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Dear Reader,

You have in front of you the second report on Croatia’s competitiveness compiled by the National
Competitiveness Council. The report shows that Croatia continues to lag behind comparable coun-
tries, despite having a rate of economic growth near the average for transition countries. This is cer-
tainly a cause for concern.

The report points out a set of areas in which Croatia lags behind, but it also identifies a set of elements
of competitiveness in which we note changes for the better. However, in the end, the overall picture
depicts a relative decline in the country’s competitiveness since 2002, when we issued the first report
on Croatia’s competitiveness.

There is not much good news since all of the key problems and their causes identified and discussed in
2002 continue to plague the Croatian economy. In fact, some problems have become even more preva-
lent in the structure of Croatian society (for example, corruption). And those changes that have been
initiated have been too fragmentary and too slow. Countries in a similar state of transition as Croatia
have actually carried out economic reforms more quickly and more effectively. This report should be
seen as a sign that the policy of going slow and postponing reforms has weakened our competitive-
ness. Moreover, this policy also weakens the country’s prospects for membership in the European Union
(EV) and to find prosperity in an expanded Union.

We must make Croatia competitive. We must turn this worrisome trend around!

The Report suggests that we must work urgently in three directions. First, we must speed up structural
reforms related to the transition process and EU accession. Second, we must develop activities to improve
our cost competitiveness, to improve the work of public administration, to make public expenditure
more productive, to promote innovation in production and business processes, and to create a more
attractive business climate. Third, we must prepare scenarios and platforms for our negotiations with the
EU. Recommendations for detailed priorities as well as specific activities and measures relating to these
three strategic areas are outlined both in this Report and earlier in the “55 Recommendations for the
Improvement of Croatia’s Competitiveness”, which the Council presented to the public in March 2004.

The findings of this report show that the “55 Recommendations” are more relevant today than ever.
Although work is taking place on the implementation of these measures, the depth of our problems and
the degree of lag require much greater activity by the Government, trade unions, business and experts.

The National Competitiveness Council believes that the diagnosis of our problems and the clear picture
of our lagging behind will have a mobilizing effect, and will help to accelerate growth and the restruc-

turing of the Croatian economy.

Sincerely,

Darko Marinac
President, National Competitiveness Council



Strategy Consultants

Dear Sirs,
Amsterdam The previous report of the National Competitiveness Council concluded that Croatia
Barcelona urgently needs a substantial transformation of its economy into a knowledge-based,
Beijing efficient and export-oriented economy. Please permit us to comment briefly on the
Berlin development of the Croatian economy since that last report.
Brussels
Bucharest The conditions for founding domestic companies, as well as the influx of foreign
Budapest investments, have not significantly improved. The efficiency of the state administra-
Detroit tion has remained unchanged, while subsidies to unprofitable enterprises are still too
Dusseldorf high. The absence of more meaningful tax reforms and interruptions in the path
Frankfurt toward the European Union are not making any easier the lives of Croatian compa-
Hamburg nies and entrepreneurs.
Kiev
Lisbon In specific regard to Croatian enterprises, while the majority of them are working to
London increase labor productivity, they are not taking into account that other companies in
Madrid the EU and in Central and Eastern Europe, not to mention many Asian countries, are
Milan also working hard to increase their labor productivity. One fact of greatest concern is
Moscow that companies in these latter countries are advancing more quickly than Croatian
Munich firms, and that this is leading to an even greater productivity gap. From a consultant’s
New York perspective, the next important problem is the absence of an orientation toward
Paris international markets.
Prague
Riga In general, the state of the Croatian economy is unsatisfactory. All segments of our
Rome small country, politicians as well as business people, must combine their energies
Sao Paulo more decisively and focus them on one objective: more rapid advancement.
Shanghai
Stuttgart In that sense, we ask you to broaden your vision, to expand your business orienta-
Tokyo tion, to take courage and to be willing to take risks, but especially to move ahead
Vienna faster and decisively.
Warsaw
Zagreb We fully express our appreciation for the initiative and the work of the National
Zurich Competitiveness Council and support the attached report with our highest profes-

sional commitment.

Dr. Roland Falb Dr. Vladimir Preveden

Roland Berger Strategy Consultants Roland Berger Strategy Consultants
Managing Partner Managing Director




Too little and too slow:

We have to run just to stay in place-

to get ahead, we have to run faster than others!
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INTRODUCTION

In 2003 and 2004, the Croatian economy faced the challenges of structural change and
competition from the world market. At the same time, Croatia had to speed up its adjust-
ment to the requirements for accession to the European Union (EU). At the beginning of
2003, Croatia submitted its application for membership in the EU. In June 2004, it
became an official candidate for membership.

The conditions for joining the EU are not only harmonization of institutions, but also the
ability to ensure economic growth and competitiveness in the market of an enlarged EU.
This Report aims to provide a comprehensive assessment of the degree to which Croatian
has improved its competitiveness in the last two years. Increased competitiveness would
not only provide a solid basis for further growth. It would also also improve prospects for
successful accession.

This Report of the Council is methodologically and formally similar to the first Report
issued in 2002. The analysis of the Competitiveness of the Croatian economy in this
Report is based on statistical data for the period from 2002 to the end of 2004, and on
the results of the World Economic Forum’s Global Competitiveness Reports for 2003-
2004 and 2004-2005. The analysis of competitiveness is based on almost two hundred
indicators. These indicators represent a combination of “soft” and “hard” data. The
“hard” data include standard economic and technological indicators, while the “soft”
data are gathered on the basis of surveys of business people carried out by the World
Economic Forum. These data express the assessments of representatives of the business
sector in various countries. The polling agency Hendal Ltd. of Zagreb carried out the sur-
veys for the National Competitiveness Council. The combination of “hard” and “soft”
indicators serves to rank the competitiveness of countries and to analyze change in rank
or in particular dimensions of competitiveness. This method has been verified through
numerous analyses carried out by the WEF. To find out more about the approach, analy-
sis and results, please see www.weforum.org.

In this year's Report, Croatia is compared with 10 countries (Italy, Austria, Ireland,
Portugal, Slovakia, Hungary, Slovenia, Bulgaria, Romania, and Serbia and Montenegro).
ltaly and Austria are developed members of the EU 15 with whom Croatia has neighborly
economic relations. They serve as a reference point for the developed part of the EU.
Ireland, once one of the undeveloped peripheral economies of the EU, has become a
developed country, and might be a model for a country like Croatia. Portugal belongs to
the group of less developed countries of the EU who compete with Croatia in EU mar-
kets. Slovakia, Hungary and Slovenia are central European countries, like Croatia. They
cooperate and compete with Croatia. Bulgaria and Romania are competitors with Croatia
in third markets, and also countries that, despite differences in size, are similar to Croatia
in many dimensions of development. Serbia and Montenegro is a competitive economy
with which Croatia also has some economic similarities, and a similar institutional her-
itage.



Conceptual Approach and Structure of the Report

m What is competitiveness and what is the competitiveness pyramid?

Competitiveness is a country’s ability to succeed on the world market. Success on the world
market allows a better living standard for all. It is the result of a variety of factors, particularly
competitiveness at the enterprise level and a favorable business climate that stimulates
the introduction of new products, processes and investment. All of these factors working
together lead to increased productivity, higher income and sustainable development.

The framework used to structure this year’s analysis of competitiveness is the competi-
tiveness pyramid.’ The structure of the Report as a whole follows the structure and logic
of the competitiveness pyramid - from macroeconomic results and competitiveness, through
intermediates, and on to basic competitiveness factors. At the highest level, the results of
competitiveness are examined through the result of competitiveness, which is rapid eco-
nomic growth that ensures increasing employment and, in the final analysis, raises the
quality of life. The level of competitiveness is also shown by the ability to achieve economic
growth, as well as by the results of policy inputs that are on lower levels of the pyramid.

The first part of the Report shows the results of competitiveness on the basis of macro-
economic indicators of economic growth and employment. The second part of the Report
is based on the comparative ranking of Croatia in the World Economic Forum'’s Global
Competitiveness Reports. The third part of the Report evaluates intermediates of compe-
titiveness, that is, productivity, investment, exports and costs and prices. The fourth part
of the Report analyzes the extent to which Croatia has improved its basic competitiveness
policy inputs (business environment, technological and economic infrastructure, educa-
tion and training, entrepreneurship and enterprise growth, and activities related to inno-
vation, quality and development). The fifth part of the Report provides conclusions, and
in particular, suggestions for action.

Results Growth
Employment
Quality of Life

Competitiveness

Intermediates Productivity Costs

And prices

Policy inputs

! The approach to competitiveness and the conceptual framework of the Report, just like the first Report, is based on the
philosophical approach of the Irish Annual Competitiveness Report. See: http://www.forfast.ie/ncc_annual_04.index.html
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SUMMARY

Growth, Employment, Quality of Life

The rate of GDP growth, which has been relatively satisfactory up to now, is slowing. The sources of GDP
growth in Croatia have been public investment and domestic consumption, not exports and innovation.
Such growth will be hard to sustain in the long-run. Croatia is stagnating-other countries are changing and
advancing significantly faster.

Productivity, Exports, Investment, Costs and Prices

Total productivity has risen, and has been accompanied by modest employment growth. Croatia’s share in
EU markets has been recovering slowly, but the offer of exports is not yet of adequate quality. Private sec-
tor investment is inadequate. Although the share of taxes and contributions in total labor costs continues
to be reduced, because of its high labor costs relative to productivity, Croatia remains uncompetitive in com-
parison to other countries in Central and Southeast Europe.

Business Environment

Public administration is not effective enough. The degree of corruption is worrisome, and the quality of the
judiciary is inadequate. The share of government consumption in GDP is too high, public expenditures are
unproductive despite high levels of investment expenditures, and overall fiscal adjustment has been imple-
mented very slowly. Croatia lags behind in establishing mechanisms of competition on markets for goods,
finance and labor. Reforms have been enacted, but have been implemented too slowly.

Economic and Technological Infrastructure

Basic telephony is better developed in Croatia than elsewhere in Central Europe, but IT capacities have not
been converted into advantages. We still lag behind in internet usage. The price of telecommunication serv-
ices is relatively high, and competition among internet service providers is weak. Public services have only
slowly changed to the internet. The price of diesel fuel, electricity and gas are near the average of compa-
rable countries, but ecological standards are respected less in Croatian enterprises than in Central Europe.
On average, the state of infrastructure and air quality is better than in Central Europe.

Education and Training

At the moment, education does not serve as a lever to increase competitiveness because of weaknesses in
both supply and demand. Croatia has a small number of college graduates and a very small percentage of
the labor force participates in life-long learning. The limited ability of the educational system to adapt to
changes in demand on the labor market represents a major limitation.

Entrepreneurship and Enterprise Growth

The conditions for founding new companies have worsened, and the rate of formation of new enterprises
is low. The growth of enterprises is limited by weak entrepreneurial behavior of managers. Managers’ asses-
sment of the flexibility of employment and wage determination is relatively favorable. Relations between
employees and employers are inadequately cooperative. The availability and quality of local suppliers and
the development of local clusters have been worsening. It is apparent that many markets are monopolized.
Foreign direct investment represents a relatively large share of GDP, but it is not export oriented.

Innovation and Creativity

Croatia lags behind in innovation not only in products but also in processes. The business sector employs
too few researchers. Business sector expenditures on R&D are too low, and investment in the public research
sector has remained at the same level. Croatian enterprises lag behind in the implementation of standards
of quality control.
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Croatia: Sources of GDP Growth

2001 2002 2003 2004 est.

GDP M Consumption M Net Exports [ Investment in Fixed Capital

Source: Central Bureau of Statistics

Share of Complex Products in Exports in the EU 25 (2003)

Hungary
Ireland
Slovakia
Slovenia
Austria
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Croatia %
Romania
Bulgaria

Serbia and
Montenegro
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Note: Complex products include vehicles, machines, electrical machines and
equipment, instruments and pharmaceutical products.

Source: Eurostat COMEXT

The Exchange Rate of the Kuna (2001=100)

2000 2001 2002 2003 2004

-- Nominal effective exchange rate

Real effective exchange rate, producer prices
Real effective exchange rate, consumer prices
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Source: Croatian Natinal Bank

Productivity and Unit Labor Costs (2000=100)
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Market Share in EU 15 Imports (%)

Poland

Czech Republic
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Slovakia
Romania
Slovenia
Bulgaria
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Source: Eurostat COMEXT

The Most Problematic Factors for Doing Business in Croatia

Inefficient bureaucracy
Corruption

Tax regulations

Inadequately educated workforce
Tax rates

Access to financing
Inadequate infrastructure
Poor work ethic

Restrictive labor regulations
Crime and theft

Policy instability

Government instability/coups
Inflation

Foreign currency regulation

0 5 10 15 20 25

Source: Global Competitiveness Report, WEF 2003 M 2004




1. RESULTS OF COMPETITIVENESS

The key measure of the success of a country’s economy is growth in gross domestic
product (GDP), employment and the living standards of its citizens. In the long-term,
these three categories are closely related to competitiveness. However, in the short-term,
economic growth is possible with decreasing competitiveness. This can happen when
growth is the result of favorable external and internal factors, for example government
investment in infrastructure, a favorable tourist season, or exchange rate changes that
stimulate exports. In the years from 2002 to 2004, Croatia achieved satisfactory growth,
but at the same time our relative competitiveness fell. This is not a paradox, and it high-
lights the problem of the sustainability of economic growth if the competitiveness of the
country is not maintained or even improved.

m Satisfactory but slowing economic growth in Croatia has been based
on public investment and domestic consumption.

In the last three years, Croatia has achieved a relatively high rate of GDP growth compa-
red to the EU 15 countries. However, the average growth rate of 4.4% in the period
from 2001 to 2004 is roughly equal to the average of the new member states of Central
Europe and the accession countries (Table 1). Since 2002, the growth rates of GDP and
of industrial production have fallen, while public and foreign debts have grown (Figure
1). The relatively satisfactory growth of Croatian GDP occurred in conditions of very high
unemployment relative to the other countries studied (13.8%). Higher levels of unem-
ployment have been registered only in Slovakia and Serbia. The fact that total employ-
ment has grown by 3.4% since 2002 is encouraging, and in this respect, Croatia is near
the top of the list.

Table 1. Annual Growth Rates of Real GDP, Level of
Economic Development and Unemployment
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GDP per capita Survey rate of
Real GDP growth (EU 25=100, unemployment

2002 2003 2004  Average 2004 estimated) (Third quarter 2004)

EU 25 1.1 0,9 2,4 1,5 100,0

EU 15 1,0 0,8 2,3 1,4 108,9 7.9
Romania 5,0 4,9 8,3 6,1 31,4 8.0
Bulgaria 4,9 4,5 5,6 5,0 30,8 1.1
Ireland 6,1 3,7 5,4 5,1 134,4 4.9
Slovakia 4,6 4,5 5,5 4,9 54,0 17.6
Croatia 5,2 4,3 3,8 4,4 46,1 (L-vi. 2004) 13.8
Serbia and Montenegro 4,0 3,0 4,5 3,8 - (2003) 15.2
Hungary 3,5 3,0 4,0 3,5 61,7 6.1
Slovenia 3,3 2,5 4,6 3.5 78,5 6.1
Austria 1,2 0,8 2,0 1,3 121,4 4.8
Italy 0,4 0,3 1,2 0,6 105,0 7.5
Portugal 0,4 -1,1 1,0 0,1 73,4 7.2

Source: Eurostat, Long-Term Indicators, IMF Country Report 5/13, 2005-06-02
http:/iwww.imf.org/externallpubs/ft/scr/2005/cr40512.pdf, Statistics in focus, Population and Social conditions, 3/2005,
Eurostat, EC 2005, National Bank of Serbia, WIIW Countries in Transition




Figure 1. GDP Growth and Industrial Production, Public and Foreign Debt

100% T T 7
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6
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W Public debt (% GDP)-left axis = GDP growth-right axis
Foreign debt (% GDP)-left axis Growth of industrial production-right axis

Sources: Croatian National Bank, Central Bureau of Statistics, authors’ estimates

In the period since 2003, growth has occurred thanks to personal and government con-
sumption, which have been financed by borrowing and privatization revenues. In 2003,
GDP growth was mainly based on increased investment, and in 2004 on an improved
balance of payments (figure 2). A substantial 40% increase in investment occurred
mainly due to large government investments in highway and railway infrastructure. The
contributions of tourism and shipbuilding, which is directly or indirectly highly subsi-
dized, are also important in exports.

Figure 2. Shares of Categories of Consumption in Croatian GDP (%)
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Personal Government Investmentin  Changein  Exports of Goods Imports of Goods
Consumption Consumption Fixed Capital  Inventories and Services and Services

2000 m 2004 Source: Central Bureau of Statistics

KEY FINDINGS

m Until now, growth has been largely based on public investment and domestic
consumption, and not on increased productivity, private investments and
exports. For this reason, it is not sustainable in the long-term.




2. COMPETITIVENESS

The main goal of the Global Competitiveness Report of the World Economic Forum is to
evaluate the economic competitiveness of a large number of countries.? Traditionally, the
Report is based on two complementary indices of competitiveness. The first, the Growth
Competitiveness Index, assesses countries’ potential for sustained economic growth. This
index comprises three key aspects of growth: the macroeconomic environment, the qual-
ity of public institutions and technological capability. The second, the Business Competi-
tiveness Index, focuses on the micro level, since welfare is fundamentally created at the
enterprise level. This index assesses a) how sophisticated are the enterprises that do busi-
ness in a country; and b) the quality of the microeconomic business environment.

It is essential to mention that, in most countries, the findings for the two indices - the
Growth Competitiveness Index and the Business Competitiveness Index - largely coincide.

m Fall in Croatia’s Relative Competitive Position

Croatia’s fall from 53rd position in the competitiveness rankings (2003) to 61st place
(2004) is a sign of the country’s deterioration relative to comparison countries (Figure 3).
Hungary and Italy experienced similar falls in 2004, and Serbia and Montenegro experi-
enced an even larger fall. At the same time, the relative improvement of Romania and
Bulgaria is especially striking.

The Business Competitiveness of Croatia fell especially sharply, from 52nd place in 2002-
3 to 72nd place among the 104 countries ranked (Figure 4). Some of our neighbors also
fell since 2003 - Italy, Serbia and Montenegro, and Hungary By contrast, Bulgaria and Slo-
vakia advanced. Romania, which advanced by as much as 20 places, is especially note-
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Figure 3. Growth Competitiveness Index Figure 4. Business Competitiveness Index
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Source: Global Competitiveness Report, WEF

? See www.weforum.org




m Bulgaria and Romania - two key countries from the 2002 Report - are catching up to us

In the last two years, Romania and Bulgaria have made especially large gains in Business
Competitiveness and Growth Competitiveness. These countries have almost caught up
to or actually overtaken Croatia, even though they were far behind not long ago. This
comparison shows clearly that substantial changes are possible from year to year.
However, it is essential to see the trends.

Table 2. Component Indices of Competitiveness Croatia’s rank in the Growth Competitiveness In-
and Changes in Croatia’s Rank dex in 2004 was better than its rank on the Bu-
Rank siness Competitiveness Index. This suggests that
2003 2004 our macrofactors of competitiveness are some-
Growth Competitiveness Index 53. N 61, what more favorable than the microfactors. How-
. Technoloay Ind MmN a6 ever, among the macrofactors, that is, the Growth

echnology Index . . o ) )
Innovation 45 N 49 Competitiveness Index, Croatia fares badly in the
IcT 39,y 42 Public Institutions index, at 76th place. Croatia
Technology transfer 43 N a8, performs especially weakly in the quality of the
_ _ judicial system (89th place out of 104) and the

= Macroeconomic Environment Index 55. w  59. o ) )
Macroeconomic stability 51y 60 productivity of public expenditure (80th place). In
Government waste 59. N 80 the Business Competitiveness Index, Croatia is
Country credit rating 49 N 51 ranked equally badly in both subindexes-the so-
_ . phistication of enterprises and the quality of com-
= Public Institutions Index 67. N 76. )
Contracts and Law $1. w 89 pany operations and strategy (72nd place). Ho-
Corruption 54 N 61 wever, in the Business Competitiveness area, com-
pany sophistication, already ranked poorly, deteri-
Business Competitiveness Index 62. N 72. orated the most (Table 2).

= Company operations and strategy 65. N~ 72.
= Quality of the national business ~ 58. N~ 70. This shows that the reasons for our weak com-

environment

petitiveness lie above all in the weak quality of

Source: Global Competitiveness Report, WEF

public institutions, and in weaknesses in the
“quality” of companies. This combination of macro and micro sources of poor compet-
itiveness suggest that Croatia’s overall competitiveness cannot be improved by isolated
sectoral measures alone. Instead, measures encompassing the government and the busi-
ness community are needed.

m The extremely low 79th place in global competitiveness is an expression of the tension
between poor quality institutions and inefficient markets and developed infrastructure

and training.

The Global Competitiveness Report of the World Economic Forum introduced a third in-
dex of competitiveness in 2004. This index will replace the Growth Competitiveness Index
and the Business Competitiveness Index. The Global Competitiveness Index is based on
the understanding of competitiveness as a set of institutions, policies and factors that
determine the productivity of a country. The index combines a) the macro and micro as-
pects of competitiveness, which have turned out to be very closely related to each other;
and b) dynamic and static aspects of competitiveness, weighing 12 factors (institutions,
physical infrastructure, macrostability, security, human capital, efficiency of markets for

? For more information see: www.weforum.org
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goods, labor and finance, preparedness to adopt new technology, openness and market
size, sophistication of enterprises and innovation). Croatia’s position is much weaker
according to the Global Competitiveness Index than according to the Growth Compe-
titiveness and Business Competitiveness Indices (Table 3). Croatia’s level of development
puts it in the group of countries with 3000-9000 USD per capita. Members of this group
based their competitiveness mainly on improved efficiency, and less on available resources
such as raw materials or cheap labor, or on innovation. Along with Croatia, the Czech
Republic, Hungary, Poland and Slovakia are members of this group. Croatia is ranked last
on this index among this group, only 79th out of 104 countries. The only comparable
country faring worse than Croatia on this indicator is Serbia and Montenegro (96).

Table 3. Rankings of Selected Countries According to the Global
Competitiveness Index and GDP Per Capita

Rank (out of 104 countries)

BDP per capita Basic  Efficiency Innovation Factors

(UsD) Total  Requirements  Enhancers and Sophistication

Austria 26810 18 12 21 16
Ireland 27010 27 27 23 21
Slovenia 11920 35 32 32 32
Portugal 11800 40 28 31 41
Slovakia 4940 41 45 35 44
Hungary 6350 46 47 44 48
[taly 21570 56 54 46 30
Romania 2260 57 61 60 65
Bulgaria 2130 70 70 68 81
Croatia 5370 79 72 75 72
Serbia and Montenegro 1910 96 98 86 84

Sources: Global Competitiveness Report 2004-2005, WEF and World Development Indicators, current
prices, Atlas method (data from 2003)

Why is Croatia’s rank on the new index so troublingly poor? It seems that the basic prob-
lem is the great tension between substantially better infrastructure and human “capaci-
ty” for development and very weak “institutions” crucial for improving competitiveness
(Table 4). Perhaps after the substantial institutional changes undertaken during the
process of transition this sounds strange. But the data say that Croatia lags far behind
other countries in Central and Eastern Europe regarding the efficiency of the labor mar-
ket (90th place), goods markets (86th place) and financial markets (87th place). Also, it
ranks very low on the quality of basic institutions (85th place), which includes ownership
rights, corruption, government efficiency, transparency, responsibility, honesty and social
responsibility of the business sector. The majority of these factors express the quality of
the public and business sectors more than the quality of formal legal arrangements.

The greatest factor behind Croatia’s weak performance is the low efficiency of markets
for labor, goods and finance. This is a result of such elements as high subsidization of un-
competitive sectors, monopoly behavior, poor availability of credit to the business sector
etc. These findings suggest that the sources of our weak competitiveness are the result
of “invisible”, or institutional factors such as political will and the poor quality of institu-
tions, and not the lack of material inputs. These factors substantially slow down or
obstruct the competitive process, and hinder the prospects for improving Croatia’s com-
petitiveness.



Table 4. Croatia Rankings on the Global Competitiveness Index

Innovation and Sophistication

Basic Requirements (40%)  Efficiency Enhancers (50%) Factors (10%)
Capacities Infrastructure 65 Advanced human capital 57 Innovation 61
Basic human capital 83 Technological readiness 55 Company sophistication 61

Openness / market size 63

Institutions Institutions 85 Financial market efficiency 87
Personal security 67 Good market efficiency 86
Macroeconomic stability 72 Labor market efficiency 90

Izvor: Global Competitiveness Report 2004-2005, WEF

m The stagnation of competitiveness is confirmed by other international statistical surveys.

The indicators of economic freedom produced by the Heritage Foundation®, which com-
pare countries on the basis of 50 indicators to measure the degree of free enterprise,
also put Croatia in a low position relative to comparison countries. They also indicate
slow removal of barriers to entrepreneurial activity. Although Croatia has made some
advances, it remains below all of the comparison countries on the Economic Freedom
Index except for Romania and Serbia and Montenegro.

The World Bank’s ranking of business environment, which is based on “hard” indica-
tors, places Croatia in the group of slow-reforming countries.® Croatia’s score on 7 indi-
cators of business environment show that, along with Slovenia and Romania, it is at the
bottom of the selected group of countries. According to this analysis, the average time
required to register ownership, and the degree of legal protection in resolving debtor-
creditor relations are the weakest elements of our business climate.

KEY FINDINGS
|

B The relative competitive position of Croatia has deteriorated. Romania and
Bulgaria have caught up to us.

m The main reasons for the deterioration are mainly “invisible” factors such as
a) lack of political will for change
b) institutional requirements for improved competitiveness (ownership rights,
honesty and corruption, government efficiency, transparency, responsibility,
honesty and social responsibility of the business sector
¢) financial market, goods and labor market efficiency, (high subsidies, monopo-
listic behavior and the like)

* For details, see www.heritage.org
° For details see “Doing Business in 2005", World Bank
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3. INTERMEDIATES OF COMPETITIVENESS

3.1 Productivity

®m Growth in total productivity is equal to growth in the rest of Central and Eastern Europe,

Figure 5. Growth in Real GVA, Employment
and Productivity (2004/2001)

Romania
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Croatia

Bulgaria

Hungary

Austria

Portugal

[taly

Sources: Eurostat, IMF national statistical offices

but growth in industrial productivity is lower.

Productivity is the best indicator of competitiveness. In 2003, Croatia had gross value added®
of 15,000 Euros or 18,000 Euros of GDP per employee. This was 38% of the EU 25 average.

During 2001-2004, productivity rose by a total of 12%, the same as in the comparison
countries (Figure 5). Even though productivity rose slower in this period than in the pre-
vious period due to strong employment growth, the increase in employment is a favor-
able indicator.

In industry, the growth of productivity was achieved with unchanged employment. Real
cumulative growth in industrial production during 2001-2004 was almost 14%. Coup-
led with a 1% growth in employment, industrial productivity rose by almost the same
amount (Figure 6).

Figure 6. Real Growth in Industrial Production, Employment
and Labor Productivity in Industry (2004/2001)

Bulgaria
Ireland |

Serbia and Montenegro
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Romania
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B Employment i
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W Productivity
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Portugal m Productivity

Italy
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Izvori: EUROSTAT, MME, nacionalni statisticki uredi

¢ Value added is the increased value of production, calculated as the difference between the gross value of products and
intermediate products (value of products and services used in production).
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Thus, the growth in industrial productivity was somewhat greater than the growth in
productivity in the economy as a whole. This growth of industrial productivity was al-
most equal to the average of the comparison countries (10,3%), but was lower than the
growth of productivity in Central and Eastern European countries. However, while the
average decrease in employment in the comparison group of countries was 3.1%, in
Croatia the same increase in productivity in industry was achieved with a slight increase
in employment. This is a very encouraging result. The official projections of economic
growth for the 2004-2007 period envision productivity growth with continued employ-
ment growth.

KEY FINDINGS
|

m The fact that an average level of productivity growth was achieved while
maintaining or slightly increasing employment is encouraging.

3.2 Costs and Prices

m Because of high labor costs, Croatia is uncompetitive relative to the other countries of
Central and Eastern Europe. The problem of high unit labor costs relative to the labor of
productivity has not been ameliorated.

Total monthly labor costs in Croatia were 935 Euros in 2004. This is 18.3% more than
in 2001 (Table 5). It is substantially more than the cost of labor in Hungary and Slovakia,
and is similar to the level of labor costs in Portugal.

High nominal labor costs are not a problem for the competitiveness of a country if they

are accompanied by high productivity. High productivity creates high value added, which
covers higher labor costs relative to competitors.

Table 5. Total and Unit Labor Costs

Total monthly labor costs (EUR) Unit labor costs (EU15=100)

2001 2002 2003 2004 2001 2002 2003 2004
EU 15 2598 2647 2681 2767 100,0 100,0 100,0 100,0
Hungary 416 488 500 551 55,6 55,5 55,2 55,7
Ireland 2218 2351 2395 2519 67,3 65,9 64,9 65,3
Bulgaria 162 174 187 204 63,4 63,5 66,0 68,6
Portugal 823 867 894 918 68,8 70,1 70,5 71,0
Romania 223 236 243 276 85,5 77,0 72,6 71,7
Slovenia 1146 1207 1257 1298 88,8 85,4 78,8 76,0
Slovakia 394 437 478 536 73,9 76,1 81,5 87,8
Austria 2374 2423 2479 2527 90,2 90,6 90,5 89,9
[taly 2332 2374 2453 2516 90,7 92,0 93,1 94,3
Croatia 790 848 871 935 105,4 108,9 106,6 111,1
Serbia and Montenegro 185 273 308 330 90,1 107,4 107,4 -

Note: Total labor costs are calculated by adding contributions paid by employers to gross wages.

Sources: Central Bureau of Statistics, national statistical offices
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Unit labor costs represent the relationship between nominal wages and the level of pro-
ductivity. They show whether wages are higher or lower in relation to a given level of
productivity. The first Report on Competitiveness in 2002 warned about high unit labor
costs in Croatia. These costs have, according to the data presented here, increased even
more in the intervening period.

Unit labor costs in Croatia were very high between 2001 and 2004, between 5 and 11%
greater than the EU 15 average. Unit labor costs are particularly high relative to our
direct competitors for foreign investment and exports on EU markets (Table 5). In the
new EU member states, labor costs have increased, so that the difference decreased to
some extent in the most recent period. This is also true for Bulgaria, while in Romania
unit labor costs significantly decreased.

Because of low productivity and high nominal wages, which are partly the result of the
exchange rate of the kuna, our labor is relatively more expensive than in the EU 15.
How can the competitiveness of labor be increased? A short term solution, with uncer-
tain and risky consequences, would be gradually to undervalue the exchange rate of the
kuna. However, since the total cumulative effect of such steps could be macroeconom-
ic instability and weakening growth, and since there is no social consensus for such
measures, this does not seem to be a good solution. A long term solution would be fur-
ther productivity growth. This requires improving the quality of institutions and techno-
logically improving export products.

KEY FINDINGS
|

m Cost competitiveness of labor is still weak

m Because of low levels of productivity and high nominal wages, our labor is still
relatively more expensive than the EU 15 average.

m The problem of high wages relative to the level of productivity has not been
ameliorated.



3.3 Exports

m Croatia’s Share in EU Markets is Recovering Slowly

For small countries such as Croatia, exports are the main mechanism for improving com-
petitiveness and are a main indicator of the results of competitiveness. In the 1990’s, our
export competitiveness decreased significantly. Croatia was the only one of the compari-
son countries that decreased its share of EU markets, from 0.34% in 1994 to 0.27% in
2003. From 1999 on, the share increased, which is encouraging. In the 2000-2004 peri-
od, Croatia achieved a rate of growth of exports equal to the average of the comparison
countries (Table 6). Exports of goods grew by 33%, which is less than the increase in
exports by new EU members, and significantly less than the increase in exports by Bulga-
ria and Romania. Still, having in view that our exports stagnated during the 1990’s, this
increase is a fairly good sign. At the same time, exports of goods and services increased
by 53%, which was exceeded only by Romania and Slovakia. In the same period, Croa-
tia’s merchandise imports grew by a substantial 57%. The fact that merchandise imports
grew twice as fast as imports substantially increased the trade deficit, which once again
approached the level of 30% of GDP.

Croatia has a high level of income from services exports relative to GDP, especially in the
area of travel and tourism. This item grew especially fast in 2003. However, the increase
in services exports of 76% in 2003, or, more generally, strong exports of services via
tourism cannot offset the deficit arising from weak merchandise exports. This confirms
that reliance only on tourism cannot resolve the problems of our balance of payments in
the long run, and even less the problem of the competitiveness of the whole economy.

Table 6. Indices of Exports and Imports (in EUR) 2004/2000

lzvoz roba lzvoz lzvoz Uvoz roba Uvoz Uvoz

i usluga roba usluga i usluga roba usluga

EU 25 113 113 115 110 110 112
EU 15 111 110 115 109 108 111
Romania 164 167 152 177 182 141
Slovakia 164 173 119 164 168 135
Croatia 153 133 176 156 157 148
Bulgaria 149 152 141 160 164 144
Hungary 139 142 125 140 137 161
Slovenia 134 134 137 128 126 136
Austria 126 127 121 17 116 121
Ireland 117 100 181 109 90 142
Portugal 114 111 127 105 106 98
Italy 109 109 109 110 110 107

Sources: Eurostat, CBS

m Despite the appreciation of the kuna exchange rate, positive developments were seen in
2004 in exports, as well as deterioration of some elements of the export offer, especially
marketing

In the short run, exchange rate changes can affect exports. The exchange rate of the ku-
na was exceptionally stable vis-a-vis the euro between 2000 and 2004. However, the fall
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in the value of the U.S. dollar since 2002, which has an approximately 30% share in the
current account, resulted in a 10 percent appreciation of the nominal and real effective
exchange rate relative to the previous period. Because of this, exporters who earn income
in dollars lost about 25% of the kuna equivalent of their foreign exchange revenue.
Despite the appreciation of the kuna against the dollar, the turnaround in exports is
encouraging. Expressed in euros, exports rose by 18.5% against the much lower growth
of imports (6.2%) in 2004. Between 2001 and 2004, exports of products with high
knowledge and technology content grew considerably (about 50%). For example, machi-
nes and electro-industrial exports grew rapidly. Because of high labor costs, the share of
labor intensive products (for example clothing and shoes) fell from 14% in 2001 to 10%
in 2004. It seems that high labor costs are forcing Croatia to change the structure of
exports toward a greater share of more complex products.

Figure 7. Quality of the Export Offer Certainly, these improvements in the rate of ex-
port growth and in the structure of exports are
Value chain presence encouraging. However, it is still not clear whether

Breadth )
of international <
markets

this is the beginning of a new trend or just a

1007
60

) Extent of short-term change. Data from the survey of en-

of branding  trepreneurs in Croatia show that some elements
' of the export offer have deteriorated both rela-
tively and absolutely. The indicators of the quality
of exports deteriorated in relative terms. Croatia

is ranked lower according to these elements than

Extent of
regional sales

Extent of during previous years (Figure 7).” The worst rank
marketing  is for the development of marketing and inde-
pendent marketing efforts. There was a signifi-

cant decline in the assessment of possibilities for

Control of international distribution exports to neighboring countries, and in the assess-

2002 m 2003

ments of the breadth of export markets. Low

= 2004 sophistication of export products is still a major

Source: Global Competitiveness Report, WEF

hindrance.

These data suggest that the longstanding slow growth of merchandise exports relative
to other countries, despite stronger export growth in 2004, is a complicated micro and
macroeconomic problem for Croatia. It is a problem that has not been resolved. The clo-
se connection between the exchange rate and the financial system limits (but does not
fully prevent) using the exchange rate as a means to stimulate exports. However, there
are major macroeconomic and political risks to using the exchange rate as an instrument
of export policy. Thus, to maintain export competitiveness, what is needed is signifi-
cantly faster growth of productivity than labor costs and/or improvement in the quality
and price of export products.

KEY FINDINGS
|

m The favorable growth of exports and their restructuring seen in 2003 and 2004
should be maintained and promoted.

7Instructions for reading the “radar” graph: the closer a point is to the center, the higher the position (the score is better).

21



22

3.4 Investment

m There is a great gap between domestic savings and investment, and the structure of
investment is an expression of the sources of growth with low levels of productivity

The basic problem is not the level of invest-
ment in Croatia, but its sustainability due the

Figure 8. Investment and Savings, 2004,(% GDP)

Ireland* low level of domestic savings. Although the

i level of investment is greater than in compa-

Austria rison countries, there is a large gap of 7.8%

EU 15 ) of GDP between investment and savings. This

- will limit further investment if GDP growth

FU25 does not increase and the effectiveness of
Slovenia ) investment does not improve (Figure 8).

ely In the last few years, a great deal of invest-

Slovakia | ment has come from government invest-

- ment in infrastructure projects intended to

Flungary lay the foundation for economic activity by

Romania* | the private sector. However, investment by

Portuga h } private enterprises, especially in the manu-

| Investment facturing industry, has been inadequate. The

Bulgaria B Savings largest share of investment relates to con-

croatia | Difference struction (26.5%). The trend for the share of

manufacturing industry to grow, noted in the

-10% 0% 10%  20%  30%  40% preceding Report, has not been maintained

Sources: EUROSTAT, CBS (Table 7).

*Data for Ireland and Romania are for 2003.

Table 7. Sectoral Structure of Investment-by Use (%)

2000 2001 2002 2003 Average
Agriculture and fishing 3,7 3,5 2,7 2,1 3,0
Supply of energy and water and mining 12,4 9,7 10 10 10,5
Manufacturing industry 14,7 16,7 15,3 13,4 15,0
Construction and real estate sales 27,9 23,1 25,5 29,3 26,5
Trade 9,4 13,6 13,5 13,4 12,5
Hotels and restaurants 2,4 2,6 4,9 4,7 3,7
Transport, warehousing and communications 14,3 12,3 9,8 9,9 11,6
Other 15,3 18,6 18,2 17,2 17,3
Total 100,0 100,0 100,0 100,0 100,0

Sources: EUROSTAT, CBS

KEY FINDINGS
|

m The structure and level of investment reflects the very low level of domestic
savings, as well as the sources of growth with low levels of productivity
domestic services and low tech sectors.




4. FACTORS OF COMPETITIVENESS

4.1 Business environment

m By income, Croatia is at the threshold of highly-indebted countries, while by exports, it is
in the group of medium-indebted countries.

The foreign debt reached 30.2 billion USD or 80.5% of estimated GDP at the end of
2004. This put Croatia in the group of highly indebted countries. According to the other
criterion for measuring debt, Croatia’s ratio of debt to exports of goods and services
amounted to 160% at the end of 2003, which puts Croatia in the group of medium
indebted countries.

Between 2001-2004, the structure of the foreign debt by borrowing sector changed.
The share of government decreased from 45% to 35%, and the share of banks
increased from 20% to 32%. This bank borrowing abroad was primarily aimed at
financing growing demand of households for imported products, and was accompanied
by slow growth of lending to enterprises. The measures taken by the Croatian National
Bank to slow down credit expansion did not have a big effect.

The greatest fall in the Global Competitiveness Report survey came in the availability of
risk (venture) capital - Croatia fell from 55th place in 2002 to 91st place in 2004 (Figure
9). This indicates a large unmet demand for financing projects that cannot be covered
by bank guarantees. Surveys from the Global Competitiveness Report show a worsen-
ing of all elements that affect investment. In 2004, there was no significant improve-
ment in the availability of credit, an area where Croatia had been extremely highly rated
two years before.

Figure 9. Conditions and Sources of Financing and Gaining
Access to New Technology for Croatian Firms
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m The share of government consumption in GDP in Croatia is larger than in comparable

countries in Central and Eastern Europe

In comparison to other countries in Central and Eastern Europe, Croatia still has a high
level of government consumption to GDP - 51% (Table 8). This is partially a consequence
of the war and structural problems in the public sector, as well as a continued lack of

decisiveness in beginning a systematic fiscal restructuring.

Table 8. Share of Government Consumption in GDP, %

2000 2001 2002 2003 2004
Romania 34,8 334 32,7 33,6 -
Ireland 31,9 33,5 33,8 34,3 -
Bulgaria 39,7 38,6 37,2 37,0 -
Slovenia 42,2 42,6 42,6 41,8 47,8
Serbia and Montenegro 37,6 40,2 47,3 45,1 -
Portugal 45,2 46,3 45,9 47,7 48,4
Slovakia 45,4 47,7 48,4 47,9 -
Hungary 471 51,9 54,2 48,9 -
[taly 46,9 48,7 48,0 49,0 48,5
Austria 52,3 51,5 51,2 51,2 50,7
Croatia 54,0 52,8 50,6 51,7 51,4

Sources: Transition Report, EBRD, 2004, Croatian Ministry of Finance,
for EU countries in 2004 Eurostat long-term indicators

The deficit of general government, which was 6.5% of GDP in 2000, decreased to 4.9%
of GDP in 2004 (Table 9). However, greater cuts on the expenditure side were not

achieved due to highway construction projects and the maintenance of the majority of

social transfers. As a result, in 2003 the fiscal criteria of the IMF agreement were not ful-
filled, and fiscal consolidation was slowed substantially. The total government debt rose

by 9.2 billion kuna.

Table 9. Share of General Government Deficit in GDP, %

2000 2001 2002 2003 2004
EU 25 0,8 -1,2 -2,3 -2,9 -2,6
EU 15 1,0 -1.1 -2,2 -2,8 -2,6
[taly 5,8 3,9 3,5 2,9 -3,0
Austria 2,1 3,8 3,1 2,0 -1,3
Ireland 6,4 2,4 1,1 1,4 1,3
Portugal 0,4 -1,2 0,3 0,1 -2,9
Bulgaria -1,0 -0,9 -0,6 0,0 -
Slovenia -1,3 -1,1 -3,2 -1,4 -1,9
Romania -3,7 -3,5 -2,7 -2,4 -
Serbia and Montenegro -0,9 -1,3 -4,5 -2,5 -
Slovakia -10,4 -7.3 -7,2 -3,6 -3,3
Hungary -3,4 -4,7 -9,3 -5,6 -4,5
Croatia -6,5 -6,8 -5,0 -6,3 -4,9

Sources: EBRD Transition Report, 2004, Ministry of Finance of the Republic of Croatia

Note: The deficit for Croatia in 2002, 2003 and 2004 is on an accrual basis founded on the agreement to

use GFS 2001, and thus is not directly comparable to the figures for earlier years.




m Although taxes and contributions in total labor costs have decreased relative to compari-
son countries in Central and Eastern Europe, a systematic fiscal adjustment has not been
undertaken.

The average tax and contribution burden of labor costs in Croatia was 39% in 2004,
which is within the range of comparison countries (Figure 10). The relatively low share
of taxes and contributions in labor costs compared to Central and Eastern Europe was
a result of a sustained policy of decreasing the average burden on labor, which has grad-
ually decreased their share by more than ten percentage points. Therefore, it can be pre-
sumed that tax policy no longer creates higher labor costs in the country.

Figure 10. Share of Taxes and Contributions in Total Labor Cost (percent of wages, 2003)

50%

40% -

30% -

20% — —

10% — —
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Ireland  Portugal Croatia Slovakia Hungary Austria [taly

Sources: OECD, Ministry of Finance

According to survey data, the level of the tax burden is not an especially acute problem
for entrepreneurs. This is a favorable result that is confirmed relative to comparable
countries in Central and Eastern Europe, but not relative to Portugal and Ireland.

m Wasteful public expenditures - one of the keys to the problem of competitiveness
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In the survey for the Global Competitiveness Report, business people ranked the pro-
ductivity of public expenditures at 2.6 on a scale of 1 to 7. This ranked the country at
80th place among 104 countries, and contributed to the worsening of Croatia’s overall
position on the competitiveness rankings. It is also indicative that Croatia has fallen on
this index; it was in 59th place in the previous ranking. The reason for this outcome can
be seen in the high share of government subsidies, which create inequalities in market
competition, and in the generally low quality of public services that citizens and enter-
prises get from the government.

It is also troubling that the share of government subsidies in GDP in Croatia is more than
six times greater than the EU 15 average (Figure 11).
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Figure 11. State Aids, 2003 (% GDP)

EU 15 (2002)
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Sources: Eurostat, Ministry of Finance of the Republic of Croatia, “Advisory Report on
the Development of State Aid and Subsidy Controls in Serbia Montenegro in the Context
of the EU Stabilization and Association Process and WTO Accession SCEPP 2003 (estimate).

m Croatian managers give relatively favorable ratings to the flexibility of employment and
wage determination, but relations between workers and employers and the efficiency of
management are rated very poor.

The survey shows that, according to flexibility in employment and firing, and in wage
flexibility, Croatia ranked a little bit better than its overall position in competitiveness in
2004 - 56th and 62nd place respectively (Figure 12). Entrepreneurs’ assessment of the
flexibility of employment did not change relative to 2003, and wage flexibility actually
improved. This is an encouraging sign, because it improves the competitive process.

Figure 12. Assessments of Employee - Management Assessments of the quality of manage-
Relations and the Quality of Management ment, which, just like employee-employer

relations is a crucial determinant of the

Flexibility of wage determination success of the whole management pro-

00T~ cess, are also very weak. Croatia is ranked

Cooperation in labor Hiring and 96 out of 104 countries on this indicator.
| firing practices The initially relatively favorable assessments
\‘ of enterprise management and the profes-
sionalism of management noticeably dete-

riorated in the last three years.

- employer relations |

—\ Willingness

Efficiency of
corporate to delegate
boards authority
Reliance on professional Pay and productivity

management

2002 ™ 2003 W 2004

Source: Global Competitiveness Report 2004-2005, WEF
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m Worrisome quality of the judicial system

All of the elements of the judicial system and the quality of public administration recei-
ved very poor grades. Croatia received rankings below 80th place with a tendency to de-
terioration in the 2002-2004 period. This is especially true for the burden of government
regulation, legal protection of finance and property, independence of the judiciary, bias-
es in government decisions and inadequate transparency of government policy. However,
Croatian entrepreneurs invest very little time in bureaucratic “disputation”. That is, the
daily time spent discussing matters with public servants is very low. Also, the assessment
of the unofficial economy is near the average for countries of Central and Eastern Euro-
pe, and the tax system is relatively simple (Figure 13).

Figure 13. Assessment of Quality of Government,
Public Administration and the Judicial System
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legal framework crime

2002 ™ 2003 W 2004

Source: Global Competitiveness Report, WEF
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m Worsening of the already high level of corruption

Croatian managers assess that corruption is clearly a hindrance to economic progress
and honest business in Croatia. It adversely affects the investment climate and demon-
strates the ineffectiveness of public authority. Of the 14 most problematic factors that
effect doing business in Croatia, corruption is in second place, immediately after ineffi-
cient bureaucracy. The survey of the Global Competitiveness Report shows that the main
mechanisms that generate corruption in Croatia are in the sphere of political donations
by companies, loans, and in influence over decisions by the government and the courts.
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Figure 14. Assessments of Corruption and Its Mechanisms
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Source: Global Competitiveness Report, WEF

Croatia’s position on Transparency International’s index of corruption also worsened
between 2003 and 2004.% Croatia ranks very low. Among the comparison countries,
only Romania and Serbia and Montenegro rank lower.

KEY FINDINGS

m Changes in the business environment are too slow and partial.

m Corruption is especially worrisome, along with the ineffectiveness of the legal
system and government administration, and the unproductiveness of public

expenditures.

B The quality of the business environment is a bottleneck for the advancement of
entrepreneurship in the country.

8For details, see www.transparency.org
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4.2 Economic and Technological Infrastructure

According to the majority of ICT (information and communications technology) indica-
tors, the relative position of Croatia did not change between 2001 and 2003. The excep-
tion is mobile telephony, whose position worsened. Most of the comparison countries,
including Croatia, showed a slowing rate of growth of or even a decrease in the num-
ber of main telephone lines.

Table 10 shows that Croatia had relatively large expenditures on ICT relative to the com-
parison countries. This suggests that this sector is creating relatively high shares of value
added, which is undoubtedly positive. However, although Croatia has a relatively devel-
oped basic telephone network, it is relatively undeveloped in the use of internet, in new
types of telecommunications and IT services, while it has relatively high prices for
telecommunications services. This contradiction points to the “extensive” character of
the sector. That is, it points to a low level of service and low levels of activity relative to

3 the high share of this sector in GDP.

(=)

o

E Table 10. Share of ICT Expenditures in GDP, 2004 (% GDP)

E Expenditures on  Expenditures of telecom- Total expendi-
E information technology ~ munications technology tures on ICT
o EU 25 2,9 2,6 5,5
C§) EU 15 2,9 3,2 6,1
LZ) Bulgaria 1,8 8,4 10,2
= Romania 18 6,6 8,4
g Hungary 2,8 5,5 8,3
S Croatia 2,0 5.3 7.3
S Portugal 2,0 4,6 6,6
= Slovenia 2,2 4,4 6,6
g Slovakia 2,4 3,7 6,1
= Italy 1,8 3,2 5,0
= Austria 2,9 32 6.1
<§( Ireland 16 2,7 43

Sources: EUROSTAT, IDC Adriatic 2005

Note: Data for Croatia are not completely methodologically harmonized with data for other countries.

m /CT capacities have not been converted into advantages. Croatia is ahead of the countries
of Central Europe in the development of basic telephony, but lags behind in indicators of
“networking”, that is, use of the internet

Table 11 shows that we lag behind the comparison countries in a very uneven way. While
in basic telephony we are actually above average, we lag behind the most in the number
of internet hosts (only 29% of the average). Measured by number of internet hosts,
Croatia is at the level of Bulgaria, and only ahead of Romania and Serbia and
Montenegro. This speaks of a very low level of internet use in enterprises and other
organizations. It also implies a low level of internet transparency of society and the econ-
omy and a very low level of networking. The level of this indicator is especially unsatis-
factory, because ltaly, the country just ahead of Croatia, has almost twice as many inter-
net hosts per 10,000 population.
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The quality of telecommunications networks and the reliability of postal infrastructure are
worsening. Comparative assessments of telecommunications infrastructure using “hard”
data provide similar assessments to those in the Global Competitiveness Report. In 2002,
Croatia ranked in a solid 30th place in the quality of telecommunications networks and
the reliability of postal infrastructure, while in 2004 it fell to 50th place in postal services
and 51st in the quality of telecommunications infrastructure. The dissatisfaction of users
with the quality and reliability of these services suggests that the development of these
sectors is lagging behind the objective needs of the economy despite relatively high
expenditures for products and services related to ICT.

Table 11. Indicators of the Development of Telecommunications 2003

Per 100 population Per 10,000 population

Fixed lines Mobile phones PC’s Internet hosts
Austria 39,2 87.9 37.4 713
Ireland 49,3 85,8 421 399
Hungary 35,6 78,3 10,8 358
Portugal 40,3 89,9 13,4 218
Slovenia 40,8 94,4 32,6 215
Slovakia 241 68,4 23,6 212
Italy 45,9 96,4 23,1 114
Bulgaria 36,4 45 5,2 67
Romania 21,9 32,3 9,7 22
Serbia and Montenegro 24,3 33,8 2,7 18
Average of comparison countries 35,8 71,2 20,1 234
Croatia 374 56,7 17,4 68
Croatia relative to average 105% 80% 87% 29%

Sources: World Bank, ITU, Eurostat

m The price of telecommunications services is too high because of weak competition, and
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competition between internet provides is one of the weakest elements in this area

A comparison of the prices of telecommunications services with Slovenia shows that
prices in Croatia are somewhat higher, especially in the fixed network. A chosen “bas-
ket” of telecommunications services is 19% more expensive in Croatia than in Slovenia.
It can be expected that this difference will be decreased by the entry of new operators
during 2005. This is especially true for fixed telephony. If a substantial decrease in the
prices of these services or a significant increase in the range of services available does not
occur, it will be necessary to inquire closely about the causes of high prices.

The lack of competition between internet providers is assessed as the worst aspect of ICT
competitiveness, and the trend is worsening. According to this indicator, Croatia has fall-
en from 70th place on the world rankings in 2002 to 84th place in 2004.

In research by the United Nations about the preparedness of countries to provide infor-
mation and services to households and enterprises via internet (e-government),® Croatia
received very low marks. It came in 48th place, which was worse than all other compari-
son countries except Serbia and Montenegro. This represents a substantial fall in rank com-
pared to the previous year: Croatia fell 9 places, while Slovakia, Hungary and Romania
advanced and overtook Croatia.

?For details see http://www.unpan.org/egovernment4.asp




m The price of diesel fuel, electrical energy and natural gas are at the average of
comparison countries, while the state of infrastructure has improved due to
significantly improved highway infrastructure.

The price of diesel fuel, electrical energy an natural gas have a powerful influence on the
profitability and competitiveness of particular sectors and on the living standards of the pop-
ulation. Comparison of prices for the period from 2002 to 2004 shows that prices of diesel
fuel and natural gas do not harm the competitiveness of our enterprises. The price of electri-
cal energy is in fact an advantage for domestic enterprises in Croatia relative to comparison
countries.

The data from the Report show very poor assessments of the quality of ports, air trans-
port and railroads, but with an improving assessment of the total quality of infrastructure
in 2004. The last two years were marked by the successful completion of the Zagreb-Split
highway. This is a significant technical and economic success for the country. It surely will
contribute to entrepreneurship by making transport easier, and will especially help tou-
rism and trade. Its effects are seen in the improvement of Croatia’s rank in the total qual-
ity of infrastructure in the Global Competitiveness Report survey by 10 places (2004).

m Improved air quality, but very poor waste disposal and expected increases in CO2 pollu-
tion that will bring new costs

Air quality has improved in the last ten years, but there are still problems. The majority of
indicators since 1990 have shown that emissions of the main air pollutants have decrea-
sed from 15 to 50%. The Economic Memorandum of the World Bank mentions the level
of CO2 as the most difficult problem that Croatia must resolve. This problem could
require the levying of new taxes and/or the use of the flexibility mechanisms of the Kyoto
Accords. If alternative measures are not taken to decrease the sources of pollution, this
increased tax burden on the economy will produce additional indirect costs.

In Croatia, the legal framework for waste management is adequate, but the laws are not
enforced. The state of infrastructure for the collection, processing and storage of waste is
particularly bad. Very few sites meet international standards, and there is no organized sys-
tem for disposing of dangerous waste. The determination of waster disposal sites and of
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procedures for waste disposal are outstanding problems. Most waste is simply dumped in
a collection site, the least desirable of all possibilities. The share of waste that is burned or
recycled should be increased, but this will require greater expenditures for these activities.

m According to the assessments of entrepreneurs, ecological regulations in Croatia are
unclear, unstable and arbitrary. Therefore, implementation of ecological standards in
companies is below the level of Central Europe.

Environmental protection is an administrative and business problem that demands a coor-
dinated approach. While in 2002 entrepreneur assessments of ecology were very positive,
the results of the survey for the past two years suggest a substantial change in the views
of entrepreneurs on this question. This seems to imply greater awareness of the impor-
tance of ecology. The greatest decline came in thire assessments of whether ecological
standards are imposed by government or worked out in cooperation with the business sec-
tor. Based on this criterion, Croatia was in 21st place in 2002. By 2004, it had fallen to a
very low 98th place out of 104 countries. Ecological standards, thus, are mainly considered
to be imposed by government and are not a subject of cooperation at the moment.
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In Croatia, only 53 enterprises had I1SO 14000 certificates in 2003. Although the number
of certified enterprises has tripled in Croatia since 2001, we still remain in a group with
Bulgaria, Romania and Serbia and Montenegro. Slovenia is still far and away in first place
in the group of comparison countries, ahead of even Ireland, Italy and Austria.

KEY FINDINGS
|

m Slow changes in the liberalization of telecommunications services have slowed
down the internet-ization of business (the expansion of new business models
based on the internet).

m The supply of energy, physical infrastructure and environmental protection are
not being adequately considered as important factors for improving Croatia’s
competitiveness.

4.3 Education and Training

The educational structure of the labor force in Croatia is not significantly different from the
structures in other comparison countries. Our investment does not differ from other coun-
tries at our level of income. However, this does not mean that Croatia is doing well and that
long-term improvement of our competitive advantages and productivity growth is assured.

m Despite growing numbers of students, Croatia is at the bottom of comparison countries
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in the number of students receiving a university degree.

The dynamic growth in the number of students in the last three years has reached more
than 120,000 (Figure 15). In the last two years, the number of students who have
received a university degree has also grown. However, the existence of such a large gap
between the total number of students and those graduating suggests problems in the
effectiveness of the education system. If our data are compared to developments in other
European countries, the situation seems even less favorable. In the period 1998-2001, the
countries of the EU 15 and the new member states recorded a steady increase in the
number of student who completed tertiary education. The new member states Hungary,
Slovakia and Slovenia recorded especially high growth rates (Figure 16).

Figure15. Students in Higher Education Institutions in Croatia

120.000 2000/01
100.000 = 2001/02
80.000 ® 2002/03
W 2003/04
60.000
40.000
20.000
0

Graduating Enrolling

Sources: OECD, Ministry of Finance of the Republic of Croatia




Figure 16. Students Graduating at Higher Education Institutions per 1000 Population Aged 20-29*

90
80
70
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50

SR EREREET)

EU 25 EU 15 Ireland  Slovenia Portugal Hungary Bulgaria Romania Slovakia [taly Austria  Croatia

Sources: EUROSTAT, CBS

*The Standard National Classification of Education-levels 5/6-was used. 2001 m2002 W 2003

m Education Shows Weaknesses on Both Sides - Supply and Demand

The smallest segment of unemployed in Croatia consists of people who have finished tech-
nical schools or colleges. Less than 7% of the unemployed are people who have finished
technical schools or colleges. In addition, the registered demand for highly educated work-
ers is almost twice as high as the number of unemployed in this category. Clearly, in many
sectors there is an glaring shortage of highly educated workers. This underlines the need to
create a systematic enrollment policy in higher education to meet the needs of employers.

In the survey for the Global Competitiveness Report, the largest change is in assessments
of the availability of scientists and engineers, in which Croatia fell by twenty places. This
indicates shortages of these experts on the labor markets. Entrepreneurs are quite satis-
fied with the quality of education in mathematics and physics and the quality of public
schools, with only a slight deterioration over the last two years. The quality of education
for managers continues to get poor assessments and there is a great problem with “brain
drain”, meaning the emigration of young experts to other countries (Figure 17).
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Figure 17. Assessment of the Quality of Education

Quality of math and science education

Brain drain — Quality of public schools

Quality of management K Internet access in

schools schools

Availability of scientists and engineers Quality of the educational system

2002 = 2003 = 2004

Source: Global Competitiveness Report, WEF
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Very low participation rates of the labor force in life-long learning - Croatia is four times
lower than the EU 25 average.

Table 12. Involvement of Adults in Participation in life-long learning programs eases

Life-long Education* changes in employment, and thus eases the func-
tioning of the labor market and the restructuring of
2002 2003 the economy. Table 12 shows that the involvement
EU 25 8,0 9.0 of adults in life-long learning is less than in all EU
EU 15 8.0 9.7 members and is almost four times less than the
Slovenia 9.1 1571 average of the EU 25. Of the comparison countries,
Ireland 7.7 9.7 only Bulgaria and Romania are behind us. At the
Austria 7.5 7,9 : : ST S
same time, since 2002-2003, participation in life-
Hungary 3,2 6,0 . . . .
long learning increased in all the comparison coun-
Slovaki 9,0 4,8 . . . e .
| Olva “ e i tries. This very troubling situation is confirmed by
ta , b . .
/ the survey of the Global Competitiveness Report, in
Portugal 2,9 3,7 hich ‘ | o led
Croatia 15 21 w |c. asse.ssments of employee trallnmg ed to
Bulgaria 13 14 Croatia falling from from 67th place in 2002 to a
Romania 1 13 very poor 88th place in 2004.

*Ages 25 to 64

Sources: EU, Labor force survey, 2004, Aralica and
Basic (2004).

KEY FINDINGS
|

m Fducation is still not a factor for improving competitiveness.

m The current state of life-long learning does not help improve competitiveness
and does not stimulate growth based on a well-trained labor force.




4.4 Entrepreneurship and the Growth of Enterprises

m Very Weak Entrepreneurship in Founding New Enterprises

The majority of economies in Central and Eastern Europe have high rates of new enter-
prise formation. The introduction of an open, market economy during the 1990's cre-
ated many business opportunities on the domestic market and/or for exports.

Comparing data on the formation of new firms in Croatia shows that the process of “cre-
ative destruction” has become seriously stuck. There is no single reason. Data on the
effectiveness of three basic markets key to the functioning of this process - the labor mar-
ket, financial markets and goods markets - show that all of them are ineffective.

International comparison of entrepreneurial activity, undertaken by the GEM Project, is
based on the index of Total Entrepreneurial Activity (TEA)."™ Croatia’s TEA index for 2002
was 3.6. This means that only 3.6% of people between 18 and 64 planned to start their
own business or had a business less than 42 months old. Croatia was 32nd out of 37
countries participating in GEM in 2002. The average TEA index for all countries partici-
pating in the survey was 6.9. The relative position of Croatia deteriorated in 2003, when
it came in 41st out of a total of 41 countries participating.

m A Jow rate of active enterprises. The rate of formation of new enterprises has not
exceeded 2% per year.

The average rate of new enterprise formation in Croatia from 2000 to 2003 was only
1.5%, much lower than the rates in comparison countries, except for Slovenia. This
amounted to a relative decine in comparison to the period 1997-2001, when the rate
was an also low 2.2%. The share of active enterprises in the total number of registered
enterprises was also quite low, similar to levels in other Central and East European coun-
tries, except for Slovenia (Table 13).
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Table 13. Average Rates of Enterprise Formation

Rate of formation of Share of active enterprises

enterprises, % (2001) in total, % (1997-2000)

Croatia 1,5* 39,5*
Slovakia 26,4 44,0
Hungary 6,1 32,0
Slovenia -2,2% 67,0
Bulgaria - 41,0
Romania 6,6 40,0

* 2000.-2003.

Sources: Croatian Statistical Yearbook 1999-2003, CBS and FINA, for other countries, “SME’s in Europe - Candidate
Countries” European Communities 2003, page 16 and Radosevi¢, Slavo and Tomasz Mickiewicz (2003), Innovation
Capabilities in Seven Candidate Countries: An Assessment, Volume 2.8, Enterprise Directorate General EC, p. 36

°TEA (Total Entrepreneurial Activity) combines the number of people who attempt to start their own business and the
number who are owners/managers in active enterprises not more than 42 months old. Thus the TEA index is the number
of entrepreneurially active people in these two categories per 100 surveyed population aged 18 to 64.
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The survey of the Global Competitiveness Report shows that, according to assessments
of the ease of starting up a company, Croatia has fallen 26 places - from a very good
33rd place in 2002 to 59th place in 2004. Company registration in Croatia takes four to
six weeks on average. Registration costs are about 660 USD (including costs of notaries
and publication in the official gazette).

4.4.1. Enterprise Growth

Along with start up, the growth of existing enterprises is an important aspect of entre-
preneurship. The existence of many newly-formed companies that do not grow and do
not invest bespeaks a crisis of “coerced” entrepreneurship, not market opportunities.
The growth of an enterprise depends on the internal relations and capabilities of its man-
agers, and on the development and quality of relations with customers and suppliers.

m The closed circle of “internal entrepreneurship” - undemanding customers
and monopolized markets, weak local suppliers

A competitive market structure and demanding customers constitute an important stim-
ulus for “internal entrepreneurship”, or the development of entrepreneurial behavior
among managers . When markets are monopolized and customers have low purchasing
power, a closed circle is created in which enterprises are not forced to innovate via new
products or new services. The Global Competitiveness Report survey shows that Croa-
tia's situation in 2004 had elements of this “closed circle”, accompanied by a very high
degree of monopolization of markets (92) and ineffective competition policy (93).

Figure 18. Assessments of Competition and Customers

Intensity of local competition

) 80 Sophistication of local buyers'’
. ) A\ products and services (tradition
| vs. newness)

Effectiveness of
anti-trust policy

Extent of market

! Extent of marketing
dominance

Buyer sophistication " Degree of customer orientation
(quality vs. price) ‘

Extent of locally based competitors

2002 ™ 2003 m 2004

Source: Global Competitiveness Report, WEF




Competition is mainly local (89), and because of low purchasing power, it is mainly ori-
ented to prices (89). While domestic customers are somewhat more sensitive to product
novelty (72), the overall conditions in which enterprises are operating create very weak
customer orientation (88). In the period since the last Report, Croatia has moved back-
wards in almost all aspects of market structure and customer sophistication. This trend is
very unfavorable and must be ended by stimulating increased competition on goods and
services markets.

The second important element of stimulating “internal entrepreneurship” in enterprises
is the relationship with suppliers (vertical chains). The Global Competitiveness Report
survey shows that Croatian entrepreneurs give roughly equally good assessments of the
availability of local supply of inputs and machines (52nd and 57th place). However, the
assessment of the quality of local suppliers is still low.

Since the last Report, entrepreneurs assess that the development of domestic clusters
has become worse.

4.4.2. Foreign Direct Investment

According to the relative amount of foreign direct investment since 1999, Croatia is
among the most successful countries in Central Europe. This is due mainly because to large
investments in the banking and telecommunications sectors, which have a high share in
GDP, but which are not export oriented and which have only limited multiplier effects in
the domestic economy.

As a share of 2003 GDP, Croatia received a greater value of foreign direct investment than
all other comparison countries except for Ireland in the years between 2001 and 2003
(Table 14). Such direct foreign investment per capita places Croatia among the most suc-
cessful transition countries (Figure 19).

One specific feature of Croatia, which only two other Central European countries (Hun-
gary and Slovenia) share, is relatively large outward investment. From 2001 to 2003,
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Table 14. Foreign Direct Investment from Figure 19. Foreign Direct Investment
2001 to 2003 (% of 2003 GDP) Per Capita (euro)

In the country Abroad Difference

900
Ireland 44,0 10,9 33,1
. — 800
Croatia 16,5 2,8 13,8
Slovakia 16,4 0,2 16,3 ] 700
Bulgaria 15,8 0,3 15,5 — 600
Hungary 11,2 2,7 8,5 — 500
Slovenia 9,7 2,1 7.6 ] 400
Romania 6,9 0,1 6,8 ] 300
Portugal 5,7 7.5 -1,7
— 200
Austria 5.5 6,3 -0,8
_| 100
Italy 32 33 -0,1 i> . ‘:
0
Sources: IMF-IFS, October 2004, Croatian National Slovenia  Hungary  Slovakia ~ Croatia  Serbia  Bulgaria  Romania

Bank Bulletin No. 97, World Investment Report 2004
Sources: Central Banks 2002 2003 W 2004
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Croatian enterprises invested 780,1 million USD abroad in direct investments. This was
16.7% of the value of inward investment. Although the average competitiveness of
Croatian enterprises is low, it is encouraging that a few leading enterprises are able to
compete via direct investment abroad.

m Weak Attractiveness of Export-Oriented Foreign Direct Investment is One of the Key
Development Problems

In terms of its attractiveness for foreign investment, Croatia finds itself stuck between high
unit labor cost and undeveloped service and education infrastructure to attract export ori-
ented investment based on a higher share of engineering or services. Croatia’s image has
been inadequately formed. Investors remain focused on countries that have gone much
further in making efforts to attract them (the Czech Republic, Slovakia), or on countries
with low labor costs (Romania). Neither strong attraction efforts nor low labor costs have
been significant factors in attracting investment in Croatia.

m Very Large Fall in Assessed Abilities to Absorb Imported Technology

Figure 20. Elements of Competitive Advantage, Conditions Data from the Report show that Croatia

and Mechanisms for Adopting Technology is very poorly ranked in foreign invest-
ment as a source of new technology
Prevalence of foreign technology licencing

1067~ since these investments have mainly be-

Nature of en concentrated in services (Figure 20).

FDI and .
competitive The most favorable assessment is of the

technology transfer A
| advantage ability to absorb new technology via li-

censes. This confirms that our enterpris-
es mainly demand standard technology
that can be obtained on the market and

Technology . . .
4 that does not require complicated finan-
absorption y Process' ‘ . q . .p
production cial mechanisms or conditions. The resul-
sophistication 5 of the survey show worsening assess-
ments of the sophistication of the pro-
Technological readiness Government procurement of duction process, of natural competitive

advanced technology products advantages and especially of the ability

2002 ®2003 H 2004 .
of enterprises to absorb new technology.

Izvor: Global Competitiveness Report, WEF

KEY FINDINGS
|

m The very low rate of formation of new enterprises indicates that market
opportunities are few and that many institutional barriers and risks to the for-
mation and growth of enterprises still are present.

m After a relatively long period of market and other institutional reforms, the
market and internal working conditions inadequately stimulate individual and

internal entrepreneurship in enterprises.

m The relatively high share of foreign direct investment is still oriented to the
domestic market only.
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4.5 Quality, Innovation, Research and Development

The improvement of quality standards, the introduction of innovation and the creation of
research and development activities are very important mechanisms of entrepreneurship.
Quality standards is a very important problem facing domestic producers, especially
regarding exports. Innovation or the introduction of products and processes that are new
to the enterprise (although they do not have to be new to the market or the world), are
a very good indicator of the internal entrepreneurial dynamics of an enterprise. Research
and development activities are common in very innovative enterprises, which often have
organized cooperation with educational and research organizations. These three groups
of indicators emphasize the degree to which domestic enterprises are able to secure more
lasting sources of competitive advantage that go far beyond static advantages in costs,
flexibility or knowledge of the local market.

m Based on it use of quality standards, Croatia is
substantially behind the new EU members.

Table 15. Number of ISO 9000 Certificates

Measured by the number of enterprises . )
per Million Population

with ISO 9000 standards, Croatia is in a

. . . . D ber 2003
group with Romania, Bulgaria and Serbia ecember

) ) Of which

and Montenegro, and is far behind the Total ISO 9001-2000
countries of Central Europe. Table 15 italy 1106 1106
shows the number of I1SO 9000 standards Hungary 792 775
per million population in comparison Ireland 422 290
countries in 2003. Although the data for Austria 396 347
the last several years, including 2003, are Portugal 384 325
unreliable due to the introduction of the Slovenia 233 233
new ISO 9001:2000 standard, they still Slovakia 228 213
show a great lag among Croatian enter- Croatia 184 184
prises in introducing quality systems. Bulgaria = 12
Romania 143 92

Serbia and 21 10

Montenegro

The table is based on data from The ISO Survey -
www.iso.org and http://www.cia.gov/cia/publica-
tions/factbook. Source for Croatia: EIZ (2004)

m Although stagnating, total investment in R&D is still at the relatively high level of 1.1%
of GDP. However, the employment of researchers in the business sector is very low.

Gross domestic expenditures for research Table 16. Gross Domestic Expenditures

and deVelOpment (R&D) haVe Stagnated for Research and Deve|opment
at a level just above 1% of GDP (Table

16). Although the level of these expendi- 2000 2001 2002 2003

. L i _ [¢) o, 0 o,
tures in Croatia is below the EU 15 ave- Udio uBDP-u 1.23% 1.07% 1.12% 1.14%

rage (1.98% in 2002), it is nonetheless Source: “Research and Development”
2000-2003, Central Bureau for Statistics
above the average for the 10 new mem-

bers of the EU.
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The share of the business sector in R&D employment in Croatia is very low - only 19%.
Only Bulgaria, of all the comparison countries, has a lower share. The EU 15 average is
56%. However, the large share of the government sector and higher education in
research and development employment does not mean that there are too many employ-
ees in these areas. According to shares in the labor force, in comparison to the EU 15,
Croatia has a “normal” amount of employment in the government sector and higher
education, but exceptionally low employment in the business sector (0.14%). The latter
is five times less than the share in the labor force in the EU 15 (0.67%).

m Favorable Assessments of the Public R&D Sector But Weakening
of Own Innovative Capacities

The Global Competitiveness Report survey shows that domestic enterprises are losing
the ability to produce their own innovations and that they are turning more and more
to licenses. In this respect, Croatia has fallen from 41st (2002) to 60th place (2004). At
the same time, domestic enterprises have lost their ability to absorb imported technolo-
gy, which partially explains their turning to licenses (Figure 21).

Entrepreneurs give relatively favorable assessments to the supply of research services and
the quality of domestic research institutions, as well as to cooperation with universities.
However, with business R&D stagnating, with the innovative capacities of enterprises
weakening and with enterprises turning to licenses, the public sector cannot compensate
for this negative trend.

Figure 21. Assessment of the Public R&D Sector, Own R&D and Innovative Capacities

Local availability of specialized research and education services

1007
Capacity for . /89 Quality of scientific
innovation 60+ research institutions

Collaboration with industry

Subsidies and tax credits and universities

for firm-level research and
development

Company spending on R&D
2002 m 2003 m 2004
Source: Global Competitiveness Report, WEF

OCJENA
|

m A /imited number of enterprises that are active in advancing quality, and a trend
to decrease the share of the business sector in R&D, shows that Croatian
enterprises have not assured themselves long-term sources of growth.
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CONCLUSIONS

Economic growth in Croatia was achieved in the period between 2002 and 2004 largely
by activities with limited futures: construction-investment in highways financed by foreign
borrowing and growth in trade-domestic consumption. However, such growth did not
result in a strengthening of the economy’s competitiveness, which de facto decreased rel-
ative to other comparison countries. These countries advanced faster and carried out sys-
tematic reform packages. Because of this, the logical conclusion of this year's report is:
Too little and too slow - if we wait to stay in the same place, we have to run - and if we
want to move forward, we have to run faster than others.

In other words, the content and tempo of change in Croatia has not been adequate for
a dynamic world in which we want to advance and become competitive.

What did the countries of Central and Eastern Europe do, and what allowed
them to increase their relative competitiveness?

The answer lies in effective, successful and mutually reinforcing efforts of three groups of
factors:

m The level and tempo of institutional structural changes
m The content and focus of reform programs
m Positive changes created by expectations of European Union accession

Relative to the countries of Central Europe - Slovakia, Hungary and the Czech Republic,
Croatia lags behind in institutional structural changes related to transition and arising
from the accession process. Lowering the costs of government consumption via success-
ful reform of pension and health systems, increasing the efficiency of the public adminis-
tration, decreasing subsidies, removing administrative barriers to investment and decreas-
ing the total tax burden all had a positive effect of the competitiveness of the economy
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in these countries. Another factor, which had a powerful and positive effect on their
growth and on the improvement of their competitiveness, was the change in expecta-
tions because of the process of EU accession, which also attracted foreign investors.

Relative to Romania and Bulgaria, who are very important reference countries for us
today, Croatia does not lag behind too much in institutional changes related to transition.
However, the intensity and content of changes related to EU accession is much stronger
in these countries. Also, the certainty about the date of accession (2007) in these coun-
tries imparts a significant positive effect on business expectations and increases the coun-
tries’ attractiveness to foreign investors. This factor, along with better cost competitive-
ness and simplification of the tax system (for example, Romania has introduced a single
tax rate), has led to a relative improvement in competition in these countries.

When all three groups of factors are applied to Croatia, it turns out that the absolute and
relative weakening of competitiveness in the last two years is partially the result of:

m Weakening of the intensity of structural reforms

m [ong-term competitive problems of Croatia - high unit labor costs, high government
consumption, low effectiveness of public administration and administrative and other
limitations to implementation of investment

How can Croatia turn around the negative trend in competitiveness?

The hesitation about strategy, the rapid growth of indebtedness and the fragmentary
reforms that have been enacted until now, cannot ensure rapid accession to the EU. Nor
can they provide a level of gross domestic product substantially above that achieved in
1989. If Croatia were a member of the EU today, we would be the country with the low-
est GDP per capita. Is this what we want?

The answer is clear: Instead of the option of gradual changes and postponement, Croatia
needs an option of vigorous action based on pragmatism, a realistic assessment of our
problems and active attention to the areas that can contribute to improving competitive-
ness. The “55 Recommendations for Increasing Croatia’s Competitiveness”, which the
National Competitiveness Council formulated at the beginning of 2004, is a necessary
framework whose set of priorities and measures should be introduced into daily life as
soon as possible.

It is encouraging that the Government has begun to implement some of these recom-
mendations. Unfortunately, not all of them are being implemented, and some of the
seven priority areas are not being covered. Qualitatively important moves to operational-
ize the recommendations and mobilize interested parties have been seen in only two key
areas for improving competition - speeding up the process of modernization of educa-
tion and the beginnings of reform of the judicial system. Working out and implementing
measures in the other priority areas is lagging or lacking altogether.

The beginnings of the reform of the judicial system and education show that change is
possible and that change can be implemented - if there is the will to do so.




1. The tempo of structural institutional changes related to the transition process -
privatization, liberalization and enterprise restructuring - must be increased substantially.

2. The tempo of changes related to the EU accession process, which strengthen the
competitive ability of the Croatian economy, must be increased

m The reform of the judicial system and the modernization of public administration
must be accelerated to reach EU standards, limit corruption and remove the factors
that act as a brake on the process of competition and restructuring.

m Macroeconomic stability and a decrease in debt should be assured through more

rapid fiscal consolidation, along with the implementation of strong anti-monopoly

regulations.

Government consumption and the overall tax burden should be decreased.

Export orientation should be stimulated through foreign direct investment.

Administrative barriers to investment should be removed.

The system of government subsidies should be transformed to create programs that
will advance quality, innovativeness and training.

m Increase labor productivity through improved quality and management, education,
innovation, and the introduction of new products and processes.

3. Scenarios for EU accession and platforms for accession negotiations should be elaborated
as soon as possible.

Experience shows that the main weakness of reforms in Croatia is their slowness and the in-
consistency of implementation. In addition, the public has been poorly informed about reform.
This leads to lack of comprehension of the goals of reform, and resistance to and postpone-
ment of change, even though change is in the interest of the large majority of the population.

In order to reverse the trend of lagging behind relative to others, Croatia must create a
much stronger social consensus about the direction and content of changes. This also
means that the a development strategy should finally be created with development pri-
orities, clear goals within these priorities, a work plan for implementation of these goals
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and quality implementation including clear designation of responsibility for implementa-
tion. All of this requires a greater degree of political will and leadership with the initiative
and dedication from all the key interested parties.

The National Competitiveness Council considers it an obligation and a responsibility to
emphasize that the passage of time and the automatic course of events are not and can-
not be a self-requlating framework for positive change in our country. The position of
Croatia on the international list of competitiveness, as well as the trends in the last three
years, clearly show the need for a rapid and comprehensive change of course, and
the achievement of national strategic goals:

m Achieving sustainable GDP growth
® Decreasing unemployment

® Increasing the quality of life

® Increasing social participation

These goals require changes in attitude and in behavior.
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