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ECONOMIC INEQUALITY AND THE INFLUENCE OF
SALARIES ON INCOME INEQUALITY IN THE
REPUBLIC OF CROATIA’*

ABSTRACT

Reducing income inequality is an important development goal in every country since high inequality
brings to social tensions and reduced effectiveness of the economic system. The efficiency of measures
taken fo reduce inequality presupposes a thorough knowledge of its causes and the factors that most
influence the degree of inequality in a particular country. That is why the authors of this paper tried to
establish to what extent the salaries — as one of the key sources of income — influence the income
inequalities in the Republic of Croatia. Using their own analytical approach, based on the comparison of
salary values and the standard of living in Croatian counties, the authors conclude that the salaries are not
the key factor in income inequalities in the Republic of Croatia.
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1. Introduction

In recent years, an attitude about a significant rise of poverty and increase in inequality
among the population has been adopted in Croatia. Research has shown that up to 80%
of citizens consider themselves to be poor. A sense of great increase in inequality as op-
posed to the pre-transition period is also present.

The aim of this paper is to point out the overall significance of theoretical and applied
research into income inequality, and to investigate to what extent the salaries — as one
of the key sources of income, influence the trend of economic inequalities in the Re-
public of Croatia.
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2. Understanding and measuring inequality

Economists usually explain inequality as the dispersion of the distribution of economic
power between individuals or houscholds. Economic power can be shown through the
income size, the extent of consumption or some other variable appropriate for the anal-
ysis.

An interest for the research of inequality and its influence on the economic growth and
development has been present in economic literature for a long time. Ricardo, Marx,
Keynes have dealt with the issues of income distribution. In the year 1955 the famous
Kuznetz curve was published. This curve, which is called the Kuznetz reversed U
curve’, explains the relation between income growth and the change in its distribution,
proving that at the initial stage of cconomic growth inequality increases only to start de-
creasing later on. Kuznetz tested his research on the data for Germany, USA and Great
Britain. Over the next few decades many researchers tried to prove the existence of the
reversed U curve for a specific country, wanting to establish the relation between the
growth of GDP and the level of inequality. Common feature of all the papers that sup-
ported and accepted the Kuznetz hypothesis is that economic growth and development
inevitably lead to the increase of inequality, at least at the initial stage of development.
This conclusion is based also on the view that effective economic activities and equal
distribution of income are incompatible.

However, in the early 1990s this view was abandoned in the contemporary economic
literature. It was proved that the Kuznetz curve cannot describe the contemporary expe-
rience in development and that it was possible to achieve economic growth and greater
equality at the same time. New empirical and theoretical results are provided by the
modern, more comprehensive databases that now deal with a greater number of infor-
mation and longer time sequences’.

The starting point, when researching income inequality, is the category of disposable
income that comprises income from salary, own business and self-employment, indi-
vidual agriculture, pensions and other social transfers, property income, gains and gifts,
and the value of natural consumption.’

Income inequality can be presented in two basic ways: through population share in the
aggregate income or through income concentration indicators.

According to the share in the income approach, households are ranked in income
classes, from the lowest to the highest received income — usually in quintals or deciles.
For example, in the case of ranking into quintals, it is possible to determine the percent-
age share in the total income that is received by the lowest (the poorest) fifth of the pop-

Kanbur, R.: Income Distribution and Developmenti, published in Atkinson, A.B., Bourguion, F.:Handbook of
Income Distribution, Amsterdam, 2000.

For a systematic review of the development of theories and empirical research of inequality and economic
development, see: Nesti¢, D.: Economic Inegualities in Croatia, doctoral dissertation, Zagreb, 2002.

According to the UN Sysiem of National Accounts, 1993.
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ulation, by the second fifth, the third, the fourth and the highest, or the richest, fifth.
Those numbers are compared with the ideal distribution of complete equality.

The Gini index is most frequently used income concentration indicator. Theoretically,
the Gini index will be 0 in case of totally equal distribution of income, and 100 in case
of total inequality. This indicator is sometimes used for measuring deviations in the
consumption among individuals or houscholds. It is mathematically calculated as the
surface beneath the Lorenz curve, which is often used for graphic presentation of the
degree of inequality in income distribution and total population wealth.

Even though the Gini coefficient is the most commonly used inequality indicator, it is
sometimes impossible to calculate it. That is because this coefficient is derived from
household surveys and it is only in a small number of countries that the data form these
surveys are available every year. The Theiles indicator that can be calculated from dif-
ferent groups of data available for an individual country is used to bridge this gap. In
this way the degrees of inequality between individual countries within the same time
periods can be compared.

Although the emphasis of this paper lies on income inequality, it is also necessary to
mention here the measuring of poverty since the two categorics are closely related with
one another. Poverty is usually explained as the condition in which individuals have at
their disposal an income that is below the estimated figure needed to cover the cost of
living on the existential level.

Poverty rescarch demands some internationally comparable standards. The threshold
of poverty according to the World Bank is calculated on the basis of consumption less
than 1 or 2 dollars per day. However, based on the international standards, as well as the
real purchasing power, each country determines its own poverty threshold. Duc to
methodological differences, the degree of poverty does not have to be the same by the
national and the international standard®. The value of consumption is used as the better
poverty indicator since it reflects, more accurately than the income, the standard of liv-
ing of the population. The data for the calculation of the poverty threshold are usually
obtained through appropriate questionnaires in surveys, and individuals and house-
holds are not as ready to reveal their real disposable income, as they are ready to reveal
their consumption. If the data should be obtained from public statistical records, a
«wrong picture» might be got about the actual situation in the economies that have a
large share of grey economy (the informal sector). Numerous limitations that need to be
kept in mind occur when attempting the international comparison of the degree of in-
equality and poverty. For example, when estimating the threshold of poverty, there is a
distinction between developed and undeveloped countries, since in the developed
countries the population on or below the threshold of poverty has greater purchasing
power than the same category of population in the poor countries. Limitations occur

! There is no official threshold of poverty in Croatia. According to the research conducted by the World Bank, and

based on the prices from 1998, The threshold of absolute poverty amounts to 41, 500 kuna a year for a married
couple with two children, or, 15,474 kuna for an adult person. From: the World Bank document: Study of Economic
Vulnerability and Social Welfare — Croatia, Junc 2000.
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even when we compare poverty within a country because, for example, the costs of liv-
ing are greater in urban than in rural areas.

It is interesting to mention the results of the latest rescarch in the inequality trends on
the global level. Despite the industrialization and urbanization of many countries in the
last fifty years, the research shows negative trends’. Global income inequality has never
been greater than at the beginning of the 21st century. According to Milanovié', the
richest 1% of the world population has at their disposal the total income equal to that of
the 57% of the poorest, respective of the income classes. The ratio between the average
income of the top 5% and the lowest 5% has increased from 78:1 in 1988 to 114:1 in
1993 and the current trends indicate further increase of the ratio.

Milanovi¢ proves that, measured in purchasing power parity, 25% of the richest world
population receives 75% of world income. The poorest 75% of the population partici-
pates with only 25% of the income. Or, 2,4 billion people whose income is under a
1000 dollars a year live in India, Indonesia and rural parts of China. Even though they
make up for 42% of the world population this group receives only 9% of the world PPP
income.

Chart 1
World inequality
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Source: http://www.globalpolicy.org/socecon/inequal/2002

Some economic papers after the Second World War take the view that the industrial development and increase of
income in the countries on the lower level of development, bring to greater equality in income distribution on the
world scale.

Milanovi¢, B.: True World Income Distribution, 1988 and 1993: First calculation based on household survey alone,
World Bank, 1999.
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Measured in the Gini coefficient, world income inequality amounts to 66 if we use the
dollar exchange rate by the purchasing power parity, and 80 if income is calculated ac-
cording to the current parity of the dollar and the individual national currencies.

The greatest poverty is concentrated in South Asia, were the half of the poor population
of the world is located. In the last decade poverty in East Asia has decreased signifi-
cantly, especially in China where the standard of living is rising, especially in the
coastal cities. This change is due to the opening of Chinese economy towards global
economy. In the last decade poverty is increasing in Africa, South Asia, and especially
— as a consequence of the transition processes, in Eastern Europe. "'

Chart 2
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Source: http://www.globalpolicy.org/socecon/inequal/2002

Empirical research of inequality and poverty is of great importance for every country
and the conduct of its economic policy. Considering that high inequality, as well as the
large number of poor population, apart from the potential social unrest, means also a
lower purchasing power, such conditions are not desirable for achieving long-term

""" Data available on: www.globalpolicy.org/socecon/inequal /2002
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economic growth. That means that, for a stable economic growth, it is necessary to set
up an efficient system of income redistribution, based on quality promising factors, and
not on dissimulating measures of income redistribution.

As estimated by the World Bank, the Gini coefficient for per capita income in the Re-
public of Croatia in the period between 1996 and 1999 was 0.35"* and it is lower ac-
cording to pre-transition period (between 1987-1990. it was 0,36 on average). In other
transition countries inequality grew 36,3% on average, with the lowest increase in
Slovenia (13,6%) and the rapid increase of inequality in Russia (80,8%)".

However, the carriers of the economic policy of an actual economy, apart from the
knowledge of the average inequality and degree of poverty, should find a particular in-
terest in the following of the regional income inequalities considering the frequent sub-
stantial development differences between individual regions. In that way, through the
specific measures implemented by the lower-ranking territorial units, together with the
cconomic and social policy on the state level, and within the economic decentralization
model, an influence could be made on the growth of equality, but also of the economic
efficiency of each region.

Taking into account that salaries represent the most important source of houschold in-
comes in most countries, the remainder of this paper shall deal with the influence of sal-
aries on regional inequalities in the Republic of Croatia.

3. The influence of salaries on inequality trends in Croatian counties

In Croatia, on county levels, there are no statistical databases necessary for the applica-
tion of internationally recognized methods for determining the influence of salaries on
income inequalities among the population or households. Therefore, we have come up
with our own, relatively reliable approach that will enable us to determine this. The in-
fluence of salaries on inequality trends will be analysed through the investigation of the
inter-relation between the average salaries in individual Croatian counties and
achieved average consumption per capita in retail trade and the selected indicators of
the achieved standard of living.

Notes on Methodology

The research includes years 1999 and 2000. It was not possible to form a longer time se-
quence as the official statistics has recorded the data on received salaries in individual
counties since 1999. The data for a preceding year are published in the last quarter of
the current year and for that reason it was not possible to put in the data for 2001.

We will analyse the influence of salaries on the average consumption in retail trade. For
a fuller insight into the influence of salaries on the socio-economic position of house-

* World Bank: Making Transition Work for Everyone, Washington, 2000.

13 Karaman Aksentijevic, N. and Denona Bogovic, N.: Economic Inequality in the Republic of Croatia — Comparison
with the Selected CEE Countries, Brno 2003
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holds, the relation between the salary level and the selected indicators of the standard of
living will be investigated as well. The number of indicators is limited because a small
number of them are published on county level. Indicators of the standard of living that
are exclusively the result of the general level of county development (development of
public utilities and social infrastructure) or, are the result of the compulsory implemen-
tation of the national standard in providing public services, are not taken into account
because the primary objective of this paper is to investigate the influence of salaries on
the socio-economic position of households. Therefore, apart from the consumption per
capita in retail trade, for the estimate of the achieved level of the standard of living, the
following indicators will be used: the number of residents/inhabitants per television
subscription, number of personal motor cars per 1 000 inhabitants, number of telephone
users in fixed telephone network per one telephone subscription and the number of stu-
dents per 1000 inhabitants.

The authors’ intention was to include into the indicators of the achieved standard of liv-
ing those indicators that adequately reflect the quality of housing (number of flats per
household and amount of space in the flats per person) and also indicate the cumulated
income and its influence on the standard of living in the course of years. But, because of
the war devastation and the demographic consequences that the war had in the majority
of Croatian counties, these indicators that arc usually monitored in the censuses are not
sufficiently representative.

All counties are ranked considering the value of a particular indicator where the lower
rank value or the total rank value marks the better position of a particular county in
Croatia. The intensity of positive or negative oscillations in relation to the Croatian av-
erage is presented through the value of percentage deviations of each of the selected in-
dicators or through the total percentage deviations of each of the selected indicators
when calculating the level of the living standard in a particular county.

Calculating indicators

We continue with the calculation of indicators presented in tables. The level of average
net salaries per employee in the counties in the two selected years and the retail trade
turnover are shown first. It is followed by the presentation of the selected indicators of
the achieved level of living standard. Table 4 gives the position of all the Croatian
counties according to the calculations from the preceding tables. Through the compari-
son of their positions it is possible to determine with relative certainty, the influence of
average salaries on the socio-economic position of households in individual Croatian
counties.
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Table 4:

Position of Croatian counties according to the average net salary, per capita
consumption in retail trade and the living standard level

County 1999 2000
RPPP RPPTM PPRZS RPPP RPPTM PPRZS

Zagrebatka 1 10 13 16 6 11
Krapinsko-zagorska 18 12 16 19 17 19
Sisako-moslavacka 7 19 18 2 20 17
Karlovacka 11 8 6 10 19 9
Varazdinska 19 9 10 20 11 13
Koprivni¢ko-krizevacka 15 15 14 15 5 12
Bjclovarsko-bilogorska 16 17 11 17 10 15
Primorsko-goranska 3 2 2 3 3 1
Li¢ko-senjska 17 11 15 11 14 16
Viroviticko-podravska 20 14 17 18 16 18
Pozesko-slavonska 13 18 19 13 9 14
Brodsko-posavska 12 ‘21 20 12 21 20
Zadarska 5 4 8 6 4 5
Osjecko-baranjska 15 7 7 14 13 8
Sibensko-kninska 8 16 12 4 12 6
Vukovarsko-srijemska 10 20 21 7 18 21
Splitsko-dalmatinska 4 5 4 5 7 B
Istarska 9 13 3 9 8 3
Dubrovacko-neretvanska 6 6 5 8 15 7
Medimurska 21 9 21 2 10
Grad Zagreb 1 1 1 1 1 1

Note: RPPP — Ranking by average salary per employee
RPPTM - Ranking by per capita consumption in retail trade
PPRZS — Position by the standard of living level

Source: Tables 1-3.

Interpretation of the research results

Considering the size of the average net salaries per employee in the two selected years
the city of Zagreb and Primorsko-Goranska County have the best position, and
Medimurska County the worst. Zagrebacka County has the greatest negative deviation
with a fall from the first to the 16th position, and the greatest positive shift displayed
Sisatko-Moslavacka County that rose from the seventh position in 1999 to the second
position in the year 2000 and Vukovarsko-Srijemska County with the shift from the
tenth to the seventh position.

In the year of 1999 the percentage difference in salary oscillations between the best and
the worst ranking county was 33.2%. In the year 2000 it was reduced to 31.15%. How-
ever, rescarch results show that in many aspects the salaries or the difference in the av-
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ecrage salaries in the counties do not decisively influence the consumption in retail
trade. Here are some of the findings:

— The City of Zagreb with its 18.3% of the net salary per employee deviation from the
Croatian average in 1999 recorded more than three times greater consumption in re-
tail trade than the Croatian average, and, in the year 2000, with 19.15% higher aver-
age salary it had two times greater consumption.

— Medimurska County has the worst position considering the size of the average salary
in the two selected years. In the year 1999 the county had the net salary 15% lower than
the Croatian average and at the same time 41% higher consumption in retail trade. In
2000, the average salary was 12% lower and the consumption 42% greater.

— The stated deviations for the City of Zagreb and Medimurska County show that the
change of the intensity of the deviations of the net salaries in a particular county is
not accompanied by the matching change of the intensity of the deviation in the con-
sumption per capita in retail trade.

— In most Croatian counties there is a significantly higher negative intensity of devia-
tion in the consumption in retail trade than the intensity of the deviation in the aver-
age salary. In the year 1999 this is evident in: Sisacko-Moslavacka, Koprivni¢-
ko-Krizevacka, Bjelovarsko-Bilogorska, PoZe$ko-Slavonska, Brodsko-Posavska,
Vukovarsko-Srijemska and Istarska County.In the year 2000 the same applies to:
Krapinsko-Zagorska, Sisacko-Moslavacka, Bjelovarsko-Bilogorska, Licko-Senj-
ska, Viroviti¢ko-Podravska, PozeSko-Slavonska, Brodsko-Posavska, Osjecko-Ba-
ranjska, Sibensko-Kninska and Dubrovac¢ko-Neretvanska County.

The stated disparities in most Croatian counties can be partially explained by:

1. significant differences in the share of other sources of income in the total
available/disposable household resources;

2. household resources earned in the informal sector;

3. agricultural-industrial structure of some counties and the connection of their
population with the country which results in greater orientation towards the
natural consumption with lower salaries;

4. the consumption of the population of the bordering counties across the state
border, which was profitable at the time, since there was not yet sufficient
supply of cheaper products in large merchant chains in the country.

However, it is indisputable that the key cause for the pronounced disparities between
the salary trends and personal consumption is that the salaries are not the exclusive
source of the available household resources.

In all transition countries changes have occurred in the structure of the gross household
income as a consequence of the transformation of the ownership and market relations.
The common features of this changes are: fall in the salary share and the rise in the share
of all private income (but not salaries) as well as the rise in the share of the pensions and
other social transfers. In Croatia, in the period between 1988-1998, salary income fell
23% (in Slovenia, for example; gross salary share decreased 15%, in Hungary 16,5%, in
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Poland this was 38%), that is — from 53% to 40,7% in the gross household income. The
share from other private income increased 50%. In the period between 1999-2002, the
share of salaries increased to 44% of gross household income.

Comparison of the average net salaries in counties with the selected group of indicators
of'the standard of living, confirms the conclusion that the salaries are not the key factor
in the socio-economic position of households in Croatia, and that they are not the fun-
damental source of inequality in Croatian socicty. In very few Croatian counties their
position according to the standard of living coincides with their rank according to the
average salary per employee (see table 4). Some counties record great deviations in that
area. In the year 1999, the following countics had a low level of living standard com-
pared to the average net salary: Zagrebacka, Sisatko-Moslavacka, Brodsko-Posavska,
PoZesko-Slavonska, Sibensko-Kninska and Vukovarsko-Srijemska County. In 2000,
the same applied to: SisaCko-Moslavacka, Licko-Senjska, Brodsko-Posavska and
Vukovarsko-Srijemska County. A far better ranking than it was excpected, according
to the level of the living standard and considering the average net salary, was recorded
in 1999 in: Karlovacka, Varazdinska, Bjelovarsko-Bilogorska, Osjecko-Baranjska,
Istarska and Medimurska County.

A conclusion may be drawn that there are several Croatian counties in which the salary
carned by working in the Croatian economic subjects is not the prevailing source of in-
come for the population. Those counties are: Medimurska, Vukovarsko-Srijemska,
OsjeCko-Baranjska and Istarska County. In only three Croatian counties it may be said
that the net salaries have the crucial effect on the socio-economic position of house-
holds. In the City of Zagreb, Primorsko-Goranska and Splitsko-Dalmatinska County.,
the ranking according to the average net salaries and the retail trade overturn and ac-
cording to the selected indicators of the living standard is identical or only slightly dif-
ferent.

4. Conclusion

In most countries salaries make up the main part in the houschold income structure: on
average, their share is over 50% of the total income; 20% is income from entreprencur-
ship and other transfers, while ownership income makes up less than 10% of the total
available household income. As a consequence, the population’s quality of lifc is deter-
mined chiefly by the size of the salaries, and the salaries are the fundamental factor of
regional differences in the standard of living among a country’s population.

In the Republic of Croatia, the long term share of salaries in he total income of the
households is about 40%. This leads to the conclusion that salaries are not the key fac-
tor of the socio-economic position of houscholds. In only 3 out of 22 selected Croatian
counties there is perfect correspondence between the rank according to salaries and
rank according to the composite measure of the standard of living.
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SAZETAK

U svim je zemljama smanjenje dohodovne nejednakosti znacajni razvajni cilj, jer visoka nejednakost
dovodi do socijalnih tenzija | smanjenja efikasnosti gospodarskog sustava. Efikasnost mjera za smanjenje
nejednakosti pretpostavlja poznavanje njenih uzroka, odnosno cimbenika koji najvise utjecu na stupanj
nejednakosti u pojedinoj zemlji. Zbog toga su autorice u ovom radu pokuSale utvrditi s kolikim
intenzitetom place, kao jedan od kljucnih izvora dohotka utjecu na dohodovne nejednakosti u Republici
Hrvaiskoj. Sluzedi se viastitim analitickim pristupom temeljenim na usporedbi vrijednosti placa i razine
Zivoinog standarda u hrvaiskim Zupanijama, autorice zakljucuju da place nisu kijucni cimbenik
dohodovnih nejednakosti u Republici Hrvatskoj.
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