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Croatia’s drivers of growth
before the crisis

» Capital accumulation key driver of growth: investment levels above
middle-income countries, but impact on growth comparatively limited
(mostly civilian construction)

» Limited contribution of total factor productivity (TFP) due to limited
trade integration, modest (off-the-frontier) innovation performance
and inefficiency in the use of labor and capital

» Close to null contribution from labor-- aging and skills mismatches are
challenging current and future obstacles

» Striking difference with the CEE whereby growth driven
mainly by TFP gains, i.e. using existing resources more
efficiently and improving the investment climate.



Fifth year of recession deepened
vulnerabilities
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Continuous Decline in Croatia’s
Competitiveness

* Ranked 81t on the GCl and 84 in the Doing Business Survey

e Continuous decline from 2008

* Among the SEE countries, while comparative GDP pc with CEE

* Lags in protecting investors, dealing with construction permits, and registering property
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Lack of Competitiveness Constrains Growth

e Asian Tigers
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Croatia: The Most Problematic Factors for
Doing Business, 2012-2013

Inefficient government bureaucracy ..........ccccocveeveeieennn. 17.4
COrTUPTION 1. e 12.2
Access 10 fiNaNCING .ovvvceeeeeeee e 10.6
Restrictive labor regulations.........c.ccccvovieiiieiiececcce 9.6
TAX FAES. ..o 9.4
Policy instability ........coeeeieeee e 8.4
Tax reguIations .......coiveceiecee e 7.6
Crime and theft ..o 5.1
Poor work ethic in national labor force .........cccvvvvciiviieennn. 4.7
Insufficient capacity t0 INNOVAte..........ccoeeeieeiiiiiecieecie, 3.4
Inadequately educated workforce.........ccoceocevieiiieciieeineenns 3.2
INFIALION ... 2.8
Government instability/Coups ......cccveivieecveece e 2.0
Inadequate supply of infrastructure..........cccoveeviieciieeiieenn, 1.8
Foreign currency regulations........ccccvviivieieeniicnie e, 1.4
Poor public health .......ccciviiiiiei e 0.4
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It’s about institutions, innovation and labor
market

Global Competitiveness Index 2012-13, ranking

M Balkans MEU-11 M Turkey i Central Asia M Croatia ECA Average OECD Average
124
102 106
91
82 82 a
69 73 74
56 56 -
51
- 44 43 46

Institutions Infrastructure Higher Education and Training Labor Market Efficiency Innovation

Croatia performs notably poorly in terms of institutions, labor and goods market
efficiency, innovation and from recently macroeconomic environment.

Croatia’s strengths are seen in infrastructure, health and primary education, and
technological readiness.
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Structural problems persist on the labor market

The lowest participation and employment

rate in EU
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Labor market entry for youth particularly

constrained
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What To Do - Fiscal Consolidation

» Need to regain the investment credit rating before the capital
market deteriorates (again)

» Growth strategy based on further capital accumulation and high
levels of external financing unrealistic given Croatia’s high public debt
(67 percent of GDP if guarantees are included) and external
vulnerability (debt to GDP ratio at above 100 percent).

» Expenditure-based consolidation remains priority — public spending
at around 45% of GDP as opposed to 40% of GDP of EUI0

* Fiscal space exist in the area of wage bill, subsidies and
consumption

" Social spending requires redistribution from categorical to
targeted social programs and a separation from contribution-
based benefits from categorical benefits

= (Capital spending needs to be EU-funded based and under
consideration of future maintenance cost



What To Do — Business Environment

* Investment climate - insolvency proceedings; issuance of construction
permits; registering property; and transparency of related-party
transactions.

* Open up the network industries such as energy, railways, postal services
and telecoms to competition to deliver better services at better prices
for business and citizens.

* Deepen the governance reform — e-governance, performance-based
public sector pay; territorial reorganization; review business necessity of
quasi-fiscal institutions

Dealing
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What To Do — Labor Market and Skills

Increase hiring flexibility (a good set of proposals submitted by the government)
Reduce rigidity of collective firing
Improve VET education and provide incentives for life-long learning

Reduce incentives for early retirement, consolidate social benefits and improve their
targeting

Employment Protection Legislation, Croatia and the EU, 2008
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What To Do - EU Funds

» July 1,2013 Croatia Becomes 28" EU Member State

» EU Structural Funds: Croatia will have 1.2% of GDP available

for absorption in 2013 or 0.8% of GDP in payments or
threefold from 2014,

» EU funds an opportunity to ease the external balance position
and improves debt sustainability

> What needs to be done!?

Create fiscal space of about | percent of GDP per year as counterpart
funds and for pre-financing

Develop sector and regional development strategies linked to sustainable
fiscal frameworks, so the funds are not used for ‘roads leading to
nowhere’.



To summarize

Growth performance from pre-crisis hardly to be repeated
soon; new sources of growth are needed.

Urgent priority to address vulnerabilities through fiscal
consolidation and reduction of public and external debt,
backed by fiscal rules.

More proactive structural reform strategy to improve
investment climate, labor market and increase efficiency of
public sector.




Thank you!

For questions: smadzarevic@worldbank.org



