduatolidarity, accessibility, rationality and
quality) and special needs.

Aimed at improving organisation and functioning tbfe primary health care in 2007,
privatisation of primary health care offices haatawued, as well as completion and extension
of the primary health care network by increasing ttumber of contractual teams and
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informatisation of the primary health care for §hxrpose of its linking with hospitals. In
order to monitor spending of monetary funds forsprgtion drugs, the average annual
amount is determined of funds for drugs which maykescribed per insured person, whereas
the health care contract under mandatory healtiranse determines the contracted amount
of monetary funds for drugs which may be prescribgda selected physician. The new
system of outpatient emergency medical care isigeovfor the area of 3 counties (Varazdin,
Osijek and Baranja, and Split and Dalmatia) andHerarea of the City of Zagreb.

With an aim of enhancing organisation and functignof secondary and tertiary health care,
during 2007, informatisation of hospitals and thaatworking with the central information
system have been conducted, efforts have been toa$tablish the register of hospitals and
continuation of activities aimed at introducing theegrated hospital database is planned. The
Health Care Quality Act is adopted by the Croatrarliament on it session on 3 October
2007, providing for the adoption of the plan andgramme of measures for ensuring,
improving, promoting and monitoring health care lgyaand measures for introducing the
uniform health care quality standard system andiaal quality indicators, as well as
establishing of the Health Care Quality and Acdiin Agency.

Reform of health care system financing

In 2007, activities have continued aimed at impletimg measures to stabilise the health care
and health insurance system, as well as to impfiseal discipline in the health care and
health insurance system, which is expected to tre@sal reduction of the share of total health
care spending in GDP, settlement of debts in tladtiheare sector and maintenance of a high
level of health care quality.

Provision of primary health care in the activitfsgeneral/family medicine, health care of
pre-school children and health care of women, nsarfced, except according to the “per
capita” principle, according to the principle “pgiper service”.

The pilot project was implemented of the applicatod payment by diagnosis related groups
(DRGs) in hospital health care of patients sufigrfirom acute diseases. The introduction of
the DRG system is aimed at reducing the duratiohospitalisation, increasing quality and
reducing costs.

By classifying drugs into therapeutic groups fog #ame indication areas and by setting the
reference price for drugs from each of the therap@woups, a pre-condition was created for
dividing the uniform drug list of the Croatian Heémlnsurance Institute into the basic drug list
(drugs applied in hospitals and drugs the pricestoth are adjusted to the reference prices)
and supplementary list of drugs (drugs for whicé thsured persons pay the difference in
price in pharmacies) by the application of whictiorgalisation in drug spending will be
achieved.

Public health system reform

The objective of the public health system reforme@rganisation of the public health system,
as the main authority responsible for the preventctivities, prescribed by thacquis
communautairan the field of human health care, as well as ththarity responsible for
development and systematic implementation of tleegmtive programmes, aimed at reducing
the number of preventable diseases.

The preparation of the public health strategy idauway and its adoption is expected in 2008.
Following its adoption the implementation of otlmplementing measures envisaged for the
area of public health system reform will begin.
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On the basis of the Blood Supply Act, all the inmpémting regulations were adopted in line
with the requirements of the EU Directives. Theibasetwork for secondary and tertiary
level for carrying on transfusion activity is alisothe adoption procedure.

Pursuant to the Act on Explantation and Transptamtaof Human Body Parts for the
Treatment Purposes, subordinate legislation wasapeel on the minimum conditions which
must be met by tissue and cell banks for the béggnof their operation, in accordance with
the requirements of the EU Directive.

The National Programme for Early Breast Cancer @ite was successfully implemented in
2007.

The National Programme for Early Detection of ColBancer has been adopted, and its
beginning of implementation is envisaged for ealbwvember 2007.

The Draft National Action Plan for prevention aretluction of excess body weight 2007-
2011 was prepared, and its adoption is expectdedeéognd of 2007.

As a part of alignment of the public health regolatwith the EU and complying with the
recommendations and guidelines of the Europeanrijti® new act on the protection of the
population from the contagious diseases was adopted

The Republic of Croatia has started a procedurejdming the “Second Programme of
Community Action in the Field of Health (2008- 20’13and its adoption is expected by the
European Commission by end-November 2007. Thisfraraework programme, consisting
of several chapters, i.e. public health fields fagious diseases, malignant diseases, blood
and blood supply safety, organ, tissue and catisplantation, tobacco, alcohol, addictions).
By signing the memorandum of understanding on theiggppation in the aforementioned
Programme, Croatia may compete, in any of thesasfiéor participation in and co-financing
of specific projects and programmes.

4.6.3 Judicial reform

In 2007, the Ministry of Justice realised the measwand activities determined by the Judicial
System Reform Strategy, as follows:

Land registry reform: Total number of unsolved laadistry cases in all municipal courts in
Croatia was 130,299 on 310ctober 2007. In the ge3ib October 2006 — 31 October 2007
the number of unsolved land registry cases wascestiby 21.04%, i.e. by 34,721 cases. In
the same time, a total of 647,318 of land registages were solved, 604,164 received and
1,910,624 land registry certificates were issuedthfermore, 97.74% (4,053,999) of the land
registry files have been transferred into the etgxit form and 38.32% (1,589,250) have been
verified.

Creditor protection and claim collection: A trenfl reduction in the number of unsolved
enforcement cases in all courts in Croatia continne 2007, so that as at 1 November 2007
it amounts to 116,783, which represents a reductibr80.51% since the onset of the
application of the Action plan for reducing the klag in enforcement cases, when the
number of unsolved enforcement cases was 599,384hd period 1 January 2006 — 1
November 2007, public notaries received a totab®7,071 enforcement cases and issued
619,033 decisions on enforcement, while in theqokti November 2006 — 1 November 2007
they received a total of 57,006 probate casessahad 52,665 of them. In this way, public
notaries have lifted the burden from the court$heysame number of cases.

The Committee for the appointment of public comimoissrs has appointed public
commissioners who have fulfilled strict conditiopsescribed by the Enforcement Act and
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subordinate legislation. The Croatian Chamber adnémy has established the Register of
immovables and movables which are sold in the eefoent procedure. From 2005 to 30
August 2007, 1,710 immovables and 66 movables,hwaver HRK 50 000 and sold in the
enforcement procedure, were entered in the regiBterkruptcy trustees are obliged to enter
data in the second public and official registertkiep the Croatian Chamber of Economy.
Since 2006, 216 sales of immovables and 33 salesowfibles in bankruptcy proceedings
were entered in the register. The Ministry of Ziestias adopted all the subordinate legislation
in the bankruptcy proceedings; Ordinance on takprgfessional examination for a
bankruptcy trustee, Ordinance on determining adfsbankruptcy trustees and the List of
bankruptcy trustees were published in the Offi@akette. This has increased transparency of
courts in bankruptcy proceedings and especialthefwork of bankruptcy trustees, since the
records on bankruptcy trustees are now kept bymimestry of Justice and the Minister of
Justice determines the list of bankruptcy trusieesccordance with the conditions required
for bankruptcy trustees.

Modernisation and more efficient operation of ceuAs at 1 November 2007, the total
number of unsolved cases in all courts in Croabad at 1,014,646, which is a reduction of
38%, i.e. 623,052 cases, compared to December 2@82h the number of unsolved cases
stood at 1,637,698. With the same objective toecedbe number of unsolved cases, until 31
July 2007, the President of the Supreme Court@Ré&public of Croatia issued a decision on
delegating the cases to another court with a stibpatter jurisdiction in 8,693 cases. This
measure has contributed to the fulfilment of thgective, i.e. it allows for a more expeditious
deciding on the cases when courts at which theepitwes have started, are not in a position
to hear and decide these cases within a reasopabtel of time. The measure of a temporary
referral of judges to another court of the samalifferent instance, upon a request of the
president of the court to which he/she is referteal continued to apply. At the same time,
there are efforts to find alternative methods @fpdie resolution. Mediation in the Republic
of Croatia is practiced at 8 municipal courts artdCammercial Court in Zagreb. In
November 2006, the Alternative Dispute Resolutioom@ittee was appointed and the
Croatian Bar Association adopted a Decision onMieeliation Centre Establishment in July
2007. Supervision of court administration has alsotinued in order to achieve high-quality
and efficient operation of courts. Until October0ZQ supervision of proper performance of
tasks by the judicial administration was carried aua total of 38 courts. Since 1 July 2007
the new Framework Standards for the work of judgeepted by the Ministry of Justice, is
being applied. These framework standards deterthm@&umber of cases, from each judicial
area, which a judge has to solve in average onnauah basis, taking into account the
difficulties of particular types of cases and thays/in which certain cases can be solved. A
new model of statistical monitoring of the work thie judges according to the framework
standards was prepared in August 2007. Forms #ostiitistical monitoring were submitted
to all courts and are being applied since 1 Septeerb07. New framework standards will
enable the presidents of the courts and the judgmshcils to determine and assess more
objectively the quantitative results of the judge®rk. At the same time, a Methodology for
preparing the assessment of the judges has begarpde The methodology has been adopted
so that the judges’ councils, which are obligecdtaory out the assessment of the judges in
accordance to the Low on Courts, would have unifigteria for the preparation of the
assessment of a newly appointed judge after hmnskegear of working as a judge, also in the
process of the appointment of a judge to anothert@ when one is being appointed a judge
permanently as well as when one is putting forwasdher candidature for the president of
the court. The methodology implies the scoringlbélegments which, according to the Act on
Courts, are to be taken into account in the préjoeraof the assessment of discharging
judge’s duty and prescribes that these elementdoale assessed for the period of three
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calendar years prior to the time of the assessne&népt if the assessment is being prepared
after the judge has been working for two years.

The Ministry of Justice has launched through sdvprajects an extensive programme of
carrying out informatisation for the purpose of are efficient functioning of the judicial
system. Development and introduction of the integta&ase information management system
(ICMS) at Croatian courts is one of the most imgotrtand largest projects, which, by itself,
represents one of the most complex informationgatsjin the country. ICMS (eSPIS) was
introduced at Municipal Court in Pula, Commerciau@ in Split and partly at Commercial
Court in Zagreb.

Rationalisation of the courts network: On 9 Mar€l®2, the Government of the Republic of
Croatia, in accordance with the adopted Judiciat&8y Reform Strategy and on the proposal
of the Ministry of Justice, adopted the Conclusamtording to which the rationalisation of
the court network, as one of the most importamttstic goals, will be carried out by a merger
of the courts of the same type. The Governmenshbmitted to the Parliament a proposal of
the Act on the amendments to the Act on areas aadduarters of courts, which proposes a
merger of 5 municipal and 5 misdemeanour courtsceSthe Parliament suggested that the
rationalisation should be carried out in a singleppsal of the rationalisation of all courts
which are planned to be merged, the Ministry oftidasdecided to take a new approach to
this issue. In October 2007, in agreement withAbstrian experts from the project CARDS
2002, it has been agreed that a new proposal oAth@n areas and headquarters of courts
will be drafted and it will encompass all courtsigéthare to be merged (according to the
adopted criteria, i.e. courts with less than 5 ggjgourts distanced from each other less than
50km, except the courts on the islands and in teasaof the special state concern). The
dynamics of merging the courts will be determinethie transitory and final provisions of the
Act, having in mind that the working group took @sftion that the merging of courts will be
carried out in the period of 15 years. Merginghd tourts for which a small amount of funds
for the extension of the existing buildings is resagy will be carried out in the short term of
5 years, merging of the courts for which largereisivnents for the extension of the existing
buildings is necessary will be carried out in thedmm term of 10 years, while merging of
the courts for which a construction of new building necessary will be carried out in the
long term of 15 years. The working group conclutted the implementing regulations should
be prepared simultaneously with drafting of theposal of the new Act, and they would be
applied in the merger processes of all courts. drbposal of the Act on the merger of courts
will be presented to all presidents of the highrtoin the Republic of Croatia, as well as to
the presidents of the county courts in Decembei Za0that they could give their opinion. In
order to obtain the support of the public for tlaianalisation process, the public will be
presented with all the benefits of the rationaisaton a conference scheduled for 13
December 2007, within the CARDS 2003 project.

The following EU projects are currently being implented:

CARDS 2003 - ©upport to the Reform of the Croatian Court Systephase 11»

CARDS 2003 - «Combating Money Laundering»

CARDS 2004 TW Light - «Support to Probation Systeavelopment»

CARDS 2004 - «Support to More Efficient, Effectiamd Modern Operation and

Functioning of the Administrative Court of the Répa of Croatia»

 CARDS 2004 «Improving Court and Case Management at the Highdbtizeanour
Court and Selected Misdemeanour Courts»

Penal legislation reform and implementation ofdhéicorruption strategyAt its session held
on 9 March 2007, the Government of the RepublicCodatia adopted a platform for the
adoption of the neWwenal Procedure Act and a working group for itparation was formed.
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In October 2007, the Act on Amendments to the PAnabnd the Act on Amendments to the
Act on the Accountability of Legal Persons for FefAat were adopted for the purpose of
alignment of the national legislation with thacquis communautaire The Act on
Amendments to the Act on the Office for the Prei@mof Corruption and Organized Crime
(USKOK) entered into force on 23 July 2007. Theseeadments extended USKOK'’s
competence to a possibility of taking actions agfaal official persons who have committed
a crime of abuse of position and power with thentibn of gaining pecuniary interest. By
adopting these amendments to the Act on USKOK, calatith the existing USKOK'’s
capacity, legal preconditions will be created forsaccessful prosecution of large-scale
corruption by USKOK as well. The measures envisalggdthe National Anticorruption
Programme 2006-2008 have been continuously impleaadethe entities responsible for the
activities regularly submit reports on the impletation of measures to the Ministry of
Justice, as a co-ordinator of implementation.

Concerning the judicial system reform implementation the period 2008-2010 special
attention will be given to the following areas:

Modernisation and more efficient operation of ceuiithe Ministry of Justice will perform an
on-going supervision over the operation of the tadministration and will take measures to
eliminate the irregularities identified by the sopsion. In accordance with the amendments
to the Act on the State Attorney’s Office, adopiedanuary 2007, the judicial inspection of
the Ministry of Justice will also perform superasiof the work of the judicial administration
in state attorney’s offices. By the end of 200€ @ARDS 2004 project “Support to More
Efficient, Effective and Modern Operation and Fumaing of the Administrative Court of the
Republic of Croatia” will be launched, also implgithe beginning of the administrative court
practice reform, which will follow after the adopti of the new Act on the General
Administrative Procedure. The Ministry of Justicashstarted the development of the
integrated case information management system (ICM&ich will, at a stage when it
becomes fully operational at all courts in the R#jguof Croatia, cover all business processes
and needs of the judicial system. The objectivihisf project is to create an automated system
at the national level which will assist judges aodrt officials in applying the rule of law and
providing court services to citizens, as well agéase efficiency of judiciary in Croatia. In
November 2007, eSPIS will be introduced at the &umgr Court of the Republic of Croatia,
High Commercial Court of the Republic of Croatiapuity Court in Zagreb and County
Court in Pula. Funds have been granted under mesaon fund PHARE 2005 “Mediation as
an Alternative Dispute Resolution Method” and thejgct is expected to be launched in the
second half of 2007. Under this PHARE 2005 projewgdiation is planned to be expanded to
other municipal and commercial courts. In the ceun$ the project, amendments to the
Mediation Act will be prepared, as well as the D@bde of Ethics which will be used by the
mediators, the Plan and programme of mediatorsiitrg and a campaign for the mediation
promotion in the Republic of Croatia will be orgsel.

Land registry reform: In co-operation with the corieim headed by the company Ericsson
Nikola Tesla, the realisation of one of the mospamtant steps in the implementation of the
project “Regulated Land”, worth HRK 22.5m, begifi$ie contract was signed on 29 May
2007. The contracted time limit for establishing@ ttommon information system for land
registry and the cadastre is 2 years and the systkrprovide a faster, more simple and safe
registration of real estates and real estate righte® Act on Amendments to the Land
Registry Act is in the final stage of adoption undegent procedure. These amendments are
aimed at shortening time limits in the proceduretand registry establishment and renewal,
adjusting land-registry and cadastre status, imergmg safety in real estate legal
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transactions and a faster ownership registratidand registry. Legal assistance is planned to
be introduced to citizens in the ownership riglgiseration procedure and exercising all other
real rights at municipal courts in the RepublicCobatia.

Creditor protection and claim collectiohhe Ministry of Justice will continue to implement
the action plan for reducing the number of unsoleaforcement cases. The enforcement
procedure manual/guide is currently being prepanddch will contain a list of rights and
obligations of all the participants in the procexl@nforcement of movables, with practical
examples and draft acts, as well as a brochure tivéhmost frequent questions and answers.
The Ministry of Finance prepares a professionahimg of public commissioners and other
participants in the procedure, relating to accawnénd finance. For the purpose of increasing
transparency of the work of commercial courts,réggstry of cases of the High Commercial
Court of the Republic of Croatia has been madealaito the public on its website (a party
may at any time check the status of his/her casspecial website entitled «web bankruptcy»
is under construction, where the overall domestid #oreign public may obtain all data
concerning the sale of bankruptcy assets in alktgocy cases at all commercial courts, the
value of which exceeds HRK 50,000, and all othecessary information related to
bankruptcy cases. During 2008, introduction intactice of the new system of keeping court
registers is planned to be completed, in accordaiitethe provisions of the amended Court
Register Act. This implies the application of thewn court register central database
programme, equipping court registers with computend appropriate office equipment,
completion of the programme for scanning the doatroellection, new website of the court
register and training of staff.

Penal legislation reform and implementation of drgicorruption strategyThe working
group for drafting of the new Penal Procedure Aitlt a@ntinue with its work and will, on the
basis of the adopted platform, discuss the keyesselating to the reform of the said
procedure and introduction of new forms of acceééetgrocedures. In view of the existing
experience of investigative judges, the investaratshould be taken over by the state
attorney's office in close cooperation with the igml which will necessarily include
additional training of staff of both bodies. Thetidaal Anticorruption Programme will be
implemented continuously, while the Ministry of tlas will continue to supervise the
implementation of individual measures through thechanism of regular reports and
meetings with the entities responsible for the me=s In the forthcoming period, the
National Anticorruption Programme and its relatetiam plans with time frames, responsible
bodies and the budget required for the implemeaaiiill be revised.

4.6.4 Environmental protection

In 2007, transposition of th@écquis communautaire the field of environmental protection
was intensified and it will be fully completed blyet end of 2008. The new Environmental
Protection Act was adopted on 3 October 2007 byGftmatian Parliament. As regards the
environmental impact study and a strategic enviemia impact study, implementing
regulations are being prepared which will be aldymath theaquis communautaire=or the
purpose of implementation of these regulationsnitng for all the involved parties will be
organised and guidelines for performing the impstcidy and a strategic environmental
impact study will be prepared.

The Environmental Protection Agency prepared thpdrReon the State of Nature for the
period 1997-2005, which was adopted by the Croakamliament in May 2007. The
Environmental Protection Agency has continued dswekent and upgrading of the
Environmental Protection Information System, whideludes the activities aimed at the
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introduction of IT system for soil (supported byFB programme) and upgrading of the IT
system for monitoring the state of the Adriatic Seathe 2008-2010 period the basic parts of
the Environmental Protection Information Systeml wé established and the National list of
indicators will be prepared and published. The Emmental Protection Agency will
establish its reference centres.

The assessment of air quality the territory of the Republic of Croatia was queted in
early 2007 and the proposal was made for a clagh of the state territory into areas
(zones) and inhabited areas (agglomerations),dardance with Directive 96/62/EC. The Air
Quality Protection and Improvement Plan was dewsdognd its adoption is expected in the
first quarter of 2008. In 2007, the activities stdraimed at establishing the air quality IT
system, as an integral part of the Environmentatdetion Information System. A complete
state air quality monitoring network is expectedbi established in 2009, under PHARE
2006 project. In 2007, the Ministry of Environmental ProtectjodRhysical Planning and
Construction allocated around HRK 1.56m for creatimeconditions for the implementation
of this project (preparation of the project docutaéon, construction and other work,
connecting to electric energy network).

In April 2007, the Croatian Parliament ratified tKgoto Protocol. In July 2007, a CO2
emission fee was introduced, which, in additioretwning income, aims at stimulating the
liable entities to invest in reducing CO2 emissiofAse annual percentage of biofuel in total
fuel was set at 0.9% for 2007, which amounts t®@@ tons for biodies&l. By the adoption
of the Regulation on Monitoring the Emissions ofe@rhouse Gases in the Republic of
Croatia in January 2007, the National System fonikteing the Emissions of Greenhouse
Gases was established and a legal framework watedréor the introduction of the Register
of Greenhouse Gas Emissions (in 2008), which ageptieconditions for the functioning of
the emission quota trading system. By the adoptibthe appropriate Regulation (whose
preparation is underway) the system of greenhoaseemission trading will be established in
the Republic of Croatia in accordance with DireetR003/87/EC. The National Plan for the
Emission Quota Allocation (to be adopted in thedlgjuarter of 2008) will determine the total
guantity of emissions for the allocation to placasrying on specific activities. In accordance
with the Plan, the emission quotas will be allodateindividual plants.

In the field of waste management, the applicatibrihe new ordinances started in 2007,
relating to waste vehicles collection and procegsimedical waste, waste lubricants,
batteries, accumulators and electrical and eletrdevices and equipment. In July 2007, the
Government of the Republic of Croatia adopted thast& Management Plan of the Republic
of Croatia which provides for the method of orgatian of the future integrated waste
management system in the Republic of Croatia. Tlastev management centres at the
county/regional level will be the main pillars dfat system, which will be constructed within
the determined timeframe. The estimated investmeagsired for the establishment of the
centres range from EUR 350m to EUR 397m and wilalbecated from the Environmental
Protection and Energy Efficiency Fund, the EU preession funds, units of local/regional
self-government and partly (for certain deviceshwitthe centres) through public-private
partnership. The Operative Programme for EnvirortaigArotection under IPA component
Il — Regional Development has been prepared. On¢h® priorities of the Operative
Programme is the area of waste management, ingudeinvestments in waste management
centres and preparatory activities for the rehi@idin of highly contaminated locations —
«black spots». Rehabilitation of 292 waste dispastas is currently co-financed by the

2 PHARE 2006 "Air Quality Monitoring and Managemerysg&m”
% The indicative target of biofuel share is 5.75%I&010.
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Environmental Protection and Energy Efficiency Fuadd by the units of local self-
government, total value of investments amountingliRK 2.8bn (48% of which accounts for
non-refundable resources from the Environmentateetion and Energy Efficiency Fund).
Rehabilitation of all disposal sites is planned #red of 2011. The implementation of
measures for the improvement of hazardous wastageament will also continue, as well as
the improvement of the IT system for the area ofst&#a (PHARE 2006 project),
rehabilitation of «black spots» (the EnvironmerRebtection and Energy Efficiency Fund has
allocated HRK 162m for that purpose) and other mmess for the establishment of the
integrated waste management system.

In the field of water management, the activitieslicgated in the 2007-2009 PEP have
continued for the purpose of strengthening andoéshang the integrated water management
system and increased investment in water managenfesstructure. CARDS 2063project
has continued and CARDS 2004 project Capacity Bwuglcand Development of Guidelines
for the Implementation of the Water Framework Direx has started. The adoption of the
Water Management Strateggy in the legal procedure. As regards the refofrthe existing
system of water management financing, subordirgfisiation should be amended/adopted in
line with the implementation of the Water Managetmémancing Act. As regards the
irrigation system, in the first phase, until 201@igation of the area of up to 35 000 ha is
planned, while in the second phase, until 2020tal trrigation of 65 000 ha is planned.
Funds totalling HRK 6.1m are planned to be allod¢dtem the state budget for the alignment
of water management legislation in the 2008-2016ode For the same period, a total of
HRK 240m is planned to be allocated from the statdget for capital projects of water
supply. A total amount of HRK 360m is planned todilecated from the state budget, in the
2008-2010 period, for capital projects of water aed protection against pollution. A total of
HRK 18 m is planned to be earmarked in the statigbufor capital projects of protection
against damage caused by water. For capital psogcirrigation, a total of HRK 581m is
planned to be allocated from the state budget en2008-2010 period. The field of water
management is one of the priorities of the afordioead IPA Operative Programme for
Environmental Protection, which implies investmeintsvater supply systems and networks,
as well as in drainage systems and purificatiowagte water.

The implementation of the Project against the pioliuof water in the coastal area of the

Republic of Croatia has continued at the envisaggce (the implementation of the next

phase of the project is being prepared, which @ntompass the area of south Adriatic with
the islands). A similar project, relating to théaimd waters, was approved by the World Bank.
Subordinate legislation will be prepared relatinghe quality standards of the sea water on
the beaches.

In the field of nature protection, in 2007, Natweotection Directorate at the Ministry of
Culture was reorganised, which allowed for admiaiste strengthening. An intense review
is performed of the protected areas registry; iditawh to other newly-protected areas and
areas under preventive protection, Lastovo Islamei® proclaimed a nature park and public
institution for managing Lastovo Islands naturekpaas established. The development of the
Geographic Information System (GIS) for nature @ctbn in national parks and cultural
goods within national parks has continued and ceraton has extended to public institutions
for nature parks and public institutions for thetpcted natural values management at the
county level (Ministry of Culture, State Geodetidrdgtorate supported by the Global

" The Environmental Protection Agendgveloped new databases in the previous perict, @sithe Register of
Waste Management Licenses, etc.

28 CARDS 2003Approximation of the Croatian water managementslegjon with the EU water acquis (expected
to be completed in March 2008).
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Environment Fond (GEF) and the Government of theggom of Norway and Environmental
Protection and Energy Efficiency Fund). The inveisttion process of components of
biological diversity has continued, which has resililin the publication of red lists and red
books for individual groups of plants and animglseparation of detailed maps of habitats,
development of the central nature protection ITteays drafting of the proposal of the
National Ecological Network, etc. The prioritiestime forthcoming period are related to the
process of the Republic of Croatia's EU accessiomature protection, this refers to a
complete legislative alignment, including the ebshiment of the implementation
mechanisms and strengthening of administrativeagpastitutional framework at all levels,
especially at a local and regional level, which pesven to be the largest deficiency in the
implementation and development of the nature ptiotecsystem, as well as to the
contribution of the Republic of Croatia to the egptal network NATURA 2000. The
preliminary calculation of the required financialsources for the nature protection sector is
more than EUR 75m for the 2006-2010 period. In2068-2010 period, the greatest results
are expected through the projects PHARE/NATURA 209BA/V — Implementation of the
environmentalacquis concerning the protection of species of wild fawad flora by
regulating trade therein and the System of theegtet area management in Croatia — Phase
lI- Development of the county public institutiongsteem for managing the protected areas,
investments in which total around EUR 4.3m.

As regards the control of industrial contaminatidime implementing regulations for the
establishment of the system for the applicatiotP6fC° and SEVESO ff Directives will be
adopted in 2008. For the purpose of strengtheriiegcaipacity for the implementation of the
IPPC Directive, CARDS 2004 project «Support for thether approximation of Croatian
legislation with environmental acquis» was launcire@eptember 2007. For the purpose of
the system preparation for the application of Ragoh 761/2001 allowing voluntary
participation by organisations in a Community ecanagement and audit scheme (EMAS),
the promotional activities aimed at introducing EBI& companies and organisations began
in 2007. The Register of Risk-Exposed and PotdntiRisk-Exposed Facilities has been
systematically upgraded and the Register of Esflaiients Where Dangerous Substances are
Present will be developed until 2010 (adjustmenh®SEVESO Il Directive).

In the field of chemical safety, the adoption o tNational Chemical Safety Programme is
planned in the first part of 2008. As regards tledfof genetically modified organisms
(GMO), transposition of thacquis communautairato national legislation has continued.
Two new employees were hired at the Nature PratecDirectorate of the Ministry of
Culture. The final version of the First Report e tmplementation of the Cartagena Protocol
was completed and submitted to the Secretary o€trerention on Biological Diversity. The
required amendments to the GMO Act itself will mmpted by the end of 2008.

In the field of civil protection, SEVESO Il Direv&** was transposed in the part relating to
the interventions after major accidents (competesfcthe National Protection and Rescue
Directorate). In the field of forestry, the implemtation of the Conceptual and Operative Plan
of the National Inventory of Forest Resources & fRepublic of Croatia is currently

underway (2007-2008). The supervision of the forpkints health status and status
monitoring will be carried out by the Forestry ingle Jastrebarsko. The establishment of the
register of forest damages and forest fires is atg@ipated for the purpose of performing an
intensive and on-going supervision of forest ecwlalgsystems. Pursuant to the Forest
Reproductive Material Act, the establishment ofgleae bank and preservation is planned.

2 Council Directive 96/61/EC concerning integratediytion prevention and control
30 Council Directive 96/82/EC on the control of magareident hazards involving dangerous substances.
31 The amendments to the Protection and Rescue Act

-77 -



The action of all inspection services responsihléhe area of environment as well as their
mutual coordination is a key issue for the effitiemplementation of the environment
protection system. Based upon the proposal of thaskly of Environmental Protection,

Physical Planning and Construction the Agreementthen cooperation of the inspection
services in the area of environment protection lbesn signed on 2 August 2007 by the
Ministry of Environmental Protection, Physical Rtamg and Construction, Ministry of

Agriculture, Forestry and Water Management, Miyisaf Health and Social Welfare,

Ministry of Culture, Ministry of Interior, Ministryof Sea, Tourism, Transport and
Development and the State Inspectorate.

In 2007, The Division for the GMO control has bestablished within the Office for sanitary
inspection of the Ministry of Health and Social \fde¢. The establishment of the Council for
genetically modified organisms is underway.

The beginning of the project “Chemical safety-erdement of the legal and administrative
framework for the protection from dangerous chelsics expected in 2008 within which
further alignment of the national regulations frdm area of chemicals and the strengthening
of institutional and administrative capacities pfanned. The leading party in this project is
the Ministry of Health and Social Welfare while thenistry of Environmental Protection,
Physical Planning and Construction is the projectrer.
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5 ECONOMIC POLICY MATRIX

|5.1. ENTERPRISE SECTOR

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Privatisation of companiesin majority ownership (salevia public public tender)
Completion of the privatisation of agro-conglomeat Annpuncement of the third round of invitations fenders for the company during 2008
Vupik, Vukovar
Continuation of privatisation of remaining sectrsnajority Intensive preparation and announcement of tendgrecpwith bankruptcy and ri\?;(::atzgn is
ownership winding up proceedings over companies which aghaé for such procedures p complete:
Privatisation of companiesin minority ownership (viathe stock exchange)
N until the
Continued privatisation of minority shares Sale of minority sha}re packages at the Zagreb shmrhe planned frequency ¢f privatisation is
some forty companies per month complete:

Other goals

Privatisation of subsidiary companies of Croatiail\Rays

Further signing of agreements between CroatianmRgd and CPF, aiming at
preparing subsidiary companies for privatisa

until the sale of all

of remaining state assets

definition of new organisational structure

Preparation of dependent companies for privatisatiocase of required subsidiary
e recapitalisation of subsidiary companies throughease of initial capital of companies, by en
dependent compani 2010
e Announcement of the sale tender
Privatisation of one shipyard (Uljanik) and prepienafor privatisation of one
. s . more pursuant to the obligations assumed unde?Ateand the adopt Strategi .
Preparation for privatisation of shipyards ¢ Development Framework 2006-2013 and the futureddatiRestructuring during 2008
Programme .
Transformation of the CPF into a new institution fee manageme o Creation of the model for managing the remainiagesassets including the during 2008

POLICY GOAL

IMPLEMENTING MEASURES

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Harmonisation of legislation e Creation of subordinate legislation by 2009
Liberalisation of railway transport market e Establishment of regulatory bodies 2007

e Creation of network reports 2008

e Allocation of routes to operators 2009

e Establishment of security bodies 2010
Restructuring and modernisation of railway company e Fulfilment of conditions under PAL 2 loan 2007
Adoption of the National Railway Infrastructure Bramme e Entry into agreements with Infrastructure manager 2007

e Creation of annual modernisation plans continuous

PERIOD

Restructuring aimed at achieving self-sustaineditptle operation
of individual shipyards

e Implementation of the restructuring programme

2006ntinuous|

Privatisation with a view to ensuring the precoiadis for their
further successful operation through the implententaf economi
policy measures compatible with the economic patitthe EU

Choice of the privatisation model shall dependr@nRrivatisation Act and
Employee Stock Ownership Act (ESOP), and shalldyeied out via public
tenders and defined ToR

2006 - continuoud

Increase product sophistication in the shipbuildimiystry in order R

Selection of market niche, domestic and internatiamtegration and productior|

to increase value add

to increase value added specialisation, implementation of IMO regulations. e continuous
g;zia:e anew shipbuilding market on a commerciljtainable e Offering ships designed pursuant to the Leader2difb project continuous
Transfer to designing and constructing more compéessels in ord e Entering agreements on the construction of moreptioated continuous

Increase efficiency and cost competitiveness

Implementation of the Restructuring and rationalisaprogramme, cost contrd
etc.

2005 - continuoud

efficient access to the shipbuilding market

Exploit synergy effects in order to reduce costs achieve a more o

Centralisation of procurement, design and markedimdj production
specialisation

continuous

meaning of the Energy Community Agreement

POLICY GOAL IMPLEMENTING MEASURES PERIOD
. . . The implementation of envisaged plans will enaitentives to privileged
Implementation of envisaged plans regarding theofisenewable e energy producers (so-called feed-in tariffs), miedi by the Government of RC jn 2008- 2010
energy sources . -
subordinate legislation
|mplementation of plans regarding eneray efficienc Establishment of local energy agencies and creafispecific programmes in continuous
P P 9 9 £l Y cooperation with the Environment Protection andrgpé&fficiency Fund
Strengthening of the energy market in south-easiiuwithin the e Connecting the electricity and gas system withnitighbouring countries. continuous

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Project of the National Programme for Entreprersiducation with defined
Whole-life entrepreneurial education implementing programmes in formal and informal eation continuous

Monitoring
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Education for brokers, investment advisors andsipenfund managers

POLICY GOAL IMPLEMENTING MEASURES PERIOD

e Education of exporte

e Application of new technologies and technologicalgesse

e Environmental protection of produ

e Innovations and new produ

. e Introduction of EU standarc .

Competitiveness o B - continuous

e Association of economic entities (cluste

e Incentives to crafts and cooperati

e Integration of SMEs and R&D institutio

e Marketing and promotic

e Coordination of activities related to e-commercd arbusiness

e Credit financini
Strengthening of entrepreneurship financing e Venture capita continuous

e Guarantee

e Incentives for development of of the Croatian Agefor Small Busine:
Quality improvement and development of business and e Support to setting up regional development age continuous
entrepreneurial infrastructure . ! . .

e Support to developing entrepreneurial zones, tdolgizal parks and incubator:
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Improvement of the regulatory framew e Compliance with EU legislation and harmonisatiothvthe acquis E continuou
Strengthening of administrative capacities e Holding workshops_ and seminars_fc_)r the_ public amhm sectc continuous

e Systematic professional and administrative stresmgtiy of the sect continuous
5.2 FINANCIAL SECTOR
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Further development and improvement of prudenéiglitations ani| ~ Adoption of the Act on reorganisation, winding updébankruptcy of cred 2008
the bankina svste institutions

e Adoption of Credit Institutions Ac 200¢

e Adoption of the Electronic Money Institutions / 200¢

e Adoption of the Deposit Insurance 200¢

e Adoption of the Payment System , 200¢

e Adoption of the Financial Institutions # 200¢

e Compliance with EU legislatic continuou

e Authorisation of credit unions and savings b continuou
Establishment of a supervisory body, human rescdevelopment |e Presenta.tion fqr banks, credit unions and saviagk$on new regulations to be continuous

adopted in 200!

e Training of supervisors in relation to new reguat and banking risk continuou

e Improvement of the banks' prudential reportin t 2008
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Further development and improvement of the non-k ctor Adoption of the Act on the Reorganisation and WiigdUp of Credit Institution: 2008

and Insurance Companies

e Adoption of the Financial Conglomerates / 200¢

e Adoption of the Securitisation 2 200¢

e Adoption of the Act on Amendments to the Audit / 200¢

e Compliance with EU legislatic continuou
Establishment of a supervisory body, human resodeeelopment |e Further development of the organisational strectur continuous

2007 continuo

supply with demar

5.3LABOUR MARKET
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Increase employment and employability by alignimigdur market e Analysis and evaluation of annual employment itizerplans continuous

Better alignment of labour market needs with thecation system

Establishment of local partnerships for employnterdugh cooperation betweg

e the regional offices of the Croatian Employmentd&ur and regional

n

2008 and 2009

development agencie
POLICY GOAL | IMPLEMENTING MEASURES PERIOD

Social contributionsreform

Create a beneficiary -oriented system by improgiexyice quality
through decentralisation and deinstitutionalisation

Implementation and financing of approved innovafivejects regarding the
e rendering of social services at local communiteleasimed at
deinstitutionalisation and reintegration of beniefies

Service quality improvement in social welfare faigis (reconstruction and
e adaptation of 13 welfare centres, constructionhéw welfare centres and
improvement of sanitary and hygienic conditions5n social welfare homes)

o Development of the One-Stop-Office - invitations tienders

2008

2008 - 2009

200¢

Children and families' protection - systematic patibn of rights an|
interests of children and vulnerable groups amthbaisation with
international standards

e Fulfilment of obligations under:
National Youth Programme of Action,

National Strategy on Drug Abuse Preven

National Trafficking Prevention Ple

National Population Polic

National Strategy of Unique Policy for Handicappatson:

National Policy for the Promotion of Gender Eque

National Strategy for the Protection Against Faridiglence and in the Family
Violence Protocc

National Programme for the Roma

continuous
2008 - 2010

Increase in employment of less employable populajimups

Social employment with organisations which are alcsgrvices providers in thg

o community (IPA - Operational programme - human veses development) -
envisaged employment of 10 - 12 persons and tigioir20 social integration
mentors)

2008 - 2009
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5.4 AGRICULTURAL SECTOR

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Efficient agricultural land market o Imngt;z?ves for the purchase of agricultural landtiyh a capital investment continuous
e "Enlargement of the Agricultural Land" Project (332009
o Crgauon of the Agricultural Land Study regulatihg enlargement of 2008-2009
agricultural lan:
Completion of the privatisation of agro-conglomesat e Hold invitations for privatisation tenders 2008
Alignment of the Croatian agricultural policy withe common Regulation of the agricultural products and fooffstmarket in line with the .
. . . ; o continuous
agricultural policy of the E changes in market organisation in the
e Harmonisation of state aid to agriculture with Hitectives continuous
o Financing rural development measures from fundainétl under the pre- 2008
accession assistance programme-SAP/
o Financing rura! develqpment measures from fundaipet under the Instrume 2008-2010
for pre-accession assistance -
o Estapl|§hment of a fully digitalised Wine Cadastrel entry and collection of t 2008-2009
remaining dat
o Introdu_cuon of_ EU phytosanitary standards andrsjthening of the plant continuous
protection servic
Introduction of EU veterinary standards: regulasiamendment, capacity )
. . continuous
strengthening
e Establishment of the Central Veterinary Informat®ystem
e Introduction of EU food quality and safety stardfar continuous
Alignment of fisheries policy with the Common Fisies Policy of |e Harmonisation of legislation continuous
the EU e Introduction of the satellite vessel monitoringtgyn (VMS) 2008-2010
e Establishment of a Fisheries monitoring centre 2008-2010
Implementation of the Operative programme of womztpssing industry
- ’ . 2008-2010
Enhance the competitiveness of wood processingstndu development
e Establishment of the Wood exchange d.o.o. 2008-2010
o Establishment of the Centre for research of woadipcts and furniture 2008-2010
developmen
e Establishment of an inspection office 2008-2010
o Creation and implementation of Action/Operativegreanmes for the 2008-2011
implementation of the National Design Strategyhaf Republic of Croati
5.5 ADMINISTRATIVE REFORM
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Ensure consistency in remuneration of governmemi@yees, .
transparency of the wage bill and remunerationiatrdduction of Adopt an act on salaries of government employees 0820
more elements based on achievement and
* Carrying out a functional analysis in governmenhatstration bodies (includin
Rationalisation of government administration the implementation of the rationalisation progranimthe government 2008
administration bodies were a functional analyss ibeen carried out)
S_treamllm_e administrative procedure, facilitate rib@lisation of o Adopt a new General Administrative Procedure Act 020
citizens' right
Strengthen the role of electronic administratiothia development e Adopting a new decree on office operations (alignéH electronic functioning 2008
the economy of administration
e Establishing an IT-supported register of civihgets 2008
Regulation of the legal status of civil servantd amployees in
government administration in local and regional-gebernment  |e Adopting Local and Regional Self-Government Ergpient Act 2008
units
Ln;zirg;/ed supervision of the work of government aulstfation e Adopting amendments the Administrative Inspectiah 2008
e Implementing the Administrative Inspection Act aswhducting thorough
. ) A . . 2009
inspection supervision in all government administrabodies
fifitz:rﬁia more efficient system for the provisiopulilic services tq e Administrative decentralisation of government agistration operations 2008
e Professional improvement of local and regionalegament employees throug .
continuous
the Academy of Local Democra
e Professional training and development of governreemtloyees under
Improvement of the quality of public services educational programmes of the Centre for professiwaining and developme continuous
of government employet¢
5.6 ADDITIONAL REFORM AREAS
5.6.1 Knowledge-based society
POLICY GOAL IMPLEMENTING MEASURES PERIOD
Encouraging the establishment of a number of kigaitens aimed at involving
Increase the number of children participating ie-pchool . rising numbers of children (especially of talentdddren, children with 2008-2010
programmes developmental difficulties and children from mirt@s) in pre-school continuous
programmes - as preparation for primary school
* Creation of the National curriculum for pre-scheducatior 2008-201(
Develop information and communication skills, fgrelanguage learning,
. . . - AP . 2009-2010
Improve learning and teaching quality * mathematical and scientific literacy, promote téchl culture, entrepreneursh -
. . . continuous
and social skills and carry out school self-evaarat
. Carry out experimental external assessment of ¢idned programmes and 2008
student achievements - national exams for fourdidegpupils
Carry out external assessment of educational pnages and student
. . - N 2008
achievements - national exams for eight grade stsde
. Realisation of the Pedagogical standard in accaelaith the feasibility 2008-2010
coefficien continuou
* National curriculum for primary education 2008-2010
i ) ) 2008-201(
* Develop primary school information system -
continuou
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POLICY GOAL IMPLEMENTING MEASURES PERIOD
" . Continue with the project of introducing the stat@ool leaving exam by
Improve the quality of secondary education ¢ conducting national exams and implement schoolesedfuation 2008-2009
* Create National Curriculum and implement the Pedimgd Standard 2008-2010
R Cont!que ‘redeflnlng professional areas and prajessind develop the Croatign 2008-2009
Qualification Framework
* Strengthen co-operation with economic and socighpes 200{,;_2010
continuou
Systematically improve the quality of adult edueafiprimarily througt
e o 2008-2010
« recertification of programmes and application aefstards and norms at X
s ) continuous
institutions for adult educatic
. " . . 2008-2010
Implementation of the Bologna Process * Establish new higher education colleges X
continuous
Continue with improvements aimed at achieving bejtality of the highe
: . ) : N N 2008-2010
« education system; raise the quality of universitygpammes; provide support tp X
X . continuous
the Office for quality assuranc
Carrying out external quality evaluation of higleeiucation programmes and
R institutions simultaneously with the developmentoélity assurance units at 2008-2010
institutions of higher education, and in connectigth the mobility of professorp  continuous
and student
« Develop a system of providing scholarships andestutbans 2008-2009
« Establishment of the Croatian Qualification Framewo 2008-2009
Encourage university integration processes andraomtvith the implementatio
« of the lump sum financing model, adjusting the nagi$ms of investment and 2008-2010
control over spending of budgetary funds and eraming private initiative
Systematically increase inflow of information obdair market need into tt
* higher education system and strengthen the coopetattween the higher 2008-2010
education system and the private s¢
Strengthen research and development . Com!nue_ increasing funds for basic research amidwming criteria for selection 2008
of scientific projects and programmes
Initiate new projects stimulating co-operation betw the academic commun
« and the economy and create centres of excelleagedowith systematic 2008-2010
strengthening of the capacities of scientific aigations in relation to E!
Ensure quality technological infrastructure andriowe financing/monitoring
. N - 2008-2010
procedures for technological projects
« Build and equip the BioCentre - Bioascience incigdratentre 2009-2010
e Establish an Investment fund for science and intiona 2009-2010
Harmonise the areas of interest and research aatngbater degree of transfe
* knowledge and technologies in the development@®gttonomy and 2008-2010
entrepreneurial endeavours.
5.6.2 Health carereform
POLICY GOAL IMPLEMENTING MEASURES | PERIOD
Health care system reform
::n;lg’)erovement of the organisation and operation ahary health e Expansion and extension of the primary health oateork continuous
e Changing the conditions for and the manner of ioling specialist health care 2008-2009
e Renewing medical equipme continuou
o Expanding the telemedicine system to primary headtie and introducing 2008
telemedicine standar
e Promotional activities related to raising awarerwfdsealthy lifestyle continuou
o Informatization of primary health care and its natking with hospital continuous
informatizatior
Changing the relationship between community headtitres and lease-holderg
o ; A ) 2008
with the introduction of a lease ordina
R Changing the calculation of funding for primary lile@are teams with the 2008-2009
introduction of the "Fund Holding" for part of tiservice
Defining primary health care teams and introducidditional types of specialigt .
* feam: continuous
o Establishing community health centres on islandsiarareas of special state 2007 - 2008
concert
Ensuring joint assistance provision by the headtie system, social security .
. - y : continuous
system and civil society system to the most vulbleraopulation groups
e Transforming the selected doctor into the selefaedly doctor continuou
e Start of operations of the Croatian Mental Heatistitute 2007-200:
Harmonising laboratory check-ups and general ardiafised medical and
° : . X X 2008-2009
biochemical laboratories with those in the
Improvement of the organisation and operation obedary and e Establishing a register of hospital health casgitintions 2008-2009
tertiary health care
e Accreditation of health care institutions accogria their activities 200{,;_2010
continuou
e Categorisation of health care institutions basethe accreditation 200{,;_201(
continuou
e Plan to expand hospital capacities according émlseafter the categorization 200{,;_2010
continuous
e Hospital system informatization 2008-2010
Efforts to maintain high quality standards at htaphstitutions accredited as .
o S . continuous
clinics or clinical hospita
o b/lanagmg co_nsumptlon of medicines and introducirggdoncept o continuous
pharmaceutical car
e Setting up a new system of out-of-hospital emergenedical aid 2008-2009
R Establishing an integrated system of pre-hosgitaspital and inter-hospital 2008-2009

emergency medical care based on the concept gfratedl medical care
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POLICY GOAL IMPLEMENTING MEASURES | PERIOD
Reform of health care system financing
Stabilisation of the health care and health insteaystems e Reducing the share of public spending on healta ca 2008-2010
e Regulating supplementary and additional healtbrevsce 2008-2009
Defining a negative list of the compulsory healthurance package (procedurg¢s
. . . 2008-2010
which are not covered by compulsory health insteanc
e Improving the existing system of direct benefigipayments 2008-2009
Reducing the share of income of primary health daxeors generated by head
. R R . . 2008-2009
tax in favour of payment mechanism of price peviser and payment per casg
e Categorisation of hospital accreditations withoagible effect on cost reductio ig:ﬁr;igto
Preparing algorithms of diagnostic and therapauticedures and standardisirlg
R 2008-2009
medical procedures
e Introducing hospital payments through the DTSeayst 2008-2009
o Rationalising procurement and the use of diagoestilipment in line with the 2008-2010
accreditation and categorisation of hospitals afihdd clinical guidelines continuous
Introducing smart cards to monitor financial anggibal indicators on patients 2008-2009
and doctors
o llisatgonallsmg medicine consumption through basit supplementary medicing 2008-2009
Public health system reform
Reorganisation of the public health system e Creation of a new public health strategy 2008.
Creation of a National Public Health Programme spekific institutions' 2008-2009
programme
. Harmorusatlon of rele_vant legislation and secondiegislation with the 2007- 2008
regulations and practices of the |
e Establishment the Public Health Fund 2009 -2010
Establishing a system of education and accreditdtinthe institutions and firms
. . X " 2008-2009
which are to implement public health programmes
e Establishment of a public health research fund 2009 -2010
Health care prevention (promotional activities aina¢ preventive health
e protection comprised within the so-called "lifestytategory (e.g. preventionfof continuous
addiction to alcohol, nicotine, narcotics, fighbatst obesity))
5.6.3 Judicial reform
POLICY GOAL IMPLEMENTING MEASURES | PERIOD
M oder nisation and increase in efficiency of Croatian courts
. S 2008-2009
Increase the efficiency of the courts - reduce decklogs e Redistribution of cases, from overburdened to tesslened courts. continuous
o Implementathn_ of the pro_]ect of monitoring thealesion of «old» and unsolvefl 2008-2009
cases (both civil and criminal).
. Sgper\/lsmn over the work of judiciary network (@ydiciary Inspectorate of the continuous
Ministry of Justice)
Alternative resolution of court disputes o The prOJeCF of strengthening the Conciliation pahges as an alternative way pf 2007-2009
resolving disputes
Rationalisation of the court network e Merger of 5 municipal and 5 minor offence courts 2008
- . . The project Support to more modern and functiopafration of the
Reform of administrative court proceedings ® Administrative court of the Republic of Croatia 2007-2008
Development of the Integral Court Cases Manage@gstem The project Support to court management and impnewi of the court cases
. 2008-2010
(ICMS) management — ICMS
Land registry reform
The project of putting land registry in order e Creation of the joint land registry and cadasteabdnformation system 2007-2009
Introduction of the legal assistance system fazeits in registering the
e ownership rights and other real rights at municgmlrts in the Republic of 2008-2009
Croatia
e Adoption of the Act on Amendments to the Land ReegiAct 2008
Increasethe efficiency of creditor protection and claim collection
Increasing the efficiency of the execution procedur Implementatlon of the Action plan in connectiontwihe reduction of the numi 2007-2008
of execution cases at courts
e Professional education of public commissioners continuous
Creditor protection and claim collection in exeontproceedings |e |ntrodgct|on of the new court reglstne; managersgatem pursuant to the 2008
provisions of the amended Court Registry Act
Reform of criminal legidation
Modernisation of the criminal procedure e Adoption of the new Criminal Procedure Act 2008
Prevention of corruption and organised crime o Izrgglgmentatlon of the National programme for preigenof corruption 2006 - 2007-2008
Systematic monitoring of the implementation of Netional programme for .
continuous

prevention of corruption and action plans
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5.6.4 Environmental protection

POLICY GOAL IMPLEMENTING MEASURES PERIOD
Adoption of subordinate Legislation pursuant to Bmyironment Protection Ac
e relating to the assessment of the impact on theamment and strategic 2008
assessment of the impact on the environment.
Integration of environment protection goals intarpling and Creation of guidelines and training for the implenagion of the PUO,
implementation of other sector policies, aimingaimoting e assessment of influence on the environment, and35Btdategic assessment of 2008
sustainable development. influence on the environment, procedures
e Creation of the Sustainable Development Strategy 2008

Establishment and management of the Environmeréétion Information
System (ISZO)

2008- continuous|

Further development of the comprehensive systeair afuality
management and creation of conditions for systemasiolution of
problems related to climate changes

Air quality assessment at designated areas andpulated areas and the revie
of air quality categories.

Construction of the remaining 12 centres for cardirs monitoring of air quality.

Establishment of the Air Quality Information System

National programme of reduction of emissions ofyiig substances in the ai
from existing stationary sources

. Creation of the National implementing plan for timplementation of the

Stockholm Convention on organic polluters.

Establishment of the Greenhouse Gas Register

Implementation of the Greenhouse gas allocation pla

Establishment of the Greenhouse gas trading system
Establishment of the implementation system of Beximechanisms form tt
Kyoto protocol

2008-continuous

2008-2009

20082009

2008

2008

2008

2008
008-2010
2009

Establishment of the comprehensive waste managesysteim

Construction of county/regional waste managementres.

Restructuring of the waste dumping sites by chantieir purpose, continued
or by closing them.

Further development of the system for the managenfespecial waste
categories.

Implementation of restructuring programmes for ferrimdustrial locations
polluted by dangerous substances and wild dumpgigssof hazardous waste

Development of the dangerous waste managementisystéiding the
identification and management of the so-calledcbleoles" in the Republic of
Croatia - Phare 2006

Further development of the Waste Management Infoom&ystem by the
Environment Protection Agency (as part of Environtrferotection Information
System)

Preparation of strategic documents and projectirfancing from EU funds.

2008-continuous

2008-continuous

2008-continuous

2008-continuous

2008-2009

2008.-2009.

2008-continuoy

Strengthening and establishment the system ofrtied water
management with more intensive investments in tatew
management infrastructure

Strengthening/reform of the existing system offficiag water management an
ensuring more funds per year (amendments to/adopfimew subordinate
legislation arising from the Act on Water Managenhf&nancing).

Strengthening of water management planning - adoyif the Water
Management Strategy and continuation of work ors#@nd phase of
development of water management plans in certaias

More intensive implementation of water protectioeasures, especially with
respect to the preparation and implementationfodstructural water protectio
projects; recovery and completion of the existind huilding of new wate

Reduction of losses in the existing water supp8tesys and more connectionsj
the public water supply systems (regional watepBupystems), recovery and
completion of the existing and building of new ergupply systems.

e Establishment of zones of sanitary protection afldng water at source.
e Improvement of existing and development of nevgation systems.

Greater investments in the system of protectiomfdamage caused by water

continuous

continuous

continuous

to
continuous

continuous
continuous

continuous|

Sea and marine environment protection

Creation of the annual National Adriatic Sea Moriitg Report

Creation of annual reports, leaflets and maps afigter quality on beaches

Creation and development of IT system for the nuoimig of the Adriatic Sea.

2008-continuoug

2008-continug

2008-continuoy

Strengthening of supervision of the sea qualitthencostal area (Project of

¢ protection from pollution in the costal area). 2008-2009
Administrative strengthening of nature protectinstitutions at state and local .

. - . . X N continuous
level, including an inspection office.
Development of public institution GIS, nationatigGIS, nature park GIS an

e public institutions for the management of proteceets at regional and local 2008
level

. o Development of a system of protected areas, reai@hdigitalisation of the continuous
Further development of the nature protection system borders of protected areas and development of tietaning system

Revision and the adoption of the revized Natiortedt8gy for the Protection of

o . ; . 2008
Biological and Landscape Divers

o E;velopment and implementation of regulations basethe Nature Protectic 2008-2009
Revision of sector legislation and development eEhanisms to incorporate .

. continuous

nature protection guidelines through co-operatietwien various secto
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Establishment of the National Eco-Network (provglfonds for protection in th
area of the eco-network).

® 2007-continuous

e Protection of new areas, follow-up on the existings. continuous

e Establishment of the ,NATURA 2000" network. 2008-200

e Implementation of wolf and lynx management plaevigion after 2007) continuous

Protection of natural values o X . . .

e Activities relating to the implementation of theTES continuous

International co-operation (implementation of inional projects):

e NATURA 2000 — PHARE 2007-2009
INTERREG IIA "Cross-border co-operation in the mgeent, protection and

. - N " 2007-2008
research of the Dinara population of lynx".
Adopt implementing regulations of the Environmeritedtection Act for the

. . e ) o 2008
application of provisions on the eco-licence (IFPigctive).

o !Educatlon of government bodlles ;nd economic estitteregards the 2008-2010
implementation of the IPPC Directive

o Promotional activities as regards the introductbEMAS to companies ar 2008-2010

Establishment of industrial pollution control syste

organisations in the Republic of Croa

Establishment of the system and education of gonent bodies and economid
entities as regards the prevention of major actiienolving hazardous
substances

Adoption of implementing regulations of the Envineent Protection Act for thd
implementation of the provisions of Seveso |l Direz.

Further development of the register of dangeroaspententially hazardous
installations into the Register of installationghiiazardous substances

2008-continuous

2008

2008- 2010

Efficient and harmonised implementation of the oxai policy in thi
field of chemical safety

e Implementation of the National programme of cheirsedety

2008-continuous

Development and implementation of the project "dlzal Inventory of Forestr
Resources of the Republic of Croi

i i i 2008
Further development of the comprehensive foresfstesn * Establishment of the Forestry Advisory Service
e Adoption of subordinate legislation
e Creation of the Croatian FSC standard for forestagement. continuous
Adoption of a programme of measures for data ctidie@and establishment of ’
. - continuous
register on the level of damage to forests.
Establishment of a system of continuous forest suigien . . L .
4 e o Establishment and running of a comprehensive infition system and register continuous

forest fires.

-85 -



Annex | Matrix of policy commitments

2007 2008 2009 2010
OVERAL ASSESSMENT OF FISCAL IMPACTS OF MAJOR
IMPLEMENTING MEASURES
A. Implementation
B. Net direct impact on the budget -780,611,014 -3,265,944,435 -703,685,748 -397,377,340
B1. Direct impact on revenues 268,607,871 112,840,674 16,657,730 699,722
B2. Direct impact on expenditures 1,049,218,884 3,378,785,109 720,343,478 398,077,062
|. ENTERPRISE SECTOR
Total (1+2+3)
A. Implementation
B. Net direct impact on the budget -74,314,949 -553,975,504 -424,692,815 93,557,413
B1. Direct impact on revenues 20,734,977 0
B2. Direct impact on expenditures 74,314,949 553,975,504 445,427,792 -93,557,413
1. Railway restructuring
Total
A. Implementation
B. Net direct impact on the budget -118,488,119 -353,005,388 -249,743,115 66,088,529
B1. Direct impact on revenues
B2. Direct impact on expenditures 118,488,119 353,005,388 249,743,115 -66,088,529
Subsidies
A. Implementation |
B. Net direct impact on the budget -97,527,000 291,300,000 26,300,000 37,400,000
B1. Direct impact on revenues |
B2. Direct impact on expenditures 97,527,000 -291,300,000 -26,300,000 -37,400,000
Modernisation and restructuring of the Croatian Rai lways
A. Implementation |
B. Net direct impact on the budget -20,961,119 -644,305,388 -276,043,115 28,688,529
B1. Direct impact on revenues |
B2. Direct impact on expenditures 20,961,119 644,305,388 276,043,115 -28,688,529
2. Restructuring of shipbuilding industry (subsidies)
A. Implementation
B. Net direct impact on the budget 44,173,170 -64,621,093 -23,955,590 27,468,884
B1. Direct impact on revenues
B2. Direct impact on expenditures -44,173,170 64,621,093 23,955,590 -27,468,884
3. Small and medium size enterprises
Total
A. Implementation
B. Net direct impact on the budget -111,849,828 -150,994,110
B1. Direct impact on revenues 24,499,195 20,734,977
B2. Direct impact on expenditures 136,349,023 171,729,087
Entrepreneurial education
A. Implementation X
B. Net direct impact on the budget -19,782,250 -24,816,065
B1. Direct impact on revenues
B2. Direct impact on expenditures 19,782,250 24,816,065
Competitiveness
A. Implementation X
B. Net direct impact on the budget -35,803,773 -48,691,857
B1. Direct impact on revenues 9,856,000 15,579,570
B2. Direct impact on expenditures 45,659,773 64,271,427
Entrepreneurship financing
A. Implementation
B. Net direct impact on the budget -62,420,000 -68,427,350
B1. Direct impact on revenues
B2. Direct impact on expenditures 62,420,000 68,427,350
Entrepreneurial infrastructure
A. Implementation
B. Net direct impact on the budget 6,156,195 -9,058,838
B1. Direct impact on revenues 14,643,195 5,155,407
B2. Direct impact on expenditures 8,487,000 14,214,245
Il. LABOUR MARKET
Total (1+2+3+4+5)
A. Implementation
B. Net direct impact on the budget -255,312,500 -1,197,052,713 -319,303,162 -261,878,562
B1. Direct impact on revenues 1,687,500 0 0 0
B2. Direct impact on expenditures 257,000,000 1,197,052,713 319,303,162 261,878,562
1. Annual plan for stimulating employment
A. Implementation X
B. Net direct impact on the budget -128,312,500 -50,000,000 -50,000,000 -50,000,000
B1. Direct impact on revenues* 1,687,500
B2. Direct impact on expenditures 130,000,000 50,000,000 50,000,000 50,000,000

* Approved PHARE project 2005
Note: Since 2006, new measures have encompassed all available funds of all policy implementing entities which were in previous years registered
and monitored as individual budgetary items, in a decentralised manner.
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Implementation of new social welfare regulations

A. Implementation X
B. Net direct impact on the budget -141,961,394 -88,937,683 -33,491,155
B1. Direct impact on revenues
B2. Direct impact on expenditures 141,961,394 88,937,683 33,491,155
3. Employment as part of implementation of new social welfare regulations
A. Implementation X
B. Net direct impact on the budget -6,091,319 -365,479 -387,407
B1. Direct impact on revenues
B2. Direct impact on expenditures 6,091,319 365,479 387,407
4. Entitlement to maternity benefit at the level of fu Il salary in the first six months of maternity leav e
A. Implementation X
B. Net direct impact on the budget -110,000,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 110,000,000
5. Equalisation of pension levels of "new" and "old" p ensioners (application of law)
A. Implementation X
B. Net direct impact on the budget -127,000,000 -889,000,000 -180,000,000 -178,000,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 127,000,000 889,000,000 180,000,000 178,000,000
1ll. AGRICULTURAL SECTOR
Total (1+2+3+4)
A. Implementation
B. Net direct impact on the budget -465,628,654 -300,792,332 -84,442,475 -40,508,911
B1. Direct impact on revenues 69,503,636 16,672,050 -7,530,263 -11,210,978
B2. Direct impact on expenditures 535,132,289 317,464,382 76,912,213 29,297,933
1. State aid in agriculture
A. Implementation
B. Net direct impact on the budget -394,700,549 -230,611,232 -100,000,000 -100,000,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 394,700,549 230,611,232 100,000,000 100,000,000
2. SAPARD implementation
A. Implementation X
B. Net direct impact on the budget -17,400,000
B1. Direct impact on revenues 65,000,000
B2. Direct impact on expenditures 82,400,000
3. Implementation of the World Bank project for the ad  justment of agricultural legislation with acquis co mmunautaire
A. Implementation
B. Net direct impact on the budget -30,428,105 -43,481,100 11,557,525 41,991,089
B1. Direct impact on revenues 4,503,636 16,672,050 -7,530,263 -11,210,978
B2. Direct impact on expenditures 34,931,740 60,153,150 -19,087,788 -53,202,067
4. Research, development and modernisation of technolo gy in the wood processing industry
A. Implementation
B. Net direct impact on the budget -23,100,000 -26,700,000 4,000,000 17,500,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 23,100,000 26,700,000 -4,000,000 -17,500,000
IV. ADMINISTRATIVE REFORM
Total (1+2+3+4)
A. Implementation
B. Net direct impact on the budget -2,236,343 -3,263,627 -1,650,000 -2,850,000
B1. Direct impact on revenues 17,659,119 2,502,441
B2. Direct impact on expenditures 19,895,462 5,766,068 1,650,000 2,850,000
Carrying out functional analysis in state administr ation bodies (including adoption of the rationalisa tion programme in the state
L administration bodies). Grant of Swedish Internatio nal Development Agency, SIDA
A. Implementation X
B. Net direct impact on the budget 0 0
B1. Direct impact on revenues 6,774,413 954,457
B2. Direct impact on expenditures 6,774,413 954,457
Strengthening employee capacities at the Centre for Education and Training of Civil Servants and carry  ing out analysis of training
2 requirements in civil service.  Danish pre-accession aid.
A. Implementation
B. Net direct impact on the budget 0 0
B1. Direct impact on revenues 5,698,269 175,000
B2. Direct impact on expenditures 5,698,269 175,000
3. CARDS 2003 - Support to the Decentralisation of Cro  atia's State Administration
A. Implementation X
B. Net direct impact on the budget 0 0
B1. Direct impact on revenues 5,186,437 1,372,984
B2. Direct impact on expenditures 5,186,437 1,372,984
4. Development and implementation of general training programmes for civil servants
A. Implementation X
B. Net direct impact on the budget -2,236,343 -3,263,627 -1,650,000 -2,850,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 2,236,343 3,263,627 1,650,000 2,850,000
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V. KNOWLEDGE-BASED SOCIETY
Total (1+2+3+4+5+6+7+8+9+10+11+12+13+14)
A. Implementation
B. Net direct impact on the budget -19,177,080 -989,569,901 93,875,089 -17,171,954
B1. Direct impact on revenues 14,485,916 64,835,884 24,323,800 15,240,700
B2. Direct impact on expenditures 33,662,996 1,054,405,785 -69,551,289 32,412,654
1. Development of pre-school education
A. Implementation
B. Net direct impact on the budget -3,400,000 -9,360,000 5,520,000 -400,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 3,400,000 9,360,000 -5,520,000 400,000
Note: Partial funding has been secured from the World Bank loan (50%), and the remaining amount will be covered by the state budget.
2. Curricular changes
A. Implementation X
B. Net direct impact on the budget -1,500,000 -1,500,000 1,000,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 1,500,000 1,500,000 -1,000,000
3. Self-evaluation of primary schools
A. Implementation X
B. Net direct impact on the budget -200,000 -400,000 -400,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 200,000 400,000 400,000
4. National exams for 4th and 8th grade pupils of prim  ary schools
A. Implementation X
B. Net direct impact on the budget -23,000,000 -2,000,000 -3,000,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 23,000,000 2,000,000 3,000,000
5. Implementation of pedagogical standard - primary sc hools
A. Implementation X
B. Net direct impact on the budget -800,000 -604,200,000 58,000,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 800,000 604,200,000 -58,000,000
Note: Partial funding has been secured from the World Bank loan (50%), and the remaining amount will be covered by the state budget.
6. Continued redefinition of vocational areas and occu pations, and development of the Croatian qualificat ion framework
A. Implementation
B. Net direct impact on the budget -2,000,000 -4,992,000 -89,920 -290,622
B1. Direct impact on revenues
B2. Direct impact on expenditures 2,000,000 4,992,000 89,920 290,622
7. Implementation of pedagogical standard - secondary schools
A. Implementation X
B. Net direct impact on the budget -294,400,940 46,374,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 294,400,940 -46,374,000
Note: Partial funding has been secured from the World Bank loan (50%), and the remaining amount will be covered by the state budget.
8. Curricular changes in secondary schools
A. Implementation X
B. Net direct impact on the budget -648,437 -978,154 -113,861 -121,832
B1. Direct impact on revenues
B2. Direct impact on expenditures 648,437 978,154 113,861 121,832
9. State secondary school-leaving exam and self-evalua  tion of secondary schools
A. Implementation X
B. Net direct impact on the budget -30,350,000 -3,050,000 -3,100,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 30,350,000 3,050,000 3,100,000
10. Continued implementation of the Bologna process
A. Implementation
B. Net direct impact on the budget -6,000,000 -168,000 -61,680 -199,350
B1. Direct impact on revenues
B2. Direct impact on expenditures 6,000,000 168,000 61,680 199,350
11. Seventh Framework Programme
A. Implementation X
B. Net direct impact on the budget -4,828,643 -8,530,357 -4,223,000 -5,661,000
B1. Direct impact on revenues 14,485,916 -1,126,916 4,223,000 5,661,000
B2. Direct impact on expenditures 19,314,559 7,403,441 8,446,000 11,322,000
Note: In 2007, a total of 75% of the funding is secured from the PHARE programme; it is estimated that 50% of funding for the period 2008-2010 will
come from the IPA programme.
12. Fund for investment in science and innovations
A. Implementation X
B. Net direct impact on the budget -2,036,700 -1,708,200
B1. Direct impact on revenues 6,168,500 5,146,500
B2. Direct impact on expenditures 8,205,200 6,854,700
Note: It is planned that approx. 75% of the funding will be obtained from the IPA programme.
13. Incubation Centre for Biosciences
A. Implementation X
B. Net direct impact on the budget -3,131,700 -8,497,200
B1. Direct impact on revenues 9,395,100 25,433,200
B2. Direct impact on expenditures 12,526,800 33,930,400
Note: It is planned that approx. 75% of the funding will be obtained from the IPA programme.
14. Technological development project
A. Implementation X
B. Net direct impact on the budget -11,890,450 -1,912,050 6,206,250
B1. Direct impact on revenues 65,962,800 4,537,200 -21,000,000
B2. Direct impact on expenditures 77,853,250 6,449,250 -27,206,250

Note: It is planned that approx. 85% of the funding will be obtained from the IPA programme.
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VI. HEALTH CARE REFORM
Total (1+2+3+4)
A. Implementation

B. Net direct impact on the budget 143,480,620 -6,808,413 -589,978 -91,470
B1. Direct impact on revenues 150,000,000
B2. Direct impact on expenditures 6,519,380 6,808,413 589,978 91,470
1. Expanding the telemedicine system to primary health care and introducing telemedicine standards
A. Implementation X
B. Net direct impact on the budget -3,259,380 -5,170,652 -582,112
B1. Direct impact on revenues
B2. Direct impact on expenditures 3,259,380 5,170,652 582,112 1,674,806
2. Establishing community health centres on islands an d in areas of special state concern
A. Implementation X
B. Net direct impact on the budget -3,260,000
B1. Direct impact on revenues
B2. Direct impact on expenditures 3,260,000
3. Establishing the Croatian Mental Health Institute
A. Implementation X
B. Net direct impact on the budget -1,637,761 -7,866 -91,470
B1. Direct impact on revenues
B2. Direct impact on expenditures 260,000 1,637,761 7,866 91,470
4. Rationalising medicine consumption through basic an d supplementary medicine lists
A. Implementation X
B. Net direct impact on the budget 150,000,000
B1. Direct impact on revenues 150,000,000
B2. Direct impact on expenditures
VII. JUDICIAL REFORM
Total (1+2+3+4+5+6+7)
A. Implementation
B. Net direct impact on the budget -10,317,124 -1,462,040 -106,448 0
B1. Direct impact on revenues -12,969,940 5,025,119 21,858,882 0
B2. Direct impact on expenditures -2,652,816 6,487,159 21,965,330 0
1. Implementation of land registry reform (2004-2008)
A. Implementation
B. Net direct impact on the budget -5,352,000 1,000,000 445,480
B1. Direct impact on revenues
B2. Direct impact on expenditures 5,352,000 -1,000,000 -445,480

Note: The funds shown under B2 have been secured from the World Bank loan and partially from the State Budget. The Ministry of Justice
anticipates that the Land Registry Reform will be continued in the course of 2009 and 2010 with a support of a new World Bank loan, as well as the

State Budget funds.

2. Implementation of land registry reform (2004-2008)
A. Implementation

B. Net direct impact on the budget 0 0 0
B1. Direct impact on revenues -430,000 1,430,000 60,800
B2. Direct impact on expenditures -430,000 1,430,000 60,800
Note: The funds shown under B2 relate to the EU CARDS 2003 and 2004 Donation.
3. Implementing alignment of Croatian legislation with EU legislation
A. Implementation
B. Net direct impact on the budget 0 0 0
B1. Direct impact on revenues -11,082,660 3,858,111 14,850,415
B2. Direct impact on expenditures -11,082,660 3,858,111 14,850,415

Note: The funds shown in respect of implementation of the process of alignment of Croatian legislation with EU legislation have been provided by the
CARDS 2003 programme "Support to the Reform of the Croatian Court System"; CARDS 2004 "Support to More Efficient, Effective and Modern
Operation and Functioning of the Administrative Court of the Republic of Croatia“ and CARDS 2004 “Improving Court and Case Management at the
High Misdemeanour Court and Selected Misdemeanour Courts*

4. Alternative resolution of court disputes - "In-Cour
A. Implementation

t Conciliation" project

B. Net direct impact on the budget 11,176 93,760 0
B1. Direct impact on revenues -1,457,280 -262,992 6,947,667
B2. Direct impact on expenditures -1,468,456 -356,752 6,947,667
Note: The funds shown under B1 relate to the aid under the PHARE 2005 project.
5. Alternative resolution of court disputes "In-Court Conciliation" project
A. Implementation
B. Net direct impact on the budget -150,000 375,000 0 0
B1. Direct impact on revenues 0 0 0 0
B2. Direct impact on expenditures 150,000 -375,000 0 0
6. Implementing the penal legislation reform
A. Implementation
B. Net direct impact on the budget -30,000 0 0 0
B1. Direct impact on revenues 0 0 0 0
B2. Direct impact on expenditures 30,000 0 0 0
7. Implementing anti-corruption and organised crime pr evention process
A. Implementation
B. Net direct impact on the budget -4,796,300 -2,930,800 -551,928 0
B1. Direct impact on revenues 0 0 0 0
B2. Direct impact on expenditures 4,796,300 2,930,800 551,928 0

Note: The funds for 2008 include budgetary funds allocated to the Office for Fighting Corruption and Organised Crime and the Ministry of Justice's

Department for Strategic Development.
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VIIl. ENVIRONMENTAL PROTECTION
TOTAL (1+2+3+4+5+6+7+8)
A. Implementation

B. Net direct impact on the budget -107,422,108 -214,481,945 33,117,593 -168,433,856
B1. Direct impact on revenues 15,271,700 28,830,299 -20,870,785 -3,330,000
B2. Direct impact on expenditures 122,693,808 243,312,244 -53,988,378 165,103,856

1. Integrating environment protection goals in plannin
development (Ministry of Environmental Protection,
A. Implementation

g and implement

ation of other sector policies aimin
Physical Planning and Construction

Croatian Enviro

nment Agency)

g at promoting sustainable

B. Net direct impact on the budget -2,705,000 -1,955,000 -366,600 -411,900
B1. Direct impact on revenues 895,355 -795,455
B2. Direct impact on expenditures 3,600,355 1,159,545 366,600 411,900

Note: Within the framework of this measure, setting-up of the information system EPIS is partly financed by the following donations: CARDS 2004:
"Support for the Further Approximation of Croatian Legislation with the Environmental Acquis"; the project within the framework of the LIFE
programme: "Development of the Croatian Soil Monitoring Programme with a Pilot Project " and by the Flemish Government aid project: "CROW -

Preparation of Reporting Water-Related Tables and Their Correlation as a Basis for Implementation into EPIS".

Improving integrated air quality management network

and creating conditions for systematic handling of

problems related to climatic

2 changes
A. Implementation
B. Net direct impact on the budget -2,665,000 -5,290,000 4,330,000 4,410,000
B1. Direct impact on revenues 6,648,750 1,600,000 -830,000 0
B2. Direct impact on expenditures 9,313,750 6,890,000 -5,160,000 -4,410,000

Note: Within the framework of this measure, establishment of the national air quality monitoring network is partly financed by the EU Pre-Accession
Aid: Phare 2006 "Establishment of Air Quality Monitoring Network", which is disclosed in the state budget under the years 2007, 2008 and 2009. As
EU Aid funds are not sufficient to cover increased expenditure, the remaining amount will be financed by the state budget funds. Also, capacity
building for implementation of Kyoto Protocol will be partly financed by the EU programme LIFE Il -Third countries, the project: "Capacity building for
implementation of Kyoto Protocol". Support to the activities concerning development of the system of trading in greenhouse gas emissions, including
the Greenhouse Gas Register, will be provided by one of the components of the CARDS 2004 project "Support for the Further Approximation of
Croatian Legislation with the Environmental Acquis”, which is disclosed in the state budget for the period 2007 through 2010.

Establishing integrated waste management system (ME
A. Implementation

PPPC)

B. Net direct impact on the budget -1,873,000 -2,555,796 1,379,634 -150,000
B1. Direct impact on revenues -1,072,405 16,131,878 -8,900,993 -3,330,000
B2. Direct impact on expenditures 800,595 18,687,674 -10,280,627 -3,180,000

Note: Some of the activities for remediation of "hot spots" will be co-financed by the IPA component Il on the basis of the Operational Environment
Protection Programme. Development of the hazardous waste management system is partly co-financed by the EU pre-accession aid Phare 2006
"Development of hazardous waste management system, including the identification and management of "hot spots" in Croatia". Development of the
Waste Management Plan was partly financed (until the end of 2007) by the EU programme LIFE Il -Third countries. As from 2008, the support to the
implementation of the Plan will be partly financed by the EU pre-accession aid. In 2008, preparation of the project for setting-up of waste management
centres (based on the Plan) will be co-financed by the EU pre-accession aid through ISPA measure "Preparation of a list of projects for IPA in the
environment protection sector”. As from 2008, preparation of the projects for setting-up of the centres will be co-financed by the EU pre-accession aid
within the framework of IPA component Il on the basis of the Operational Environment Protection Programme.

Water management (Ministry of Agriculture, Forestry
A. Implementation

and Water Management)

B. Net direct impact on the budget -69,137,590 -167,729,500 200,000 -193,850,000

B1. Direct impact on revenues

B2. Direct impact on expenditures 69,137,590 167,729,500 -200,000 193,850,000
Sea and marine environment protection  (MEPPPC)

A. Implementation

B. Net direct impact on the budget -11,190,000 -13,445,000 23,825,000 6,000,000

B1. Direct impact on revenues

B2. Direct impact on expenditures 11,190,000 13,445,000 -23,825,000 -6,000,000

Note: 50% of the funds shown under B2 have been secured from the IBRD loan, and the remaining portion will be covered by the State Budget.

Nature protection (Ministry of Culture)
A. Implementation

B. Net direct impact on the budget 2,710,665 -7,302,065 -3,672,800 14,250,212
B1. Direct impact on revenues 6,262,500 11,893,876 -11,139,792
B2. Direct impact on expenditures 3,551,835 19,195,941 -7,466,992 -14,250,212

Note: Disclosed funds include donations under the EU project Phare 2005 "Establishment of NATURA 20000" and the donation project of the World
Bank "Karst Ecosystem Conservation (KEC)"

Establishing industrial pollution control system
A. Implementation

(MEPPPC)

B. Net direct impact on the budget -600,000 -180,000 -20,000 100,000
B1. Direct impact on revenues 1,837,500 0 0 0
B2. Direct impact on expenditures 2,437,500 180,000 20,000 -100,000

Note: Within the framework of this measure and in relation to training of government bodies and economic operators for application of IPPC directive,
support will be provided under one of the components of the project CARDS 2004 "Support for the Further Approximation of Croatian Legislation with
the Environmental Acquis", which is disclosed in the state budget for the period 2007 through 2010.

Forestry (Ministry of Agriculture, Forestry and Wat er Management)
A. Implementation

B. Net direct impact on the budget -21,962,183 -16,024,584 7,442,359 1,217,832
B1. Direct impact on revenues 700,000
B2. Direct impact on expenditures 22,662,183 16,024,584 -7,442,359 -1,217,832
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Annex Il Statistical appendix

Tablela: Macroeconomic prospects

ESA 2006 2006 2007p 2008p 2009p 2010p
Code
Level M Rate of change
1. Real GDP at market prices Bl*g 4.8 6.0 6.1 6.5 7.0
2. GDP at market prices Bl*g 34,220 8.3 9.2 10.2 10.0 10.4
Components of real GDP, real growth
3. Private consumption expenditure P3 19,154 35 6.0 5.4 5.1 5.1
4. Government consumption expenditure P3 6,888 2.2 4.2 1.8 14 1.6
5. Gross fixed capital formation P51 10,214} 10.9 7.5 7.2 7.2 7.2
6. Changes in inventories and net
acquisiti%n of valuables (% of GDP) Po2+P53 1,005 2.9 28 2.1 2.6 25
7. Exports of goods and services P6 16,383 6.9 8.0 9.3 10.0 10.5
8. Imports of goods and services P7 -19,423 7.3 7.5 7.1 6.8 6.6
Contribution to real GDP growth

9. Final domestic demand 36,256 5.7 6.7 5.8 5.6 5.5
10. Change in inventories and net P52+P53 1,008 02 0.0 0.1 0.1 0.0
acquisition of valuables
11. External balance of goods / services B11 -3,040) -1.1 -0.8 0.2 0.9 1.4

Source: CBS, MFIN

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

[1] Levels represent current prices categoriesUiREnillion
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Table 1b: Price developments

Percentage annual changes CEoSdAé 2006 2007p 2008p 2009p 2010p
1. GDP deflator 3.4 3.1 3.9 3.3 3.2
2. Private consumption deflator 2.9 2.5 3.1 2.6 2.5
3. HICP - - - N i
4. National CPI change 3.2 2.5 3.1 2.6 2.5
5. Public consumption deflator 4.3 5.6 4.5 5.2 5.1
6. Investment deflator 3.8 25 2.7 2.3 2.3
7. Export price deflator (goods & services) 29 25 3.1 2.6 2.5
8. Import price deflator (goods & services)l 3.2 2.5 2.2 2.1 2.1

Source: CBS, MFIN

Note: Values written in black are realisations, in bastimates (composite of realisations and
projected values) and in red projected values.
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Table 1c: Labour markets developments

CEOSdA(; 2006 2006 2007p 2008p 2009p 2010p
Level Rate of change

1. Employment, persons B 1,586,000 0.8 1.1 1.1 1.2 1.3
2. Employment, hours worked E - -

3. Unemployment rate, level @ 111 111 10.2 9.2 8.1 6.9
4. Labour productivity, persons ! 4 39 4.9 4.9 5.3 5.7
5. Labour productivity, hours worked

6. Compensation of employees, real ! D1 41 29 3.9 4.1 4.5 5.1

Source: CBS, MFIN

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

[1] Labour Force Survey Data

[2] Labour Force Survey Data

[3] Calculated as real GDP growth divided by chamgeumber of employed persons
[4] Real growth of average gross wage

-93-



Table1d: Sectoral balances

Percentages of GDP ESA code| 2006 2007p 2008p 2009p 2010p
1. Net lending/borrowing vis-a-vis the rest

1 B.9 11.2 10.6 10.0 9.4 8.8
of the world
of which:
- Balance of goods and services -7.7 -7.7 -6.0 -4.2 -2.0
- Balance of primary incomes and transfers 0.0 -0.5 -1.5 -2.8 -4.6
- Capital account -0.4 0.2 0.2 0.2 0.2
2. Net lending/borrowing of the private

o goriep BOIEDP | 167 | 127 | 128 | 134 | 135

sector B.9
3. Net lending/borrowing of general 14 00 06 12 08
government
4. Statistical discrepancy ! -3.1 - - - -

Source: CNB, MFIN

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

[1] Financial account of balance of payment (inahgdreserve assets)
[2] Financial account (excluding reserve assetsjusiforeign net lending / borrowing of

general government
[3] Net errors and omissions from balance of payiien
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Table2: General government budgetary prospects

2006 2006 2007p 2008p 2009p 2010p
ESA code mill. HRK % of GDP

Net lending (B9) by sub-sectors
1. General government S13 -5,630.2 -2.2 -1.6 -1.5 -0.6 0.2
2. Central government S1311 -5,630.2 -2.2 -1.5 -1.4 -0.5 0.2
3. State government S1312
4. Local government S1313 -72.3 0.0 -0.1 -0.1 -0.1 0.0
5. Social security funds S1314 72.3 0.0

General government (S13)

6. Total revenue TR 112,237.3 44.8 46.2 43.7 42.8 41.8
7. Total expenditure TE 117,867.5 47.0 47.8 45.2 43.4 41.6
8. Net borrowing/lending EDP.B9 -5,630.2 -2.2 -1.6 -1.5 -0.6 0.2
9. Interest expenditure EDP.D41 5,495.5 2.2 2.0 2.0 1.9 1.8
p.m. 9a. FISIM
10. Primary balance -134.7 -0.1 0.4 0.5 1.3 2.0

Components of revenues

11. Total taxes (11 =

1la+11b+11c) 66,413.8 26.5 26.6 26.0 25.4 24.8
11a. Taxes on production and
imports D2 49,733.5 19.8 19.7 19.1 18.6 18.1
11b. Current taxes on income
and wealth D5 16,678.3 6.7 7.0 6.9 6.8 6.7
11c. Capital taxes D91 2.0 0.0 0.0 0.0 0.0 0.0
12. Social contributions D61 34,406.1) 13.7 13.6 13.3 13.1 12.9
13. Property income D4 1,320.6 0.5 0.7 0.3 0.3 0.3
14. Other (14 = 15-
(11+12+13)) 10,096.8 4.0 5.3 4.2 4.1 3.9
15 = 6. Total revenue TR 112,237.3 44.8 46.2 43.7 42.8 41.8
p.m.: Tax burden
(D2+D5+D61+D91-D995) 100,819.9 40.2 40.2 39.3 38.5 37.6
Selected components of expenditures

16. Collective consumption P32

D62 +
17. Total social transfers D63 45,413.9 18.1 17.7 17.4 16.6 15.9
17a. Social transfers in kind P31 = D63 8,186.5 3.3 2.8 3.0 2.8 3.1
17b. Social transfers other
than in kind D62 37,227.4 14.9 14.9 14.4 13.8 12.9
18 = 9. Interest expenditure : EDP.D41 5,495.5 2.2 2.0 2.0 1.9 1.8
19. Subsidies D3 6,562.0 2.6 2.5 2.2 2.1 2.0
20. Gross fixed capital
formation P51 8,709.0 3.5 4.4 3.3 3.0 2.8
21. Other (21 = 22-
(16+17+18+19+20) 51,687.1 20.6 21.1 20.3 19.8 19.2
22. Total expenditures TE 117,867.5 47.0 47.8 45.2 43.4 41.6
p.m. compensation of
employees D1 28,253.2 11.3 114 10.9 10.7 104
Source: MFIN

Note: Values written in black are realisations, in bhstimates (composite of realisations and
projected values) and in red projected values.
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Table 3: General government expenditure by function

COFOG
Percentage of GDP Code 2005 2010

1. General public services 1 5.2
2. Defence 2 1.6
3. Public order and safety 3 2.7
4. Economic affairs 4 4.5
5. Environmental protection 5 0.3
6. Housing and community amenities 6 2.3
7. Health 7 5.8
8. Recreation, culture and religion 8 1.3
9. Education 9 4.4
10. Social protection 10 16.3
11. Total expenditure (item 7 = 26 in Table

2) TE 44.3
Source: MFIN

Note: Only data for Budgetary Central Government andal@overnment are included.
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Table4: General government debt developments

% of GDP ESA code 2006 2007p 2008p 2009p 2010p
1. Gross debt 40.8 39.3 37.3 34.8 31.8
2. Change in gross debt ratio -3.0 -1.5 -2.0 -2.4 -3.0
Contributions to change in gross debt
3. Change in nominal GDP -3.4 -3.5 -3.6 -3.4 -3.3
4. Primary balance 0.1 -0.4 -0.5 -1.3 -2.0
5. Interest expenditure 2.2 2.0 2.0 1.9 1.8
6. Stock-flow adjustment -1.9 0.3 0.1 0.3 0.5
of which:
- Differences between cash and
accruals -0.2 0.3
- Net accumulation of financial
assets -1.0 0.1 0.1 0.3 0.5
of which:
- Privatisation proceeds -1.1 -0.7 -0.5 -0.2 0.0
- Valuation effects and other -0.6
p.m. implicit interest rate on debt 5.4 5.2 5.3 5.4 5.6
Other relevant variables
7. Liquid financial assets
8. Net financial debt (8 =1 - 7)

Source: MFIN

Note: Values written in black are realisations, in bastimates (composite of realisations and
projected values) and in red projected values.
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Table5: Cyclical developments

ESA

Percentages of GDP Code 2006 2007p 2008p 2009p 2010p

1. Real GDP growth (%) Blg 4.8 6.0 6.1 6.5 7.0

2. Netlending of general EDP.B.9 2.9 2.6 2.3 1.4 0.5

government

3. Interest expenditure (incl.

FISIM recorded as EDP.D.41 -0.8 -0.5 -0.3 0.6 1.3
. + FISIM

consumption)

4. Potential GDP growth (%)[1] 5.2 5.7 6.0 6.0 5.5

Contributions:

- labour

- capital

- total factor productivity

5. Output gap -0.5 -0.2 -0.2 -0.2 1.0

6. Cyclical budgetary 0.2 0.1 0.0 0.0 03

component

Z) Cyclically-adjusted balance (2 0.3 0.1 01 0.2 0.7

8. Cyclically-adjusted primary 0.6 05 02 06 10

balance (7-3)

Source: MFIN

Note: Values written in black are realisations, in bastimates (composite of realisations and
projected values) and in red projected values.
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Table 6: Divergence from previous programme

2006 2007p 2008p 2009p 2010p

1. GDP growth (% points)

Previous programme 4.6 4.6 4.8 5.0 -
Latest programme 4.8 6.0 6.1 6.5 7.0
Difference 0.2 1.4 1.3 1.5 -

2. General government net lending (% of GDP)

Previous programme -2.2 -1.8 -1.7 -1.5 -
Latest programme -2.2 -1.6 -1.5 -0.6 0.2
Difference 0.0 0.2 0.2 0.9 -

3. General government gross debt (% of GDP)

Previous programme a47.7 46.1 44.8 43.4 -
Latest programme 46.4 449 42.7 40.1 37.0
Difference -1.3 -1.2 2.1 -3.3 -
Source: MFIN

Note: Values written in black are realisations, in bastimates (composite of realisations and
projected values) and in red projected values.
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Table7: Long-term sustainability of public finances

% of GDP 2000 2005 2010p 2020p 2030p 2040p 2050p
Total expenditure ! - 48.4 41.6 40.6 40.7 41.3 43.5
of which:
- Age-related expenditures ? - 16.2 14.3 13.6 14.4 15.4 17.2
- Pension expenditure ! - 9.9 8.9 7.2 6.6 6.5 6.9

- Social security pension - - - - - _ N
- Old-age and early pensions - - - - - B _

- Other pensions (disability, survivors) - - - - - - -

- Occupational pensions (if in general government) - - - - - - _

- Health care - 6.2 5.4 6.4 7.8 8.9 10.2
- Long-term care (this was earlier included in the
health care)

Education expenditure - - - - - B _
Other age-related expenditures - - - - - - N
Interest expenditure - 2.2 1.8 0.8 0.0 -0.3 0.1
Total revenues - 44.5 41.8 41.7 41.7 41.7 41.7
of which : property income - - - - - _ _
of Whlch_. from pensions contributions (or social ) 6.9 6.0 59 5.9 5.9 59
contributions, if appropriate)
Pension reserve fund assets - - - - - - R
of which: consolidated public pension fund assets
(assets other than government liabilities)

Assumptions

Labour productivity growth -1.2 3.6 5.7 4.3 2.4 1.2 1.1
Real GDP growth 2.9 4.3 7.0 3.5 1.4 0.4 0.2
Participation rate males (aged 20-64) ¥ 67.8 69.6 718 711 70.7 69.7 69.7
Participation rates females (aged 20-64) 55.5 56.8 58.2 58.2 57.8 56.6 56.8
Total participation rates (20-64) 61.5 63.1 65.0 64.6 64.3 63.2 63.3
Unemployment rate, % 16.1 12.7 6.9 7.0 7.0 7.0 7.0

Population aged 65+ over total population, % 16.6 17.0 19.6 22.6 24.7 27.3

Source: CBS, MFIN

Note: Values written in black are realisations and ith peojected values.

[1] Total expenditures plus net acquisition of riilmancial assets according to GFS 2001
[2] Pension plus health care expenditures

[3] Total public pension expenditures except pemsiand permanent rights of war veterans
[4] Aged (15 - 64)
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Table8: Basic assumptions on the external economic emviemt underlying the 2007 PEP
framework

Variable Assumptions for
(annual growth rates in %, if not otherwise stated) 2006 2007p 2008p 2009p 2010p
change ¥ change ¥ change ¥ change ¥

Interest rates (in % p.a., annual averages)

- Short-term interest rate (annual average, Euro area) 2.2 -0.7] 2.9 -0.5] 3.4 -0.4] 3.4 -0.5] 3.4
- Long-term term interest rate (annual average, Euro area) 3.3 -0.6 3.9 -0.4 4.3 -0.3 4.3 -0.3 4.3

Exchange rates (annual average “-“: appreciation)

Exchange rate vis-a-vis € 7.32 -0.02) 7.34 -0.01 7.35 0.00] 7.35 0.00) 7.39
USD/€ 1.24 -0.02] 1.35 0.05] 1.36 0.06] 1.36 0.06 1.37|
Nominal effective exchange rate, % -1.3 : -1.7 : -0.2 | 0.0 | -0.2
Real effective exchange rate, % . 2.2 . -1.3 - -0.5 h -0.6

GDP (in real terms)
- World, excluding EU 5.4 0.3 5.2 0.3 4.9 0.1] 4.9 0.1 4.9
-Ey 278 1.6 ] 2.3 » 2.2 ] 2.2 l 2.2

\World trade (in real terms)
Country export markets - - - - - - - | 1
World imports 8.1 -1.0] 9.6 1.8 8.2 1.2 8.2 1.4 8.2

International prices
World import prices, (goods, in €) 6.0 3.6| 4.1 2.2| 2.0 1.5| 2.0 1.5| 2.0
Oil Prices (Brent — USD per barrel) 64.3 49 e85 70 750 0.7] 75.0 27 754

Source: EC, IMF, MFIN

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

[1] Change vis-a-vis assumptions made for last PEP.

[2] Nominal effective exchange rate calculated asmhted geometric mean of bilateral
exchange rates of HRK against: EUR (weight 72.299D (27.8%). For derivation of the
real effective exchange rate the CPI is used datdef

Changes vis-a-vis last PEP are not shown becauke last PEP base indices were used.
[3] Changes vis-a-vis last PEP are not shown becawuthe last PEP this line concerned
Eurozone
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Annex |11 Structural reformsagenda and achievements

Structural reforms agenda and achievements shdisatian of the measures that were to be implenteimt@®007 in accordance with the previous

year's PEP.
ACCEPTED
MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/NO)
ENTERPRISE SECTOR
Privatisation
In addition to introduction of the arrangements which
should accelerate privatisation of the remaining portfolio
of companies managed by the Croatian Privatisation Jund,
the concerned Act (or amendments to the Privatisatiol
Adopting the Act on Privatisation of Consolidated StatefBiio No cancelled Act) should provide a legal framework for the ESOP
programme. As the social partners have not reached
consensus, it has been decided that the issue of legal
framework for the ESOP programme be resolved by
adoption of a special law.
In July/August, contracts concerning sale of share
Adopting the National Steel Industry Restructuring Plablipation Valjaonica cijevi Sisak and Zeljezara Split were signeq,
of the invitation to tender and privatisation of Valjaorggavi Sisak, whereas in respect of TLM, the Government of the
d.o.o., Zeljezara Split d.d. and TLM d.d. Sibenik. Yes July/August 2007 |Republic of Croatia adopted in April the decision on
acceptance of the strategic partner and at present the|
contract concerning the sale of shares to the chosen
consortium is being finalise
Adopting the National Shipbuilding Industry Restructgrin No in progress
Programm
In the given period, 44 invitations to tender for the s&
Intensive preparations and publication of invitations to ¢eadbng companies in mqlonty owner§h|p were pubI!shed. of 4
) : - . September 2006 - [total of 20 privatised companies, 4 companies were
with opening of bankruptcy and winding-up proceedings tver Yes o .
R . . September 2007 |privatised through a public tender procedure, wheread 16
companies which have met the requirements for that. R A X -
companies were privatised in the bankruptcy- or windihg-
up proces:
L 5 A total of 171 companies in minority ownership w
Sale of minority package§ at the Zagreb Stock Exchange' anq Vg September 2006 - |privatised (132 companies through sale on the stock
Stock Exchange along with the planned schedule of publication Yes .
S . September 2007 |exchange market and 39 companies through bankrupfcy-
invitations to tender for approx. 40 companies a month L ;
and winding-up proceeding
The process of privatisation of the national railway
Conclusion of a contract between the Croatian railways and the company (HZ), which commenced by publication of
Croatian Privatisation Fund aimed at making preparations for invitation to tender for 3 subsidiaries (end-March 2007%)
privatisation of subsidiaries, and preparation of subsetighrough Yes September 2006 - |has been continued, so additional 4 public tender
increase in the share capital of subsidiaries or new capitallwatian September 2007 |procedure were announced in July (for 2 companies which
to subsidiaries along with publication of invitation émder for the were not sold in the first round, the public tender
sale of such companies. procedures were repeated, whereas for 2 subsidiaried,
invitations to tender were published for the first time).
In accordance wlth the obligations assumed under PAL andtvéth For the shipyard Uljanik, determination of the share c4
adopted Strategic Development Framework 2006-2013 and futul . "
h D X - No in progress level, as a precondition for commencement of the
National Shipbuilding Industry Restructuring Programmivapise rivatisation Drocess. is in progress
one shipyard (Uljanik) and prepare another one for privatisatio P P ’ prog '
Because of complexity of the issues that should be
Preparing the study for management of remaining state-owned No in progress resolved before a new organisational structure for
property, including definition of a new organisational stinue prog management of the state-owned property is establishqd,
possible models are still under consideration.
Competition policy and state aid
The measure is implemented on a continuous basis
Harmonisation of the Croatian legislation with the EU acqnithe alignment is focused on adoption of a draft new Act or} the
) ” Yes from 2007 onwards . " .
field of competition Protection of Competition Protection (see the next
measure
Preparing .a.draft proposal for amendments to.the Ad or|r'ﬂ'(edﬁo Preparatory activities have been under way since the
of Competition or for a new Act on the Protection of Cetitjpn and -
5 . X " beginning of 2007, and German experts for the PHARE
other regulations required to empower the Croatian Congpetiti Yes from 2007 onwards f . . ; )
. . S project have also been involved since April. The first draft
Agency to enact penalties and change subject-matter jurisdictibg . - N
- N \ . new Act is expected in the first quarter of 2008.
court deciding on the legality of the Agency's decisions
In the course of 2007, three new lawyers were recrt
Increasing the number of expert staff of the Agency and tratherg Yes from 2007 onwards and two graduate economists are to be recruited by tHe end
to ensure an efficient implementation of competition regurati of 2007 (selection of candidates is being brought to a
close)
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ACCEPTED
MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/NO)
Implementation of the PHARE project in the field of state ai Yes 2007-2008 Implementation of the t.W'”””?g project with the FR
Germany commenced in April 20C
Within the framework of the CARDS project, in the fi
Continuing professional training of employees in state adtnation half of the year, and the PHARE project from April
- ) ; - onwards, a number of seminars were held for
bodies and local and regional self-government units relatetdtead Yes from 2007 onwards . - N .
X representatives of the state administration bodies and
operations L .
initial seminars were also held for employees of local §nd
regional self-government bodi
Railway restructuring
Railway Transport Safety A Yes April 2007 The Act was adopted in April 20
Setting up a regulatory body No September 2007 The Act was adop.ted. in July 2007; setting-up of the
Regulatory authority in progre
Allocation of infrastructural lines to operators No 2009 Allocation wil .be possible in 2009, given the time limit
as from adoption of the Report on the netw
Strengthening of the administrative capac No 200¢ Adoption of a new Regulatit
Meeting the requirements for PAL2 loan in progress Septembér 201 E:Qf:zinon in progress; repefition of public tender
Adopting the National Programme Yes September 2007 Adoption procedure in progress - Septe®bér 2
Restructuring of shipbuilding industry
It has been planned that individual shipyard restructurjng
programmes be completed by the end of 2007, when fhese
Finalize preparation of individual shipyard restructuringgopammes No February 2008 should be approved by the Croatian Competition Agercy,
and their adoption by the Government of the Republic o&tixo y following which they will be submitted to the Governmént
of the Republic of Croatia for verification.
A draft of the National Shipbuilding Industry Restruatgj
Programme was finalized end of September 2006. In the
Finalize preparation of the National Shipbuilding Industry meantime, preparation of individual restructuring
Restructuring Programme and its adoption by the Governrhém o No June 2008 programmes commenced upon recommendation of EE,
Republic of Croatia and such programmes should serve as a basis for
preparation or finalization of the National Shipbuilding|
Industry Restructuring Programme.
In the course of 2007, shipyards started to impler
measures outlined in the proposed individual restructyring
Implementing the restructuring process at shipyards in danoe No from February 2008 |programmes. Full implementation of the restructuring
with individual restructuring programmes onwards process is subject to approval of the Croatian Compeftion
Agency and verification by the Government of the
Republic of Croati

- 103 -



MAIN MEASURES UNDER THE 2006 PEP ACCEPTED DATE COMMENTS
(YES/NO)
Privatisation of shipyards is planned in accordance wifh
the obligations assumed under PAL and the adopted
strategic framework for further development of Croatig's
shipbuilding industry. It has been planned to privatise
shipyard and to prepare another one for privatisation.
!mplgmenting the privatisation process or the process afimgrup o No during 2008 onwards| Howgver, the Q.overnment of .th(.e Republic of Croatia ljas
individual shipyards received enquiries from certain investors who are
interested in participation in the privatisation, so early
privatisation will be possible if the requirements are
isfied. Early winding-up of shipyards is also possibl
a long-term viability of the shipyards cannot be
demonstrated by the restructuring programmes.
Restructuring of metallurgy sector and alluminium industry
Enactment and adoption of the National Steel Industry Restimg
Programme in the Republic of Croatia and the restructufisteel Yes 1 March 2007
companies through privatisati
Privatisation of the steel companies has been complefed.
Privatisation of Zeljezara Split by which a restructuring tad The most advantageous buyers have been selected. The
. Yes end 2007 - " .
implemented period for fulfilment of the obligations assumed by the
buyers in the public tender procedure has not expiredjyet.
Privatisation of the steel companies has been complefed.
Privatisation of Valjaonica cijevi Sisak by which a restreio will The most advantageous buyers have been selected. The
) Yes end 2007 . ) -
be implemented period for fulfilment of the obligations assumed by the
buyers in the public tender procedure has not expiredjyet.
Privatisation of TLM has been completed. The most
Privatisation of TLM d.d. Sibenik and related restrucigrin Yes end 2007 advantageous buyer has been selected and the perio¢l for
fulfilment of the assumed obligations has not expired yet.
Small and Medium Size Enterprises
The measure has been implemented continuously
2004, on the basis of the Programme of Incentives to
. - and Medium Size Enterprises by the Government of tile
Lifelong training of entrepreneurs ves 2006/2007 Republic of Croatia, through the Annual Operative Plah
compliant with the annual budget and the State Aid Adt
(0G140/05]
The measure has been implemented continuously
2004, on the basis of the Programme of Incentives to
. - and Medium Size Enterprises by the Government of tlje
Promoting competitiveness of SMEs Yes 2006/2007 Republic of Croatia, through the Annual Operative Plah
compliant with the annual budget and the State Aid Adt
(0G140/05)
The measure has been implemented continuously
2004, on the basis of the Programme of Incentives to
X . and Medium Size Enterprises by the Government of tlje
Improvement of financing of SMEs Yes 2006/2007 Republic of Croatia, through the Annual Operative Plah
compliant with the annual budget and the State Aid Adt
(0G140/05)
The measure has been implemented continuously
2004, on the basis of the Programme of Incentives to
Promoting quality and development of business and entrepiainey Yes 2006/2007 and Medium Size Enterprises by the Government of tile
infrastructure Republic of Croatia, through the Annual Operative Plah
compliant with the annual budget and the State Aid Adt
(0G140/05]
Public-private partner ship
Adoption of the Public Procurement Act is expected ir|
course of September 2007, whereas adoption of othe
Implementation of the PPP Legislation Alignment Programme No 2007-2008 regulations which constitute the legislative framework|of
public-private partnership is expected in the course of|
2008
Implemen_tatlon of pilot projects according to the public-gev Yes continuously
partnership mod
Selection of adequate PPP projects, through domestic and Yes continuously
linternational integration and implementation of EU Direci
Offering PPP projects based on concession and PFI Yes continuousl|
Implementation of the PPP Projects Programme by sector, tohtrp .
. " Yes continuously
the total life costs of public structures
Integrating the project phase, the construction phase, maintesrahice Yes continuously
use of PPP projects of utility infrastructure and pustiiactures
FINANCIAL SECTOR
Banking sector
. . . The adoption was foreseen by the Negotiating positiof of
Adoption of the Financial Collateral Act Yes July 2007 the Republic of Croatia for Chapter 9, Financial servicps.
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local and regional self-government units. The election

ACCEPTED
MAIN MEASURES UNDER THE 2006 PEP (YESINO) DATE COMMENTS
Subordinate legislation related to operations of credit uroarthe
basis of the Credit Unions Act (OG 141/ Yes July 2007
Foreign exchange system regulation
Ame.n(.iments to the Foreign E-xchange Act require repealing ofal Yes 14 December 2006
provisions of the Act that restrict free movement of caj
Non-banking sector supervision
Adoption of the Financial Collateral / Yes July 200°
Adoption of the Act on the Takeover of Joint-Stock Compi Yes 2007
Adoption of the Accounting A Yes 2007
According to the Negotiating position for Chapter 9 -
Adoption of the Financial Conglomerate Act No 2008 Financial services, it has been decided that the Finangial
Conglomerates Act be adopted in 3rd quarter of 2008
LABOUR MARKET
Stimulating employment
Analysis and evaluation of measures under annual employment Yes | March 2007 The Annual employment incentive plan for 2007 was
lincentive plan adopted in March 200
Social security system
Social benefitsreform
Consolidation of social benefits to reduce their total number Yes July 2007 Implemented by adoption of a new regulation within th
Introduction of income and means test - improved targeting Y competence of the Ministry of Health and Social Welfgre.
Fa;ter and |mproved access to sqmal bengﬁts by |ntrod_um_rg;le No Single registers have not been established.
register of social benefits and a single register of benegésiari
Simplifying administration Yes July 2007 gr:i‘lli\;izg::jar:ﬁr;slt? at:sna;iccg dsuoual welfare has
Equalisation of social benefits - index the social welfardlentent No The measure has not been implemented because of the
base to the cost of livin macroeconomic policy guidelint
Decentralisatiol
Introduction of "one-stop-shop office"
Deinstitutionalisation - reducing the scope of institugiorare (a 109 in progress 2009 The measure has been implemented continuously as
reduction in new institutionalisation in the areas coveregliloy prog the Social Welfare System Development Project.
projects and engaging 15% of beneficiaries in institutisagbn
prevention programme
Upon completion of a public tender procedure, the co
was awarded to the supplier and contractor, so in 200B IT
Development of the information and management systems (dzmg| in proaress 2009 equipment will be installed in social welfare institutiong in
administrative functions) prog the area of three pilot counties, and by the end of 200,
in other social welfare institutions on the territoryttueé
Republic of Croati
Implementation of the obligations set out in the Nationat8gy for 2009
the Protection against Family Violence and in the family &tick Yes . The measure has been implemented continuously.
Protocol continuously
National minorities
The project will be materialised by means of the EC fu
The Roma Support Project Yes in the course of 2007 ajallocated under PHARE 2005 and 2006 programmes pnd
pp ! 2008 by participation of the Republic of Croatia with 30% af
state budget func
Z;ng;imn of a publication on national minority rightst have bee Yes in the course of 2000 The publication will be printethatend of 2007.
On 9 May 2007, the Government of the Republic of
Croatia issued the Decision to call elections for membkrs
Election for the councils Yes 2007 of councils and representatives of national minorities gt

were held on 17 June 20!
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ACCEPTED

he

(measure from 2005 PE

MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YESINO)
Preparation of the Land St. No Cancellel
Initiating activities aimed at amending the Inheritance Act No Ithas been planned to enac_t a special regulation whic
regulate enlargement of agricultural la
Implementation of tender procedure for privatisation of VKWP2nd No 2008 The tender procedure has been completed, but there
stagt no acceptable tend
Creation of a study and pilot project for the establishmétiten No 2008-2009 Cancelled because of long duration of the service
FADN rocurement procedure under the World Bank prc
Adopt a strategy for public administration reform and opezailans in proaress 2007 The draft strategy has been prepared and submitted tf
for its implementation (measure from 2004 F prog Government of the Republic of Croa
Adopt amendments to the Act on the State Administratiote8ys Yes 30 July 2007 Official Gazette 79 of 30 July 2007
(measure from 2005 PE
Adppt amendments to the Act on the Rights and ObligaibSsate Yes 27 December 2006| Official Gazette 141 of 27 December 2006
Officials (measure from 2005 PE
Adopt amendments to the Transfer of Power Act -
measure from 2005 PE Yes 12 February 2007 Official Gazette 17 of 12 February 2007

X . . . Correct title of the Act is: Act on the Financing of Fokt
Adopt the Act on the Financing of Political parties Yes 2 January 2007 |parties, Independent Lists and Candidates, Official G4
(measure from 2005 PEP)

1 of 2 January 20(

Adopt amendments _to the Act on thg Prevention of Confiitts Yes 27 December 2006| Official Gazette 141 of 27 December 2006
|Interest in the Exercise of Public Office (measure from 200%)
Setting up organisational units for human resources managentn
development in all state administration bodies with stafiver 50 Yes 2006/2007
(measure from 2005 PE
Adopt subordinate regulations on job system and classtficatid 1. Regulation on announcing and implementing a publ
other implementing regulations for the Civil Service Act Yes 2006/2007 competition and internal notice in the civil service (OG

8/2006 and 8/2007%

2. Regulation on the organisation and method of work|
the Civil Service Committee (OG 8/20C

3. Regulation on the possibility for civil servants torkvat
a separate location and to work part-time (OG 33/200¢

4. Regulation on posting civil servants outside the civi
service (OG 33/200¢

5. Code of Ethics for Civil Servants (OG 49/20

6. Regulation on the procedure for sitting and the
curriculum of the State Civil Service Examination (OG
61/2006)

7. Ordinance on the content of special reports evaluaf]

8. Regulation on the content and manner of keeping
personal files and the Central Register of civil servant:
civil service employees (OG 113/20(C

9. Regulation on the forms and manner of and conditi
for the training of civil servants (OG 10/2007).

10. Regulation on job classification in the civil service
(OG 77/2007.

the work and efficiency of civil servants (OG 78/2006.}.

o

of

=

11. Regulation on the manner of and conditions for th
promotion of civil servants (OG 77/200

12. Ordinance on unified standards and criteria for
defining job titles and descriptions in the civil service (|
116/2007)

13. It has been planned that Regulation on
classification and salaries of civil service employees b
adopted together with the Act on the Salaries of Civil

DG

Servants in a packac
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MAIN MEASURES UNDER THE 2006 PEP

ACCEPTED
(YESINO)

DATE

COMMENTS

Adopt the Act on the Salaries of Civil Servants
(measure from 2005 PEP)

in progress

2008

The proposed Act has been submitted to the Governn|
of the Republic of Croatia for adoption procedure, but
adoption of the Act has been postponed to 2008 as it
necessary to make a detailed evaluation of its effects
budget and calculate fiscal effect, and because of ear
dissolution of Croatian Parliament as well.

2]

Carrying out functional analysis in state administrationidmd
(including adoption of the rationalisation programme inestat

administration bodies where a functional analysis has been cautipd

in progress

2007/2008

The project is being implemented with the support of {]
Swedish Government on the basis of the contract
concluded between the Republic of Croatia and the
International Bank for Reconstruction and Developme|
concerning the grant of the Swedish International
Development Agency (SIDA), intended for support to
public administration reform. The consultancy firm hag
been chosen for project conduction while the agreemd
submitted to the World Bank for approval prior to signi
the agreement.

he

ht

he

ntis
n

Adopt and implement amendments to the General Administrative
Procedure Act

in progress

2008

By revision to the National Programme for the Integra
of the Republic of Croatia into the European Union,
implementation of this measure has been postponed t}
2008. In accordance with the time limit envisaged by t}
Proposal for the State Administration Reform Strateg
which is assessed as being a realistic time limit for
adoption, a working group for preparation of the Act h

been formed; the Government of the Republic of Croafi

adopted in January 2007 the Guidelines for preparatig
the new Act - preparation of the Act is in progress.

7]

n of

Strengthening employee capacity at the Centre for Professional
Improvement and Training of Civil Servants

2006 - | quarter 2007

In the course of 2006 and by the end of 1st quart
2007, the staffing process at the Centre for Professior
Improvement and Training of Civil Servants was
completed (a total of 13 officers were recruited, as
foreseen by the Regulation), and during the 1st quartg
2007, training of employees was conducted at the Ce
for preparation and implementation of general educati
programme:

al

r of
tre
bn

Development and implementation of general education programi|
for civil service employees

nes

15 February 2007

On 15 February 2007, the Government of the Repub
Croatia adopted the Plan for the Implementation of
General Education Programmes, and the education h
been provided continuously according to the Educatio
Programme

[

h

Carrying out an analysis of civil service training ne

Yes

May - August 200

Adopting a new regulation on office operations (aligned with
electronic functioning of administration)

2008

By revision to the National Programme for the Integra
of the Republic of Croatia into the European Union,
implementation of this measure has been postponed t}
2008 in accordance with the time limit envisaged by th
Proposal for the State Administration Reform Strateg
which is assessed as being a realistic time limit for
adoption.

U]

Informatisation of state administration offices in the cmmt

2007

Informatisation has been completed in accordance with the

plan for 2007

Establishing an IT-supported register of civil servants

ragpess

2007/2008

Establishment of an IT-supported register of civil serv
forms part of the central payroll and human resource
management system according to the Decision of the
Government adopted in August 2006, the implementaj
of which is in progress (the project is coordinated by t
Ministry of Finance’

ion

Professional improvement of local and regional government
employees through the Academy of Local Democ

| - IV quarter 2007

Implemented according to the plar2@@7.

Establishing the Operational Plan for the Implementatichet-
Croatia 2007 Programme for 2(

8 May 2007

Conducing the seminar "Meeting EU Requirements through Ope
Source Solutions" which will include presentation of theestat
administrations of Slovenia, Germany and Hungary in the psaafeq
EU accession, with a view to training civil servants forapplication
of open-source software

h

first half of 2008

Due to technical problems, organisation of the seminaf

"Meeting EU Requirements through Open-Source
Solutions" has been postponed to 2008. Within the
framework of the Contract concerning provision of the|
service of setting-up, use, maintenance and developn]
new functionalities and adaptation to EU requirementd
common IT resources of state administration bodies 3|
local self-government bodies between the Central
Government Office for e-Croatia and APIS IT, it has b
envisaged that APIS IT will provide training of IT
specialists within the state administration and public s
in application of open-source specification technologid
and the concerned seminar should be organised and
within the state administration and public sector .

of
hd

pen
pctor

S,
e

d

Training of IT experts in state administration bodies tuea high-
quality IT education in an increasingly sophisticated IT emitent

continuously
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ACCEPTED

MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/NO)
A comparative analysis of positive solutions in the aref of
interoperability of state administration systems in EU
Member States has been carried out and particular
consideration has been given to the EIF system (European
Interoperability Framework) as a basis for developmert of
the national interoperability system in the Republic of
Croatia.
Individual coordinative adjustments with IDABC workijg
Developing of an IT System Interoperability Programmesfate Yes continuous! groups have been made towards receiving guidelines jon
administration bodies, in order to ensure a free flowfofimation Y the basis of which a new edition (version 2) of EIF sysfem
will be developed and designed - the newlydesigned
system represents an acceptable basis for construction of a
system of interoperability of state administration bodiefs i
the Republic of Croatia, so in the second half of 2007 |a
model of recommendations and documentation for
implementation of interoperability of state administratipn
bodies by individual public authority service will be
developed.
The Study on Accessibility of Public Services on the Internet December 2007
developed in 2006 by following the methodology used éngbl for Yes in progress
monitoring the implementation of the eEurope 2005 Progemm on time
ADDITIONAL REFORM AREAS
Knowledge-based society
Encouraging social and private initiatives (founders) ferdhening In 2007, ‘.“"“"' of 29 munlupglltles from six coun
N X . opened kindergartens and/or implemented pre-school
of a large number of kindergartens with a variety of pr@stch X - .
; . . education programmes. In addition, 35 new kindergarfens
education programmes, implementing new programmes at at least 20 X .
- P (of which 28 private) were opened by 1 September 20p7
new locations (municipalities) where programmes for pre-dchoo Yes 1 September 2007 h .
. X and 298 programmes were implemented. The Pedagdgical
children have not been implemented yet, for 2007 onwards, and . .
) X - . Standard has been drawn up and is under public
drawing up the Pedagogical Standard and National Curriculuprégr . . N . . L
- discussion. Preparation of the National Curriculum is ih
school education
proaress
Carrying out systematic professional training of pre-sctesthers
e et vas s by e Eucator
p P p . Yes 2006/2007 Agency. Until 1 September 2007, there were 53 meetihgs
education programmes - new programmes for pre-school chilalrep t : L
. A . . with 3,700 participants.
be introduced every year in five counties at four locations
(municipalities
Seminars were held in five counties. Total numbe
Encouraging co-operation between government bodies and loca participants: 895
communities to enable quality of access to pre-school education
especially concerning national minority children (devotingcide Yes 2006/2007 The programmes were implemented at the kindergart¢n
effort to implementing programmes for Roma minority cleildr thre Radost in Darda, at the Pre-School Education Centre jn
to four new programmes every year) Nova Gradigka and at Bubamara(iakovec with around
100 Roma childre
The new Educational Plan and Programme for prir
In the school year 2006/2007, introduce the new National Eduoed school (based on CNES) has been introduced into all
Plan and Programme based on the Croatian National Education schools. CNES support (of the Ministry of Science,
Standard (CNES), into all primary schools, monitor anduatalits Yes 1 September 2006 Education and Sports) has visited all counties. The
implementation, paying special attention to the promoticcredtive p implementation of CNES and the new EPP has been
learning and teaching methods, enhance pupils' capability toHee monitored by surveys and direct insight into the work.
to learn, as a precondition for lifelong learning Monitoring, evaluation and promotion of creative wayd of
_ i _ _ i teaching are continuous proces
Enh§n0|ng |nf0rmat.|on and commgmcgﬂon skills, fore|grglmge 7'I'he measure has been implemented continuously
learning, mathematical and scientific literacy, promote technical Yes school year 2006/200) :
X . according to the plan.
culture, entrepreneurship and social s
Establish a system of evaluation of education programmepugild’
achievements, introduce national exams for eight grade pupiis in| National exams for eight grade pupils conducted (sanple:
school year 2006/2007 and develop clear criteria for the ororgt Yes 2 February 2007 10,690 pupils).
evaluation and self-evaluation of all the participants in theahn
proces
The Proposal for the Draft Pedagogical Standar
. primary school was finalized in July 2007 and forwardgd
Prepare the Pedagogical Standard Yes July 2007 to public discussion. Adoption of the Pedagogical Sta
is expected by the end of 20
The Strategy for preparation of the National Curriculun
Prepare the National Curriculum No for pre-school-, general compulsory- and secondary
education has been finalized in May 2(
The National Programme of Measures for the Introdudtion
Create legislative, organisational and material conditions éor th of Compulsory Secondary Educgtlon was adopted N qune
. . . Yes 3 September 2007 [2007. Free textbooks, free intercity transportation and|
introduction of compulsory secondary education - s N )
accomodation in pupils' hostels were provided to all fiffst

grade pupils of secondary schools.

- 108 -



MAIN MEASURES UNDER THE 2006 PEP

ACCEPTED

(YESINO)

DATE

COMMENTS

Conduct annual national exams according to the plan of therfdhtip
Centre for External Evaluation of Education

school year 2006/200)

National exams conducted n the frst grade |
gymnasiums: 98,51% of the registered pupils took the|
exam.

National exams conducted in the second grades of
gymnasiums: a total of 12,661 pupils (96,80% of thosq
registered) took the exam.

National exams conducted for eight grade pupils of
[primary schools: a total of 10,502 pupils (98,25% of#
registered) took the exam.

National exams conducted for the first grade pupils of

vocational schools: 98.11% of the registered pupils topk
the exam.
Exam catalogues for the state secondary school-leavifg
exam are being finalized (will be published in October
2007)
Develop and implement the secondary school self-evaluation prgject es Y school year 2006/200 n experimental project hgs»been |.mplement.ed. A totgl of
1 secondary schools participated in the project.
The National Centre for External Evaluation of Educatjon
Create conditions to carry out the second PISA test in §o0mi Yes school year 2006/20(and the Project Manager for PISA did everything in
accordance with the ple
Within the framework of the component | of the CAR
. . . 2003 project, a draft paper has been prepared and will be
Prepare a propos_al for the pedagogical and psychological eduagjtion Yes school year 2006/200[&dopted by the end of 2007 as a basis for preparation| of
teachers in line with the Bologna process . ;
the programme for education and improvement of teaghers
in vocational school
Through the MATRA project for strengthening of
capacities of the National Centre for External Evaluatipn
Develop a system for the self-evaluation of all the particgpemthe No of Education, as part of the support to the system of sglf-
education process evaluation of all participants in the process, continued
development of the system will be enabled through a fpilot
project implemented in 21 secondary schools.
Redefine vocational programmes and specialisations, develop the Through implementation of CARDS 2002 and 2003,
National Qualification Framework, determine pupils' exit Yes school year 2006/200[trategic steps have been taken in development of
competences, prepare new programmes and curricula vocational education - work areas have been redefinefl
Establish a programme network No Thg programme network will ensue as a result of the
project implementatio
A grant under CARDS 2003 was used to equip 29
secondary schools - around EUR 2 million (out of EUH
million). Pooled funds of the Ministry of Science,
Make- systematic efforts to equip secondary schools, especially Yes school year 2006/200qu_cat'0n and Sports and the quld Bank were ysed (o]
vocational schools equip 45 gymnasiums (natural-science laboratories), 12
musical schools (instruments), three schools of art (cq
ovens), four vocational electrical-engineering schools [five
construction- and two catering schools.
The Adult Education Act was adopted in February 20(q7.
. The Adult Education Strategy was published. The Aggncy
Develop adult education Yes 2007 for Adult Education was established by virtue of a
Regulation. The CARDS 2004 activities continued.
In 2007, a total of 278 adults were included in the literpcy
. . . . project.
Increase the n.umber of scholarships and incentives provided to Yes school year 2006/200JA total of 99 secondary school scholarships were grarjted
national minority members, adults and unemployed persons N . . L }
to Roma minority pupils, and in addition, 10 higher-
education scholarships and 20 tuition fees were grantgd.
. . . . L. The obligations under the Asylum Act have been assuymed,;
Create the‘prereqwsnes for a faster inclusion of foreignmeidnto Yes 2006/2007 the Decision on enrolment in the first grade of secondfry
the education system o
school has been modifi¢
All appointed commissions and working groups invol
Strengthen relations with economic and social partners Yes 2006/ n development of the yocatlonal educ_at|oq sy;te_m indude
representatives of social partners, various institutions pnd
decision-making level:
Carry out an evaluation of post-graduate studies (doctoral and . On the_baS|s of the opinion of the Ne}tlonal Higher
specialist) Yes in the course of 2007/ Education Council, permits for carrying out post-gradyate
studies have been issued to institutions of higher edudation.
Preparing a comprehensive action plan for the establishmére of App0|.ntment C.'f. thg Commission fqr preparaﬂon of the
National Qualification Framework No Croatian Qualification Framework is in progress and
should be finalized by the end of 20
Implement the dual (binar) system by 2010-2011. Introduee t Universities are autonomous in deciding on their
Diploma Supplement and Certificate Supplement. Draft theeBtad organisation and activity, and universities and their
Rights Act. Carry out external evaluation of higher education institutions of higher education may organise, carry out o
programmes and institutions simultaneously with the dewveémt of Yes in the course of 2007 implement specialist studies after 2010/2011. The Actjon
quality assurance units at institutions of higher educatith, Student Assembly and Other Student Organisations hps
comparative development of quality assurance units at instigutf been adopted, as well as the Ordinance on amendmefts to
higher education, and in connection with the mobility afgssors the Ordinance on the content of diplomas and additiorjal
and students study-related documents.
Adjusting the mechanisms of investment and control overdépgof . Continued implementation of LUMP SUM (integrated
Yes continuously

budgetary funds and encouraging private initia

university financing model
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according to their activiti¢

MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/NO)
Train staff for the permanent monitoring and evaluation @fsiic . In 2007, a total of 400 development positions were
X - . X Yes continuously
and higher education work in accordance with world standards approved.
Stimulate co-operation with foreign faculties and universities, . ’ . ’
‘.) . . 9 Yes continuously Co-operation activities are carried out sysiemigt
openness and international integra
The labour market needs are constantly monitorec
Systematically increase inflow of information on labour maniestds adjusted with the enrolment quofas institutions of
into the higher education system and strengthen the caiape Yes continuously higher education. A network of private institutions of
between the higher education system and the private sector higher education is also promoted and developed (thrge
private high schools were founde
Strengthen the capacities of the Agency for Science and Higher Evaluation of higher education programmes and
Education and the National ENIC/NARIC Office, as a centre for Yes continuously recognition of foreign higher education qualifications i
promoting openness of the higher education sy carried out systematicall
The project "Development of professional hig
. . . . education programmes with a view to stimulating
Develop professional higher education programmes in small urb@n . - s
. Yes continuously employment in small urban communities” is implemen{ed
communities ) - )
in co-operation with the Development and Employmerjt
Fund.
. . Implementation of the project "Development of
Evaluate economic needs to stimulate development and young H . pleme . proje p . .
; " Yes continuously professional higher education programmes with a vievy to
employment in small urban communities . . R e
stimulating employment in small urban communities".
. . - . . The needs evaluation project is in progress, except injthe
Evaluate needs in the segment of managerial and organisatiotsal| skil Yes continuously N proj prog P
segment of economic and trade program
Continue with the reorganisation of the system of science and . . . . .
) ; . Action Plan to stimulate investment in the science and|
strengthen the co-operation between the system of science, the Yes continuously research is in acceptance procedure
Government of the Republic of Croatia and the ecol P P .
In September 2007, the National Council for Science §nd
Evaluate and reorganise scientific organisations Yes continuousl |the Agency for Science and Higher Education started
evaluating 10 scientific organisatio
Access the Seventh Framework Programme and enhance the .
S X o e Seventh Framework Programme has been fully operafional
participation of Croatian scientists and other entities irfiathework| Yes 1 January 2007 .
since 1 January 2007.
programme
_ ) New positions for junior researchers and returned
Foster employment of young scientists and provide support . . . A . )
. ; Lo Yes continuously emigrants (Croatian scientists returning from foreign
investments in the scientific infrastructure X
countries) approve
Evaluation of scientific projects and programr
Allocate financial aid earmarked for scientific programmes and completed. In the third cycle of registration of scientifig
projects to priority programmes and projects (environptesdlth, Yes continuously projects and programmes, particular attention will be gaid
energy, materials) to priorities at the time of approval of the projects and
programme:
Increase funding for basic research, environment protection resdarch
research on economic development of the karst areas, the Adriajic . A .
R ; ! Evaluation of scientific projects and programmes
Coast, sea and islands, agriculture, biotechnology, faeadtth . X ; I
. : 2 A . completed. In the third cycle of registration of scientifi
information and communication technologies, nanoscience, new . - . . ) .
. ) . Yes continuously projects and programmes, particular attention will be gaid
materials, construction and new production processes, energy and o - .
. . to priorities at the time of approval of the projects and
sources of alternative renewable energy, transport and safegy, sqci
o o ; . N programmes.
and humanistic sciences, Croatian identity, social integration,
education and learning, as well as lifelong learning
Provide quality technglogmal |nfrastructU(e through spem_ahxed ) Implemented by the Croatian Business and Innovatio
general entrepreneurial incubators enabling newly established Yes continuously Centre (BICRO)
companies to start operat )
Initiate new projects to promote the co-operation between the Yes continuous! Implemented by the Technological Council, Croatian
academic community and the econt Y Technology Institute (HIT) and BICR
Improve the funding procedure for technological project mainigo Yes continuously Technological Council, HIT.
Draw up guidelines to stimulate the innovation and techiyaggtem Yes continuously The guidelines are in acceptance procedure.
. . L . Since end of 2006 these activities have been within thp
Entrust HIT d.o.0. with operations related to these aiettvi Yes continuously
competence of HIT d.o.
Health carereform
Health care system reform
Ensuring joint assistance provision by the health care systeial (LPuinc tender procedures for financing of projects and
welfare system and civil society system to the most vulnerabl Yes June - September 20Q@rogrammes of associations in the area of health care]and
population groug social welfare complete
Establishment of community health centres on isl:
pursuant to the Act on Amendments to the Health Car
Establishing community health centres on islands and in efeas No (Official Gazette 85/06) is in progress, and it is planned
special state concern that community health centres be established in 2008 on
the following islands: Brg Cres, Hvar, Kafula, Krk,
LoSinj, Pag, Rab and V
Establishing the Croatian Mental Health Insti Yes December 20(
Improvement of quality and accreditation of health care institat .
Yes 3 October 2007 Health Care Quality Act was adopted.
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MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/NO)
Reform of health care system financing
The pilot project of application of payment by diagnc
. . related groups (DRG) is under way; since 15 June 2007,
Introducing hospital payments through the DRG system Yes ne 2007 selected hospitals have been issuing invoices through{the
DRG system as wel
Public health system reform
The Ordinance on the system of traceability of blood
Yes 18 June 2007 products and monitoring of serious adverse events anfd
reactions was adopte
The Ordinance on the conditions with regard to prem
Yes 18 3une 2007 | Sorage of bood-forming ser cels from
Harmonisation of relevant legislation and secondary legislatith bilical cord 9 dont 9
- B umbilical cord was adopte
the regulations and practices of the EU The Ordinance on the conditions with regard to prem
Yes 30 April 2007 expert staff and medicinal and .technlcal equ!pment fo
removal, storage and transplation of ocular tissue
transplants was adopt
Yes 30 July 2007 The Ac'F on thg Protection of the Population against
Contagious Diseases was adof
v September - October| The National Programme for Early Diagnosis of Colon
Health care prevention (promotional activities aimed at prexenti es 2007 Cancer was adopte
health protecti ised within th -called "lifestyl " . . .
alin protection comprised within the so-cafted esty‘e@aly The National Action Plan for the Prevention of and
(e.g. prevention of addiction to alcohol, nicotine, narcofighf October - December . . L
against obesity) Yes 2007 Reduction in Overweight for 2007-2011 drafted, adopfion
by the Government of the Republic of Croatia is expedted.
Judicial reform
M oder nisation and increase in efficiency of Croatian courts
Redistribution of cases, from overburdened to less burdenetsco Yes 2007 Continuously
Implementation of the prole?t.of m0n|.tor.|ng the resolutiétiold Yes 2007 Continuously
and unsolved cases (both civil and crimi
Pn_aparanon of Framework measurements relating to work perfod Yes applied since 1 July 2007
of judge:
Supervision over the yvt_)rk ofJud|C|§ry network (by Jualigi Yes 2007 Continuously
|Inspectorate of the Ministry of Justi
Transfer of execution cases to public notaries on the basistifitce Yes 2007 Continuously
document
Pilot project "In-Court Conciliation" between parties ie thvil Yes 2007
procedur
The results of the pilot projects were not satisfactory, and
after having analysed the implemented pilot project, tHe
working group for rationalisation of the court network
proposed to give up rationalisation of the court network in
. . . - such manner as to merge municipal courts and minor
Egs:tsmjem of the merger of 8 minor offence courts andicipal Yes 2006 offence courts and carry out rationalisation by mergin
courts of the same type. The Government of the Repuplic
of Croatia adopted on 9 March 2007 the Conclusion op
commencement of the court network rationalisation
process in the Republic of Croatia by merging courts
same type.
The results of the pilot projects were not satisfactory, and
after having analysed the implemented pilot project, tHe
working group for rationalisation of the court network
proposed to give up rationalisation of the court network in
such manner as to merge municipal courts and minor
The analysis of the adequacy of the current court network Yes 7 200 offence courts and carry out rationalisation by merging
courts of the same type. The Government of the Repuplic
of Croatia adopted on 9 March 2007 the Conclusion op
commencement of the court network rationalisation
process in the Republic of Croatia by merging courts
same type.
Land registry reform
Strengthening of activities in clearing land registry bag Yes 2007 |
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MAIN MEASURES UNDER THE 2006 PEP ACCEPTED DATE COMMENTS
(YES/NO)
Sy;temauo supervision over implementation of measures and land Yes 2007
registry operatior
Training of land registry office Yes 2007
Establishment of digital land registry database at all lagistries Yes 2007
Implemfentatlon of measures for creation of the joint Database Yes 2007 Continuously
containing land registry and cadastre
Closing of manually operated land regist Yes 2007
Establishment of new land registi Yes 2007 Continuousl
Increasing the efficiency of creditor protection and claim collection
Implementation of the Action plan for reducing the number of Yes 2007
enforcement cases at col
Education of bankruptcy judges in connection with novetae¢o Yes 2007
Bankruptcy Ac
Programme of expert examination for bankruptcy tru Yes 2007
Establishment of criteria for appointment of bankruptcgtae Yes 2007
Penal legislation reform
In the session held on 9 March 2007, the Governnudint
the Republic of Croatia adopted the platform for adogtion
of the new Penal Procedure Act, which contains strafegic
Implementation of the novelled Penal Procedure Act and educatjon of No guidelines for a radical modification of the Pgnal
judges and state attorneys Procedure Act. A working group responsible for|its
preparation was formed and charged with the tadk
forwarding, by 30 September 2008, a draft proposal fgr the
Penal Procedure Act to the Government procedure.
ICrT:);:IrEr;?(;lr:aztlooget_);(t)hce National Programme for Prevention of Yes 2007 Continuously
Environmental protection
Enactment and start of implementation of subordinate &gisl The new Environment Protection Act was adopted by
pursuant to the Environment Protection Act relating teafsessmen Croatian Parliament in October 2007. The implementifg
B . X No 2008 . . |
of the impact on the environment and strategic assessmem of t regulations have not been enacted yet, their preparatipn is
impact on the environment under way and will be adopted in the course of 2008.
The Plan has been prepared and its adoption by the
Development of the Air Quality Protection and Improvemédat P Yes November 2007 [Government of the Republic of Croatia is scheduled fd
first quarter of 200t
Air quality assessment at state level and division into zanésareas| Yes May 2007 Prellmlnary asse;sment of air qual}ty on the territorthe
Republic of Croatia was prepared in May 2(
Creation of the national strategy for the implementationef th
Framework Convention of the UN on climate change (UNFCCC)|and Yes May 2007 The National strategy was prepared in May 2007.
the Kyoto protocol with an action pl
The Plan will be created within the framework of
Creation of the greenhouse emissions allocation plan No 11l 2008 implementation of CARDS 2004 project, which started in
September 200"
The Government of the Republic of Croatia acceptet
. . . . IPA Operating programme for environmental protectio.
Preparation of strategic documents and projects for IPAdingn Yes 20 September 2007 Preparation of the projects by beneficiaries of IPA
financing is under wa
Strengthening of water management planning and adoptite of t Yes (related to As regards the Water Management Strategy, its adopt
Water Management Strategy and continuation of work on the de¢aaoption of the Watd 31 December 2007 |in statutory procedure and a continuous implementatign
phase of water management plans in certain areas Management Stratedy) pursuant to 2006 PEP will follow.
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MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/NO)
The report for 2005 was drawn up and submitted to MED-
Creation of the annual National Adriatic Sea Monitoring Repor No Il quarter 2007 POL in October 2006. The reports for 2006 and 2007 jwill
be drawn up during the first half of 20
Creation of an annual report, leaflet and map of sea wateryqoalit Creation of an annual report, leaflet and map of sea water
beaches port, P N under way 31 December 2007|quality on beaches will follow upon completion of 20074
swimming seaso
The priorities anc actior plans within the Nationa Strateg
and Action Plan for Biological and Landscape Diversity
- . . . are related to the establishment of eco-network of the
f;:gg; c;f tDrzsel\rl;ilonal Strategy for the Protection of @édal and No Il quarter 2008 Republic of Croatia. Cancellation of promulgation of [the
p Y eco-network slowed down the revision of the strategy,
completion of which is expected in the 2nd quarts|
2008
Development and implementation of implementing regulations bgse ]
on the Nature Protection Act (and the Act on GN c\(es/ln progress 2007 OG 05/07, OG 11/07, OG 89/07
The Regulation on the establishment of the eco-netwdrk of
the Republic of Croatia with a system of ecologically
important areas and eco-corridors with the aim of
Establishment of the National Eco-Network in progress 2007 preservation of and guidelines for protection measure:
intended for maintenance or establishment of favouralple
conditions for endangered species and rare habitat types
and/or wild taxa (in adoption procedure)
Expert bases for promulgation of the Neretva valley
nature park have been prepared (budgetary funds for 007
secured), but owing to disagreement among the
Protection of new areas (Nature Park Neretva) No see comments  |representatives of the local community, the procedure|for
promulgation of the protected area has not continued|and
the public institution Neretva Nature Park has not beep
establishec
Implementation of wolf and lynx management plans (revisiter af Revision of action plans within the framework of protegted
2087) Y 9 p Yes December 2007 |species management plans (for wolf and lynx). Reyised
plans will be adopted before the end of 2007.
International co-operation in the area of nature protection
(implementation of the projects
KEC-World Banl Yes 2007
Implementation of the PHARE project “Establishmer
NATURA 2000 - PHARE No 2009 NATURA 2000 Netwqu has started, whereas the
completion of the project has been extended until the pnd
of 2009
. . . The Register was upgraded in 2007 and, pursuant to fhe
::aucri:ir;irsdevelopment of the register of dangerous and wirial Yes 2007 requirements of Seveso Il Directive, it will be developdd
into the Register of dangerous industrial facilities b§®
Public procurement
Creation and entry into procedure of the Government of theliRep .
of Croatia of the Proposal of the new Public Procurement Act Yes 13 April 2007
The Act on Public Procurement has been adopte
. . Croatian parliament session on October 3rd 2007. It i
Adoption of the Public Procurement Act Yes 3 October 2007 announced in OG 110/2007 from October 25th 2007 dnd
will become effective as of January 1st 2(
. . . . The measure will be implemented in accordance with fhe
Creation, adoption and entry into force of the Regulation on No 2008 provisions of the new Public Procurement Act (OG
announcements and records of public procurements 110/2007)
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MAIN MEASURES UNDER THE 2006 PEP DATE COMMENTS
(YES/INO)
Regylatlon of procedure for public procurgment of good§kwand The measure will be implemented in accordance with fhe
services of small value, as well as regulation of the applicafio . )
. . ) . No 2008 provisions of the new Public Procurement Act (OG
CPV/CPC will be made in accordance with the new Public
110/2007).
Procurement A«
Qreatlon of a public procurement manual (creation of a manual f Yes February 2007
bidders
It has been planned that the public procurement
Creation of the public procurement dictionary No December 200gdictionary/glossary be created within the framework of|the
project proposa
Restructuring the Public Procu.rement Offlcg as an expert serfvicq It has not been foreseen that this measure be impleménted
the Government of the Republic of Croatia into the Central No by the end of 2007
Government Office for Public Procurem Y .
Proposal of the implementation and application of IT systeserve It has not been foreseen that the Public Procurement
the purposes of the Central Government Office for Public No as an expert service of the Government of the Republ|c of
Procurement, statistics system and analysis of data retapedblic Croatia be restructured into the Central Government (
procurement for Public Procurement by the end of 2007.
Development of an IT system for the purposes of the Central It has not been foreseen that the Public Procurement
Government Office for Public Procurement (statistica and data No as an expert service of the Government of the Republjc of
analysis, internal and external communication) and for the paspol Croatia be restructured into the Central Government (
the public procurement system for Public Procurement by the end of 2007.
Introduction of an Internet site of the Official journalpfblic The measure will be |mp|emented in accordance with fhe
. " - No 2008 provisions of the new Public Procurement Act (OG
procurements in the Republic of Croatia N
110/2007
. The measure will be implemented in accordance with the
Development of the system of electronic procurement and L )
N . . . - No 2008-2010 provisions of the new Public Procurement Act (OG
centralization of public procurement depending on its advisabili 110/2007)
Development of the methodology for creating procurement plans| No Not provided by the provisions of the new Public
(contracting Procurement Act, (OG 110/200
It has not been foreseen that the Public Procurement
as an expert service of the Government of the Republ|c of
Croatia be restructured into the Central Government (
for Public Procurement by the end of 2007.
However, within the framework of strengthening of
capacities of the existing Public Procurement Office fgr
2007, the Annual education of the Office staff plan ha:
Strengthening of administrative capacity of the Central Gouent No/Yes been made. Office staff have attended the Module "trg
Office for Public Procurement the trainer" organized in cooperation with the Center fpr
public servants education of the Central State
Administrative Office for Public Administration so that|
Office has 18 trainers trained to conduct modules on
procurement. Also, Office staff have participated in
number of domestic and international seminars and
workshops regarding the public procurement and hav
attended TAIEX study visit.
The Draft was prepared in February 2007 and the fing
Education programme for those obligated to apply thq
Public Procurement Act for the period 2007-2009 wag
Strengthening of the administrative capacity among thoseatédgo made in May 2007.In May, June and September of 2007
apply the Public Procurement Act: education of trainers diotip continuously 2007 - |number of moduls regarding the public procurement hpd
L L Yes . A . -
procurement, training of employees for procurement and sisjmTv 2009 been held aimed at education of the public officials anf
and their continuous education public servants. During November and December 2007,
the module "Public procurement" is being conducted
regarding the provisions of the new Act on Public
procurement (OG 110/2007).
Three e-bulletins on public procurement were issued ip the
course of 2007 (February, May and September). The hew
Office's web site "Public Procurement Web Portal" waj
created. In the second quarter of 2007, the applicatior} for
submission of annual reports was upgraded in such m
Strengthening the perception of the public procurement system . that a clegrly visible banner. was gddeq o the Intgmet site
o : - S L continuously 2007 - |of the Office on the home site which directs the visitor$ to
issuing bulletins and publications, maintaining a web bitging Yes . X
) . g 2009 submit or search for annual reports. This has enabled|non-
seminars and workshops, contacting the media etc. A L X |
registered visitors of the web site to search annual reforts,
as well as review them. Within the framework of a nunjber
of seminars related to the public procurement systene|
Republic of Croatia, some seminars were held in co-
operation with TAIEX and some were organised by
USAID.
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