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Executive Summary

Croatia 2030: Roadmap for a Better Future is a World Bank report summarizing the analysis per-
formed by the Bank in support of Croatian authorities for the preparation of the National Develop-
ment Strategy Croatia 2030 (hereafter NDS Croatia 2030). The preparation of the NDS represents a
novelty for Croatia on several fronts. First, while broad vision documents were produced in the past, this
is the first time Croatia embarks on a comprehensive and evidence-based process to prepare a national
strategy using a participatory and bottom-up approach. Second, this is also the first time that rigorous
sectoral diagnostics are accompanied by recommendations on areas of reform and policy actions for the
next decade. Finally, the strategy is being prepared under a new strategic planning system, aiming to ensure
consistency among long term strategic documents, medium-term plans and short-term implementation doc-
uments. It is important to note that this Report is not a strategy, it does not set the vison for the country nor
does it contain strategic objectives for Croatia. Also, the list of reforms and investments is not exhaustive
and requires further prioritization and modification by Croatian authorities. Instead, this Report is intended
to serve as an input that can guide Croatian authorities in the preparation of their strategy and point to
critical reform areas. In addition, the Report, together with the policy notes it builds on, can help the Cro-
atian government in the preparation of the next Partnership Agreement between Croatia and the European
Commission, as well as to define the Operational Programs for the new EU financial perspective (2021-
2027).

Croatia has made significant economic progress since independence, but the global financial crisis
has exposed weaknesses in its economy and growth model. Prior to the 2008 global financial crisis,
building on the market-oriented structural reforms of the 1990s and on regained political stability, Croatia
achieved significant social and economic progress. While the average annual growth of 4.4 percent rec-
orded during the 2002-08 period was solid, it was largely debt financed, implying a decline in the saving
rate and leading to a significant increase in financial liabilities, while the contribution of exports to GDP
growth was by far the lowest in the CEE region. The 2008 global crisis exposed the weakness of such
growth model. Borrowing costs increased, capital inflows dried up, and the economy was pushed into a
recession with a sharp contraction in employment, private sector illiquidity and rising fiscal imbalances.
The crisis hit Croatia hard causing a reversal of the convergence process and a six-year long recession that
reduced output by 12 percent and investment by 33 percent, while unemployment doubled to above 17 per-
cent by 2014.

Economic growth now rests on more solid foundations, but it remains comparatively low. Since 2015,
a more favorable external environment, along with the effects of EU accession in mid-2013, has helped to
reignite growth to an average of 3 percent per year in 2015-18. Exports have been performing strongly
supported by record-high tourist seasons and a recovery of merchandise exports, as Croatian firms inte-
grated in European value chains and increased their market shares after EU accession. Private investment
has also recorded solid growth, accompanied by significant corporate deleveraging, even as government
investment plunged due to the slow absorption of EU funds and fiscal consolidation. Recovery started in
2015, but by 2018 Croatia was the only country in the CEE region whose output level had not yet reached
the pre-crisis level.

Croatia should preserve its hard-won fiscal stability and take advantage of the opportunities offered
by euro adoption in the near future. Fiscal developments have been favorable since 2014, with signifi-
cant improvement in the fiscal balance and public debt firmly on a downward path. In 2018, public debt
dropped below 75 percent of GDP, almost 10 percentage point below the peak reached in 2014. Croatia
will need to continue with debt reduction, while ensuring growth and an equity friendly composition of the
budget. The policy focus in the upcoming period will therefore have to be on rebalancing expenditures,
reducing the tax burden and improving the management of public debt. On the monetary and financial
sector front, it is critical to preserve the stability of the financial sector and its ability to support growth. In
a system dominated by banks it would be advisable to further develop capital markets as a source of fi-
nancing equity or issuing corporate bonds and strongly promote private equity, venture capital and angel
financing. In 2019 Croatia made a first official step towards euro adoption by sending a letter of intent to
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join the Exchange Rate Mechanism (ERM I1). Introduction of the euro as the national currency will signif-
icantly reduce the currency risk, promote financial stability and create opportunities for even deeper eco-
nomic and financial integration with the rest of Europe.

A new reform impetus is needed to close the income gap with wealthier EU partners and achieve
inclusive and sustainable growth. Income convergence requires boosting the economy’s growth potential
by encouraging a more efficient allocation of resources, promoting more and better investment in tangible
and intangible productive assets, as well as raising labor force participation and the quality of human cap-
ital. Concerted reforms on these fronts must be accompanied by a conscious effort to achieve more inclu-
sive growth across social groups and geographical areas and to preserve the country’s natural assets.

Unlocking productivity to accelerate the pace of convergence

Croatia’s productivity performance lags its CEE neighbors. Croatia’s overall productivity only mar-
ginally increased over the last 15 years, compared to a significant rise in most other CEE countries. While
drivers of productivity are difficult to identify, quality of national institutions and regulations, the business
environment, and the innovative capacity of the domestic economy are often put to the forefront.

Improving the effectiveness of Croatia’s public administration would positively affect the quality of
public service delivery and trust in public institutions. According to World Bank data on the quality of
governance, in 2017 Croatia was ranked 23 among the 28 EU member states regarding government ef-
fectiveness. This multidimensional indicator captures perceptions of the quality of public services, the
quality of the civil service and the degree of its independence from political pressures, the quality of policy
formulation and implementation, and the credibility of the government's commitment to such policies.
Increase in the quality of public sector institutions would also lead to a higher level of trust in the fairness
and efficiency of these institutions and in government in general facilitating implementation of reforms.

Easing regulatory constraints would facilitate business operation and growth. A comparison with peer
countries reveals the slow pace of business environment reforms in Croatia. The 2019 World Economic
Forum’s (WEF) Global Competitiveness Report ranks Croatia 63" globally, the lowest among EU member
states. Croatia also continues to lag peer EU countries in key Doing Business indicators, including starting
a business, dealing with construction permits, access to credit and resolving insolvency.

Reducing the State footprint in the economy would lead to a more efficient allocation of resources.
Croatia's general government expenditure-to-GDP ratio, at 46.1 percent in 2018, is well above the level
prevailing in most of its CEE peers, while the incidence of taxation is correspondingly high, creating a
burden for the economy. Croatia especially stands out for the size of its public sector wage bill, which
limits fiscal space for more productive spending and raises concerns about fiscal sustainability during eco-
nomic downturns. This highlights the importance of boosting the efficiency of public sector spending to
generate savings for the budget, while improving the business environment. Moreover, extensive state
ownership has the likely consequence of impairing growth since average productivity and allocative effi-
ciency are lower in sectors with high state presence. A large SOE footprint affects factor returns, influences
output prices by limiting product market competition and reduces private firms’ incentives to invest, inno-
vate and become more productive.

A better, faster and modern judiciary is of paramount importance to improve the business environ-
ment and increase trust in Croatia’s public institutions. Croatia has undertaken comprehensive reforms
to address the key challenges of the justice system during the pre- and post-accession period. Noteworthy
progress has been made in recent years in key areas, especially concerning the reduction of the backlog of
cases. The court system, however, continues to manifest significant inefficiencies regarding the length of
time to resolve cases, the significant costs of the system (with the largest number of judges per capita in
the EU), and public perceptions not only of inefficiency, but also of unpredictability and corruption, espe-
cially in civil and commercial cases.

A legal and institutional framework to prevent and address corruption is in place, but enforcement
needs improvement. Widespread perception of significant corruption, including within the justice system,
requires higher attention from policymakers. Outcomes of the improvement of the policy design process,
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including better transparency and inclusiveness in the area of anti-corruption, remain to be seen. More
effective implementation of policy measures envisaged by the anti-corruption strategy is crucial.

Strengthening productivity will also require modernization of Croatia’s approach to research, de-
velopment and innovation. In 2017 Croatia spent 0.9 percent of its GDP on RDI, compared to the Europe
2020 Strategy target of 3 percent, and will not reach its national target of 1.4 percent of GDP by 2020.
Only half of this amount is spent by the private sector with the rest being public research centers and
universities, the latter still being funded in very traditional ways relying to a large extent on grants. Em-
ployment in R&D is very low, especially in the business sector. Croatia’s rate of transformation of research
into high added value products and services is also low, resulting in very limited impact of R&D expendi-
tures on increased sales.

Investing in tangible and intangible assets to improve connectivity and innovation

Significant investment needs suggest capital accumulation will remain an important growth driver
in the next decade. During 2002-08, overall investment was one of the main drivers of GDP growth, with
an average share in GDP of 26 percent and average annual growth above 10 percent. At the same time,
general government investment reached 6 percent of GDP, one of the highest levels in the EU, to a large
extent related to investment in roads and highways infrastructure. Concomitantly, rapid capital accumula-
tion made the largest contribution to potential growth, also reflecting strong capital inflows from abroad.

The composition of investment has recently improved, but investment levels remain significantly
below the pre-crisis period. The 2002-2008 period was dominated by investments in non-tradable sectors,
like retail and housing, with limited effect on aggregate productivity growth. Following a sharp contraction
in the post-crisis period, investments have started to recover since 2015, albeit at a slower pace and inflow
of FDI remained low. On the positive side, the composition of investment has improved, with a strong
contribution from investments in manufacturing, and financing increasingly shifting from debt to own re-
sources and EU funds.

Going forward, the contribution of investment to economic growth will depend on Croatia’s ability
to create an investment-friendly environment for domestic and foreign entrepreneurs, as well as on
the recovery in public investment and effective utilization of EU funds. Efficient implementation of
reforms aimed at improving the business environment and the efficient absorption of EU funds will cru-
cially hinge upon effective management, professionalization and depoliticization of public administration,
both on the central and local level.

Investments are particularly needed to help Croatia strengthen the integration of its transport net-
works into the international flows of goods and passengers and to increase its ability to satisfy the
new needs of the European and global transport market. The transport sector can support Croatia’s
economic development by further leveraging the country’s advantageous geographical position. Currently,
Croatia’s transport system is highly unbalanced in terms of the competitiveness of various modes of
transport. Such outcome reflects the very significant investments made in the road sector in the 2000s, and,
on the other hand, significant underinvestment in other modes of transport, especially in railways. Also,
further development of major seaports requires additional investments in their capacity for goods transport
and provision of other logistical services. Finally, investments for better connectivity of the islands could
have immediate development benefits.

Investments can also help improve Croatia’s digital performance and R&D driven innovation. While
Croatia has made good overall progress in recent years in digital performance, it still belongs to the low-
performing cluster of EU countries. Croatian citizens are above average internet users and enterprises are
keen to employ digital technologies, but low connectivity remains a challenge, as rural broadband connec-
tivity and fast broadband coverage are limited, and affordability of broadband remains the lowest in Eu-
rope. Therefore, public and private investment in ICT and new technologies in general could open new
business opportunities and increase the country’s competitiveness. This can be further supported by invest-
ment in R&D capabilities. While Croatia’s non-R&D driven innovation performance, including marketing
and organizational innovation, improved recently, R&D-driven innovation is lagging significantly behind
peers and deserves special attention from policymakers.

Croatia 2030: Roadmap for a Better Future 10



EU funds can help boost public and private investment and shift its composition towards growth
inducing areas and environmental sustainability. Large amounts of EU funds tend to be invested in
areas that are critical for improving Croatia’s competitiveness, such as research, development and innova-
tion; entrepreneurship; labor market and education; energy transition; ICT and others. These areas include
investments in both tangible and intangible assets. The latter are particularly important as they often include
activities related to knowledge creation and lead to improvements in labor productivity. Furthermore, sub-
stantial resources are devoted to energy efficiency, to ensure compliance with environmental directives,
and to ensure protection of natural assets.

Encouraging labor supply and investing in people to power future growth

Labor shortages and skills mismatches in the labor market are increasingly becoming a constraint
for growth. Policy actions are needed to address adverse demographic trends including emigration, low
labor force participation, comparatively poor education outcomes, and inefficiencies in the provision of
health services.

A demographic crisis and emigration are reducing labor supply. Croatia’s total fertility rate has de-
clined from 1.5 to 1.4 over 2001-2017, compared to an average increase from 1.5 to 1.6 in the EU over the
same period. At the same time, society is aging: the share of people aged over 65 has increased from 16
percent to 20 percent in the same period. Recent estimates suggest that close to 270,000 mostly young
people left the country after accession to the EU amounting to over 15 percent of the labor force. This
situation presents important challenges, not just for the labor market but also by imposing an increasing
financial strain on the pension system and on increasing the long-term demand of health care services.
Family policies, including parental leave, family allowances, and childcare service provision, are the main
instruments that should be employed to foster demographic renewal through increased fertility. Further-
more, the country should consider liberalizing its policy towards inflow of foreign workers and their fam-
ilies and adopt a proper management of migration.

Labor supply is also affected by high inactivity rates. Croatia has a higher rate of inactivity relative to
the EU average for both men and women. In 2018 the inactivity rate among men hovered around 30 percent
and around 40 percent for women, compared to an average of 20 percent for men and 30 percent for women
in the EU. Those not participating in the labor market lose skills, in turn affecting current and future produc-
tivity and lowering future growth prospects. Several initiatives in the last years have introduced measures
to promote employment among the youth, women, long term unemployed, and low skilled workers, much
in line with the Europe 2020 Strategy and the 2016 New Skills Agenda for Europe. However, important
gaps in the supply, accessibility and delivery of labor services exist. Furthermore, without offering targeted
training and creating job opportunities especially in rural areas and lagging regions, just increasing the
funding and range of active labor market policies (ALMP) is unlikely to significantly impact labor market
indicators.

Raising quality of labor through improvements of the education system will determine Croatia’s
ability to leapfrog in productivity. Croatia needs to enhance the quality and relevance of, and access to
education, for all its citizens, including adults. Early childhood education and care for children younger
than three and kindergarten education for children aged 4-6 is significantly constrained and not easily af-
fordable. Access to early childhood education and care varies depending on the area where people live,
also affecting the choices of parents (primarily mothers) regarding their participation in the labor market.
At the level of primary and secondary education low annual instruction time, inadequate teaching methods
and outdated curricula in key subjects contribute to unsatisfactory learning outcomes. However, expanding
the hours is difficult because more than 60 percent of students are enrolled in schools that operate in double
(or even triple) shifts. Also, although a new curriculum is in the process of being introduced, it will take
time to change teaching practices. Finally, Croatia’s institutions of higher education suffer from a weak
accreditation system, resulting in poor matching with labor market needs.

Better human capital also requires improvements in health. Life expectancy in Croatia is comparable
to CEE countries but it is still 3 years below the EU-28 average highlighting the need to strengthen pre-
vention and raise the quality of the health system and promote a healthy life style. While part of the gap is
related to the quality of the health system, many determinants of life expectancy and healthy life expectancy
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lie outside of it. The lack of sustained and focused interventions/measures to capture modifiable risks such
as obesity and smoking, in particular among low income groups who report disproportionately higher levels
of poor health status, is contributing to this gap.

Bridging social and geographical divides to achieve inclusive growth

Despite a reduction during the recent growth spurt, inequalities in Croatia remain comparably high.
Regional disparities in poverty are substantial and on the rise. Such developments deserve close attention
and the implementation of effective social development programs that would enable poor and vulnerable
groups in society to benefit from the increasing opportunities that a growing economy provides. Stronger
social and economic cohesion is among the most significant challenges for Croatia and deserves to be at
the heart of its national development strategy.

The gains from growth need to be shared by providing equal opportunities and adequate protection
to all social groups. In 2018 close to a quarter of Croatia’s population was at risk of poverty or social
exclusion. While sustained economic growth is the most effective way to fight poverty and social exclu-
sion, there is a need for a more effective social protection system to meet the needs of social groups that
are currently poorly protected. These include unemployed persons, single-person households, especially
elderly living alone, and single parents with one or more dependent children are the groups most affected
by poverty. The effectiveness of the current social protection system should be improved, especially with
regard to the amount of benefits, the criteria for the selection of users, targeting and further strengthening
of local social welfare centers.

Poverty in Croatia also has a distinct regional pattern, with strong concentration in the lagging re-
gions in the East, and in the border areas with Bosnia-Herzegovina. The problems of lagging regions
are similar to those facing Croatia as a whole but more pronounced, while specific areas (e.g. islands) face
particular issues. Economic activity is never spread evenly across regions within a country, but the extent
of variation in activity matters for inclusion, growth prospects and social cohesion. Croatia is characterized
by sizeable and rising regional disparities, driven by strong dominance of the metropolitan region, and
highly challenging socio-economic circumstances in the lagging regions, mainly situated in the eastern
parts of the country. The divergence at the subnational level matters because regions that are already lag-
ging risk falling behind even further. Government’s efforts to support more territorially balanced develop-
ment are challenged by the significant fragmentation of the administration at the local and regional level,
which reduces the institutional capacity to undertake appropriate interventions. Furthermore, specific areas
of the country, like the islands, face more pronounced challenges of connectivity, access to basic public
sector services and strong seasonality of economic activity.

Protecting natural capital and addressing climate vulnerabilities to make growth sustainable

Sustainable economic growth requires environmentally friendly policies and investment. Croatia has
a strong national interest to promote sustainable production and consumption and to ensure a high level of
environmental protection and prevention of pollution to preserve its natural resources. High dependence
on tourism, which is mainly based on the natural beauty of the country, and obligations to meet EU re-
quirements underscore the importance of an environmentally sustainable growth model.

Transition towards a circular economy requires system-wide thinking. While the government has
acknowledged the need to move towards a circular economy, and national and local authorities have made
some efforts in this direction, Croatia lacks a comprehensive circular economy framework or strategy. Low
support for dedicated R&D, eco-design, and eco-innovation has further hindered the development of a
circular economy. Recognizing the importance of resource efficiency for sustainability in the long-term,
the EU has adopted the ‘Circular Economy Package’, which amends several directives related to landfills
and waste. Croatia needs to transpose these changes into national legislation and revise its National Waste
Management Plan (2017-2022), which is required to access EU funds in the 2021-2027 Programming pe-
riod.
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The implementation of the current national waste management plan is significantly lagging behind
EU targets, putting Croatia at risk of infringement procedures as well as losing funding under the
current EU operational program. The current recycling rate of municipal waste in Croatia remains still
lower (24 percent in 2017) than the EU average (46 percent) and more than 70 percent of waste was land-
filled in 2017. Moreover, with only two constructed and operational EU-standard compliant waste man-
agement centers (WMC), a significant fraction of the waste is being deposited on approximately 100 land-
fills that are still open.

A similar situation is present in the water sector, where Croatia has failed to meet the first deadline
to satisfy the requirements of the EU Urban Wastewater Treatment Directive and will struggle to
meet future deadlines. Croatia’s slow progress in reaching the EU’s very ambitious, targets in the waste
water sector is also connected with the low investment capacity of the responsible organizations. Further-
more, coverage of water services is high, but the supply network needs to be rehabilitated and upgraded.
The average age of water pipes is more than 40 years, and the system suffers from maintenance backlogs.
This poses a threat to water security due to high water losses, which undermine the financial sustainability
of the system both in terms of increased cost of production and forgone revenues.

Current efforts to plan for adaptation to climate change are insufficient. Croatia is highly vulnerable
to the impacts of climate change and has identified water resources (consumption and irrigation), coast and
coastal zones, forestry and land use change, agriculture, biodiversity, and human health as its most vulner-
able sectors. The National Adaptation Strategy (NAS) covering the period until 2040 with a view to 2070
and the National Action Plan (NAP) are being finalized and should be adopted in 2020. Climate adaptation
actions are yet to be adequately embedded in sectoral strategies. Also, further development of national
capabilities to monitor climate change and undertake research activities in this area is necessary.

The way forward

Croatia is in a good position to leapfrog on multiple fronts during the next decade. While the reform
and investment agenda is substantial, macroeconomic and financial stability, solid economic growth, ac-
cess to EU funds and the prospect of joining the euro area and Schengen zone in the near future create new
opportunities for Croatia. The Croatian economy is now growing at around 3 percent annually, the labor
market is improving, public debt is firmly on a downward path, and advancement has been achieved in
critical areas such as the business environment and institutional quality. This has created an environment
where the return on further reforms can be substantial, leading to stronger economic growth and faster
convergence with the EU. Economic growth, however, can only be sustainable if it translates into shared
prosperity. Equally important, while economic growth is an important prerequisite for improving welfare,
it alone is not sufficient to achieve better quality of life. Living conditions, opportunities for individuals
and families, equal access to education and health services, personal safety, national identity, etc., all
strongly affect well-being.

The preparation of Croatia’s new development strategy for the next decade is an opportunity to
create a platform for a constructive dialogue among all stakeholders on the path Croatia wants to
take in the fourth decade of its independence. The previous national goals of independence, integration
into the international community and accession to the EU have served as anchors for citizens’ aspirations
and goals of policy making for over two decades. After these goals were achieved, and after the economy
recovered from the protracted slump that followed the global financial crisis in 2008, Croatia now needs
new goals and a new social consensus that will guide the economy and society through the next decade.
The preparation of the development strategy is an obvious opportunity to advocate for a new common
ground, new common vision and new social consensus on the type of future Croatia wants for itself and on
the reforms and investment that are needed to make Croatia’s aspirations a reality.
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Figure 1. Croatia continues to steadily recover after pro-
longed recession, but...
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Figure 3. Raising growth potential will be essential for fos-
tering economic convergence, ...
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Figure 5. While public finances are currently on a stable foot-
ing, ...

Fiscal performance, percent of GDP
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Figure 2. ...still significantly lags behind many CEE peers.

GDP per capita, percent of EU28, in PPS
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Figure 4. ...otherwise it could take decades to catch-up with
the rest of the EU.
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Figure 6. ...large state presence still weighs on economic ac-
tivity and allocative efficiency of the economy.
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Figure 7. Unlocking productivity will also
require improved governance, ...

Worlwide governance indicators - 2019
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Figure 9. Aging and strong migration outflows...
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Figure 11. The composition of investment has improved....

Change in investment composition, (2015-
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Figure 8. ...as well as overall business environment.
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Figure 10. ...as well as low activity rates require measures
for raising both quality and availability of labor.

Employment and activity rates, LFS, 2018
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Figure 12. ... but improvement of investment climate and
the efficient absorption of EU funds is needed to boost in-
vestment activity.
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Figure 13. Benefits of stronger growth will need to be
shared among all members of society...

Income-based poverty rate, poverty line (24.9 kuna per day in 2016
prices), Percent, 2004-2016)
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Figure 15. In addition to strengthening inclusiveness, sus-
tainable growth will also require environmentally friendly
policies...

Municipal waste recycled and composted, %

Figure 14. ...and particular attention needs to be given to bal-
anced regional development.
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Figure 16. ...and investment.
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1. Introduction

1. Building on the market-oriented structural reforms of the 1990s and regained political stability,
before the 2008 global economic crisis Croatia enjoyed a period of sustained economic growth and
income convergence with the EU. During 2002-08, real GDP per capita rose annually by 4.5 percent on
average, and its level more than doubled reaching 63 percent of the EU-28 average (at PPS). As a result,
Croatia’s real convergence with EU-28 income levels was similar to other CEE countries.

2. Until 2008, economic growth was mainly driven by largely debt-financed domestic demand, lead-
ing to a buildup of macroeconomic imbalances. The main drivers of expansion were capital investment
and private consumption while the contribution of exports to overall GDP growth was by far the lowest in
the CEE region. Investment averaged 25.8 percent of GDP, comparable with other fast-growing economies
in the region. However, it largely took place in non-tradable sectors like construction, retail and the finan-
cial sector, which stands in sharp contrast to other CEE countries where manufacturing investments ac-
counted for almost a quarter of all investment. The rise in consumption and investment was largely debt
financed, fueled by strong capital inflows and robust credit growth in the domestic banking sector. House-
holds’ saving rate declined and financial liabilities of households, firms and the government rose signifi-
cantly. Furthermore, rapid growth of domestic demand triggered an import surge, and with a modest per-
formance of the export sector this resulted in rising external imbalances.

3. Even in the pre-crisis period, Croatia’s potential growth was among the lowest in the CEE region
with limited productivity improvements. Despite relatively high growth rates during the 2002-08 eco-
nomic expansion, potential growth averaged only around 3 percent, compared to an average of 5 percent
in the CEE region. This largely stemmed from sluggish productivity growth, which made by far the small-
est contribution to potential growth in Croatia compared to the CEE region, reflecting, among other, the
large presence of the state in the economy, including through SOEs, a cumbersome business environment,
poor quality of institutions, unfavorable composition of FDI and a small export sector. Furthermore, despite
long accession negotiations, Croatia was not fully prepared for EU entry in 2013, with institutional short-
comings limiting the country’s ability to efficiently absorb EU funds.

4. The 2008 global crisis pushed the economy into a prolonged recession and reversed the process of
income convergence that was previously underway. Borrowing costs increased, capital inflows dried
up, and the economy was pushed into a vicious circle of declining employment, private sector illiquidity
and eroding business and consumer confidence leading to a sharp fall in investment and private consump-
tion. A six-year long recession reduced output by 12 percent and investment by one third, unemployment
doubled, and the poverty rate rose significantly. This also implied a reversal of the convergence process,
whereas, all other countries in the CEE region (except Slovenia) continued to converge towards the average
EU-28 level of income.

5. Since 2015, a more favorable external environment, along with the effects of EU accession in 2013,
helped to reignite growth on more solid foundations, although the medium-term outlook is less fa-
vorable (Box 1). In 2015, strong exports, coupled with a pick-up of private consumption and investment,
led to 2.4 percent GDP growth, the first positive rate in six years. GDP growth was broad-based, acceler-
ating to 3.5 percent in 2016, before slowing down below 3 percent in 2017-2019. Exports performed
strongly throughout this period, supported by record-high tourist seasons and a recovery of goods exports,
as the European economy continued to recover, and Croatian firms integrated more deeply into European
value chains after EU accession. At the same time, the increase in domestic demand was built on more
solid foundations than before the crisis. Income tax cuts, low energy prices and rising consumer confidence
initially boosted private consumption, later further underpinned by favorable labor market developments,
while households continued to deleverage. Also, private investment recorded solid growth during the re-
covery period, accompanied by significant corporate deleveraging, even as government investment failed
to pick up due to the weak absorption of EU funds and fiscal consolidation.
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Box 1: The global and European context

Global growth decelerated to a post-crisis low in 2019 but is expected to firm in 2020 as investment and
trade gradually recover. According to the January 2020 Global Economic Prospects report, global growth fell
to an estimated 2.4 percent in 2019—a post-crisis low—with key indicators, such as industrial production and
trade, declining in parallel. This weakness was broad-based, with nearly 90 percent of advanced economies and
60 percent of emerging market and developing economies (EMDES) experiencing varying degrees of deceler-
ation last year. Manufacturing activity slowed sharply over the course of last year, and, to a lesser extent, ser-
vices activity also moderated. A prolonged period of rising trade disputes between the United States and China
weighed on international trade, confidence, and investment for most of last year. Trade tensions between the
two economies, however, have partly eased following the negotiation of a Phase One agreement, which includes
plans to roll back a subset of U.S. tariffs in exchange for several Chinese concessions. In the near term, monetary
policy across the world is generally expected to remain accommodative; however, fiscal policy support is likely
to fade.

Against this international context, global growth is projected to edge up to 2.5 percent in 2020 and reach 2.7
percent by 2022, as investment and trade gradually firm. The global outlook, however, masks diverging trends
between advanced economies and EMDEs. Growth in advanced economies is forecast to slow by 0.2 percentage
point this year, to 1.4 percent, with the Euro Area set to decelerate to 1 percent amid lingering weakness in
manufacturing. In contrast, EMDE growth is envisioned to pickup to 4.1 percent this year and stabilize at 4.4
percent in 2021-22, with the pace of the recovery restrained by soft global demand and structural constraints.

The global outlook represents a benign but fragile scenario given ongoing headwinds, with risks remain-
ing tilted to the downside despite a recent reduction in the threat of protectionism. The near-term growth
outlook reflects a benign baseline given slowing growth in advanced economies, subdued global trade, and
moderating commodity prices. More generally, a deeper global downturn could result if global trade tensions
re-emerge, policy uncertainty persists and becomes entrenched, or activity in major economies deteriorates
significantly. Additionally, the global recovery precariously hinges on a pickup of growth in a small number of
large EMDEs, some of which are tentatively emerging from deep recessions or severe slowdowns. Other risks
include financial stress in large EMDEs, heightened geopolitical tensions, or a higher incidence of extreme
weather events. Meanwhile, growth in Europe remains vulnerable to disruption in the United Kingdom’s exit
from the European Union, the future program of EU structural funds, and renewed involvement in conflicts in
Libya, the Syrian Arab Republic, or Ukraine. Against the backdrop of a fragile outlook, many economies are
not adequately prepared to confront negative shocks. In advanced economies, the weakness of the current ex-
pansion has made it difficult for central banks to create room for additional easing, while fiscal space in EMDES
has narrowed amid record-high debt levels and eroded policy buffers.

A number of structural trends affect the context in which European countries develop.? In what follows,
we comment on the specific relevance for Croatia of five structural issues recognized in EU policy.

(i) The demographic and health trends of the EU. These combine “the demographic extremes of very high life
expectancy and very low fertility”.? By 2050 Europe is likely to have twice as many people over the age of 65
dependent on the working population as there are today (the dependency ratio is expected to rise from 32.2
percent in 2016 to 55.3 percent in 2050). This trend will only get worse if not addressed through increased
fertility, higher labor participation and significant in-migration. This is accompanied by longer life expectancy,
especially in the more recent member states as their GDP rises, and is expected to impose a heavy burden on
public finances and on the working population.

(i) Energy and climate change imperatives. On current trends, the proportion of energy that is imported annu-
ally will rise from 50 percent today to 60 percent by 2030, and of this, 80 percent will be fossil fuels. With
shrinking European supplies and rising world demand, this is also likely to be an increasing drain on resources.
Europe — as the host of the Paris Agreement on Climate Change — also has a strong political commitment to the
cause of climate change. Over the next decade, EU policies on greenhouse gases, energy efficiency and on the
conversion to a circular economy will become ever deeper, and this will have a strong impact on the types of
policies that Croatia will be able to adopt and will be required to adopt.

! This draw upon Project Europe 2030 (op. cit.), and “Transitions on the Horizon: Perspectives for the European Union’s future

research and innovation policies”.
2 Project Europe 2030, p. 25.
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(iii) The need for Europe-wide economic reform to boost productivity. Potential growth has been slowing in
Europe due to a combination of demographic trends and decelerating productivity growth. In the Euro Area,
productivity growth has been anemic, averaging less than 1 percent over 2013-18. The weakness primarily
reflects the appreciably diminished role of capital deepening as a contributor to growth since the global financial
crisis. Meanwhile, labor productivity growth in EMDEs in Europe and Central Asia (ECA) sharply fell from
5.5 percent in the pre-crisis period (2003-08) to 1.6 percent in the post-crisis period, predominately reflecting
weaker within-sector productivity growth. Amid weak investment growth and aging populations, subdued labor
productivity growth compounds the existing policy challenges confronting Europe. Given the tight economic
and institutional integration with Europe, productivity enhancing reforms in individual countries will increas-
ingly become a matter of European oversight. The rest of this Report discusses these issues in the case of Cro-
atia.

(iv) Coordinated efforts to boost education and investment in research, development and innovation. Eu-
rope’s yearning for enhanced productivity and its place in the new industries of the 21% Century will only be
successful if there is enhanced investment in education and RDI. This has been a theme for some time, but it is
also likely to be the subject of a coordinated EU program, which is likely to boost Croatia’s own aspirations in
this regard.

(v) A pioneering role in global governance. The big issues confronting the world cannot be addressed by na-
tional governments alone. This requires “a move from a governance system that builds on the pursuit of national
and organizational interests to a system where cooperation and collective global values effectively underpin
major political choices”.® This may seem counterintuitive in the face of the strong nationalist forces that are
seen in Europe and very explicitly in the United States at present, but its logic is clear given the nature of the
problems being confronted. Europe will seek to lead in these issues by example, so Croatia as one of its member
states will be obliged to do the same. Croatia’s responsibilities will be even greater in the Western Balkan region
during its accession to the EU.

Other global trends in terms of technologies, goods, and services, and new growth poles will also affect
Croatia’s development prospects. These include:

e Automation and robotics. These affect not only the factory, but also the home, and have their clearest
impact on the demand for labor and on the need for lifelong education.

e Urbanization. The acceleration of urbanization in Europe will continue with the associated continued de-
cline in the size of rural populations.

e Big data. The volume of data has grown 100-fold in the last ten years, and this trend is likely to continue
with an increasing number of industries that exist through the use of such data.

e Smart Cities. A “smart” city leverages the latest technology and connectivity to make better decisions and
achieve the urban aspirations of its residents. There are at present some 25 smart cities in Europe, and it
seems inevitable that over this period all cities above a certain size will find it necessary to develop in this
direction.

6. In the post-crisis period Croatia has strengthened its links with its European partners and the rest
of the world and exports have become one of the main drivers of growth. The Croatian export sector,
albeit growing, remains small compared to CEE countries. To a certain extent, this reflects the composition
of the economy, which is dominated by the services sector, and especially low technology—and low-
productivity—services, like tourism, retail distribution and construction. EU accession in 2013 was an
important catalyst as Croatian firms used the opportunity to integrate better into European and global value
chains helping the economy to recover from six years of recession. The composition of Croatia’s exports
also improved in terms of markets and technological complexity.

7. However, structural weaknesses remain substantial and weigh on Croatia’s ability to reach higher
growth rates increasing the pace of convergence with the richer countries in the EU. A more efficient
public administration and justice system will be crucial to improve the business environment thus promot-
ing a more efficient allocation of resources. Investment and reforms in the health sector and education will
influence the quality of the labor force, while better state asset management can activate currently idle

3 Transitions on the Horizon (op. cit.) p.22.
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capital. However, growth can be sustainable only if it is shared among all members of the society and if
proper attention is given to preservation of the environment and to energy policy.

8. Against this backdrop, the Government of Croatia decided to prepare the NDS Croatia 2030 to
help identify the critical areas for reforms and create the enabling environment for raising the coun-
try’s growth potential, ensuring at the same time the sustainability and inclusiveness of growth. This
is the first time in the country’s history that such a comprehensive and detailed national strategy is being
prepared and that a highly participatory bottom-up approach was followed.* The Ministry of Regional De-
velopment and EU Funds (MRDEUF) who was assigned by the Government of Croatia to lead the process
of the preparation of the NDS Croatia 2030 organized a series of consultations and meetings about devel-
opment goals and priorities. Beside line ministries and relevant government agencies all relevant stake-
holders, including private sector representatives, trade unions and academia were part of the discussions.
Consultations were organized in 12 Thematic/Horizontal Working Groups covering the following areas:
Health and Quality of Life; Energy and Sustainable Environment; Transport and Mobility; Security; Food
and Bio-economy; Digital Society; Tourism and Creative Society; Macroeconomic policies, judiciary and
good governance; Territorial Development; Education, Science and Human Resource Development; De-
mography and Social Policies; Competitiveness, Industrial Development and Development of Entrepre-
neurship and Crafts. Working Groups were asked to discuss main challenges, opportunities and investment
and reform priorities and come up with the vision, development directions and set of strategic objectives
for the country.

9. The World Bank was asked to provide support to the MRDEUF and the Working Groups by
producing 21 policy notes including rigorous sectoral diagnostic, backed up by lists of priority areas
of reforms and required actions that Croatia could undertake during the next decade.® Several World
Bank teams have worked closely with thematic working groups organized by Croatian authorities to pro-
duce policy notes that deep dive into sectoral developments and compare Croatia with its EU peers. The
findings were also discussed in detail with the EC representatives in light of the preparations for the new
multiannual financial framework. The policy notes prepared by the World Bank covered the following
areas: Macroeconomic stability, Fiscal Policy and Taxation; Growth, Competitiveness and Innovation;
Agriculture, Fisheries, and Food Processing in Croatia's Food & Bio-Economy; Education and Skills; En-
ergy Sector, Environment, Family Policies; Health Sector; Justice Sector; Labor Market; Personal Income
Tax Benefits for Families with Children; Public Administration Modernization; Regional Availability of
Social Services; State Asset Management; Territorial Development and Transport Sector. These notes were
officially endorsed by the steering committee organized at the level of the Ministry of Regional Develop-
ment and EU Funds. ® In addition, five background documents were produced by the World Bank to inform
the discussion, including: Adequacy of Pensions in Croatia; Poverty Note; Gender Assessment; Smart Cit-
ies; and Smart Islands. All these documents serve as background for the preparation of the NDS Croatia
2030 and will also be used as an input for the new Partnership Agreement between Croatia and the Euro-
pean Commission. Croatian authorities now have a good analytical insight into sectoral developments that
allow them to prioritize reforms and investments and prepare effective operational programs.

10. Croatia 2030: Roadmap for a Better Future (hereafter the Report) is a World Bank report that
summarizes the analytical work done in the context of the preparation of the NDS 2030. Neither the
sectoral policy notes nor this Report should replace a national development strategy being drafted
by the Government of Croatia. Also, the list of reforms and investments is not exhaustive and requires
further prioritization and modification by Croatian authorities. Instead, this Report serves as an important

4 Croatia did prepare broad vision documents already in the past. For example, Strategic development framework 2006-2013
published in 2006 has correctly identified main opportunities and challenges Croatia was facing. The document was prepared in
the context of the EU accession negotiations and while it had a nominal ambition to guide the policy agenda, in reality it served as
an anchor for the programming of the pre-accession aid and to some extent also EU funds.

5 The Report was prepared in the context of the Reimbursable Advisory Services Agreement “Support for Establishing the System
for Strategic Planning and Development Management and for Preparing the 2030 National Development Strategy” signed between
the Ministry of Regional Development and EU Funds and the World Bank Group.

6 The World Bank did not provide technical support to the MRDEUF in the preparation of analytical background documents for
Security and Tourism and Creative Society.
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input that can guide Croatian authorities in the preparation of the national development strategy and point
to areas in utmost need for reform. In addition, the Report, together with the sectoral policy notes, will help
the Croatian government to prepare the next Partnership Agreement between Croatia and the European
Commission, as well as the Operational Programs for the new EU financial perspective (2021-2027).

11. The remainder of this report is organized as follows. The next section draws on the sectoral policy
notes produced by the World Bank to outline the challenges Croatia faces to achieve faster, inclusive and
sustainable growth over the next decade. The third section concludes. The annex proposes a policy agenda
in the various reform areas.

2. Development challenges for the next decade

12. Croatia’s current growth trajectory needs to be lifted as it currently implies a very slow pace of
convergence with richer countries in the European Union. Real growth of the Croatian economy has
been restored since 2015 on a more solid basis but remains one of the lowest in CEE and is expected to
decelerate further in the medium run. Moreover, the current composition of the economy with a small
export sector and overreliance on tourism does not support strong increases in overall productivity which
is critical to raise potential growth, especially in the face of an ageing population and negative migration
flows. Unless it improves its growth potential, Croatia will need decades to reach the current level of living
standards of the most developed EU countries or even some of its peers in CEE. For example, if the econ-
omy were to grow at the average 3 percent rate recorded in 2015-2018, it would take Croatia a full decade
to reach the living standard of Slovenia in 2017. This time period almost triples if GDP growth slows down
closer to the current potential of around 2 percent.

13. Stronger economic growth would also allow Croatia to increase social and economic cohesion,
which remains among the most significant challenges for the country. After a sharp increase in poverty
during the crisis (from 2008 to 2012), the recovery of growth and possibly also outmigration reduced pov-
erty rates back to pre-crisis levels. However, with 24.8 percent of the total population at risk of poverty or
social exclusion in 2018, Croatia is above the EU average, which stands at 21.9 percent. This points to the
need to share the benefits of economic growth by providing equal opportunities and adequate protection to
all social groups. Even if sustained economic growth is the most effective way to fight poverty and social
exclusion, it is still necessary to ensure that social protection remains effective and achieve balanced terri-
torial development.

14. Beside higher and more inclusive economic growth, quality of life in the country will depend on
Croatia’s success in protecting its natural capital and addressing environmental and climate change
risks. Considering Croatia’s strong dependency on tourism, mostly based on the natural beauty of the
country, promoting sustainable production and consumption and ensuring a high level of environmental
protection and prevention of pollution should be one of Croatian’s imperatives. Croatia has designated 37
percent of the country to be under the Natura 2000 ecological network of the EU, and 8.6 percent of the
land in Croatia is classified under the Nature Protection Act, as well as significant marine protection areas
and species. For this protection system to be effective it is necessary to ensure sufficient financial and
human resources, as well as to continuously invest into the monitoring and planning system. Furthermore,
achieving resilient growth will require addressing weaknesses constraining the resource intensity of its
economy, particularly in relation to energy use and waste.

15. The remainder of this chapter summarizes the main development challenges Croatia will have to
address over the next decade. Following an economic growth framework, Croatia’s challenges are orga-
nized around the themes of productivity, physical capital accumulation and connectivity and labor and
human capital accumulation. A number of challenges are also identified in relation to Croatia’s achieve-
ment of inclusive and environmentally sustainable growth.

A. Boosting the economy’s growth potential

16. Lifting economic growth will require a broad set of measures aimed at improving the overall
productivity of the Croatian economy and increasing the quality and quantity of labor and capital.
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Without a step-up in productivity, Croatia could face prolonged economic stagnation and a deterioration
of social conditions. The Croatian economy employs labor and capital less efficiently —i.e. is less produc-
tive - than its CEE peers and the causes of this low productivity can be largely found in features of the
business environment. In parallel, unfavorable demographics, a low participation rate and skill mismatches
are making the availability of labor, especially qualified labor, an increasingly binding constraint for the
economy’s growth potential. At the same time, capital accumulation’s contribution to potential growth is
below pre-crisis levels, warranting policies aimed at encouraging domestic and foreign private investment,
and at increasing the effectiveness of public investment.

Al Productivity

17. Boosting productivity is essential to sustain growth in the long run. Croatia’s overall productivity
only marginally increased over the last 15 years, compared to a significant rise in most other CEE countries.
Partly this reflects the composition of economy, with large and rising share of tourism and other low-
productivity services that is not conducive for significant leap in overall productivity in the economy.
However, while drivers of productivity are difficult to identify, quality of national institutions and regula-
tions as well as business environment are often put to the forefront. These reflect restrictive product market
regulation, ineffective public administration, persistent weaknesses in the judiciary, high perceived corrup-
tion, comparatively weak innovation ecosystem, and inefficient management of state assets, including
SOEs. Furthermore, adverse productivity developments in Croatia reflect insufficient quality of labor and
capital inputs in the production process, as well as low mobility of these factor that resulted in misallocation
of resources. Finally, the

The regulatory environment

18. A weak business environment strongly contributes to the generally low level of productivity of
Croatia’s economy. A comparison with peer countries reveals the slow pace of business environment
reforms in Croatia. The 2019 WEF Global Competitiveness Report ranks Croatia 63 globally, the lowest
position among EU member states. Croatia also continues to lag peer EU countries in key Doing Business
indicators, including starting a business, dealing with construction permits, access to credit and resolving
insolvency.

19. Remaining restrictive regulation distorts market functioning, especially in service sectors, with
negative consequences for economic efficiency and growth. According to the OECD Product Market
Regulation (PMR) index, policies in Croatia in 2018 were broadly in line with the average of the OECD
and CEE countries. Croatia has made significant progress in closing the gap with prevalent OECD prac-
tices, significantly improving its performance since 2013. Observed measures contributing to this progress
include liberalization of taxi services, simplifying the procedures for opening a business, and aligning pub-
lic procurement procedures to best practices. On the other hand, Croatia scores particularly badly compared
to the OECD average in terms of high state involvement in the economy, and particularly in the network
sectors (i.e. energy, rail, water and air transport). Impediments to competition stemming from state involve-
ment refer to SOE presence in and dominance over a large number of sectors, as well as to other forms of
government controls and restrictions to competition (e.g. price controls, mandatory licenses for market
entry, etc.). In addition, some services and professions remain very restrictive of competition, in particular
notaries, lawyers, and pharmacies.

Public administration, management of state assets and SOEs

20. An ineffective public administration creates uncertainty in the business environment and is an
obstacle to efficient business operation. The effectiveness of Croatia’s public administration is low, in
particular when compared to other EU member states. According to World Bank data on the quality of
governance, in 2018 Croatia has been ranked 24 among EU-28 member states with regard to government
effectiveness. This multidimensional indicator captures perceptions of the quality of public services, the
quality of the civil service and the degree of its independence from political pressures, the quality of policy
formulation and implementation, and the credibility of the government's commitment to such policies.
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Furthermore, the same source ranks Croatia 26" among EU-28 member states when it comes to regulatory
quality which measures perceptions of the ability of the government to formulate and implement sound
policies and regulations that permit and promote private sector development. Not surprisingly, according
to the Eurobarometer, public opinion on the quality of services in 2018 is the second lowest among the
EU-28, ahead of only Greece.

21. Administrative burden has in particular adverse effect on small and medium enterprises (SMEs)
that are a vital part of Croatian economy. Croatia continues to record the lowest score among EU mem-
ber states in terms of the administration’s responsiveness to the needs of SMEs.” While some progress has
been achieved in past years, overall efforts to reduce the burden of regulation and ease the ways of doing
business should be further strengthened. Based on the regular Survey on the Access to Finance of SMEs
carried out by the Croatian National Bank, frequent and unpredictable changes in legislation and policies
are increasingly indicated by SMEs as a particularly severe obstacle, and in this area, Croatia performs
well below the EU average. A related problem is the generally high complexity and lack of coherence of
regulation.

22. The low level of professionalization of the administration is closely related to the high level of
politicization and a lack of skilled staff. Since 2011 there has been a trend towards increasing the politi-
cization of senior civil service positions, which resulted in a large number of political appointments. The
new Law on the public administration system?® introduced a reduction in the number of politically appointed
managerial positions. It remains to be seen whether this attempt at depoliticization will be more successful
than previous ones. As for the education level, only 46 percent of civil service positions requires tertiary
education, which is unusually low in comparison to other member states. This is connected with the wide
coverage of posts that are defined as ‘civil servant’ posts.

23. Weak organizational and human resource management is a major weakness of the civil service
system. Goal setting and competency-based management are largely absent in organizational and human
resource management. Weak management is also reflected in the dysfunctionality of the individual perfor-
mance appraisal system and the absence of systematic performance conversations to motivate staff towards
the achievement of organizational objectives.

24. Fragmented administrations at the regional and local level are another source of low government
effectiveness. The functioning of the regional and local administrations is constrained by limited financial
and human resources. Difficulties in recruiting qualified civil servants to set and implement policies at the
local and regional level are particularly pronounced. Another challenge is Croatia’s high centralization, i.e.
the large scale of the central government compared with the other EU member countries. The new Law on
the public administration system stipulates that the responsibilities of the Offices of state administration
should be transferred to counties. This arrangement should strengthen the staff’s capacities at the counties’
level and promote the gradual takeover of decisions on key issues by the county level and reduce the current
fragmentation of the administration at the county level.

25. Unsuccessful past attempts to implement public administration reform are connected to capacity
constraints in design and implementation of complex reform processes. Public sector modernization
requires strong policy coordination and leadership from the center of government. This type of coordination
has so far been neglected, which has slowed down the process of implementation.

26. Despite significant progress, Croatia still lags most EU member states in terms of the quality of
digital public services. For the quality of public digital services Croatia is ranked as 22" among the 28
EU member states, according to the results of EU DESI index for 2019. Areas where Croatia performs
poorly in comparison to other EU member states include the extent to which the various steps in dealing
with the public administration can be carried out completely online and the degree to which public services
for businesses are interoperable. On the other hand, Croatia is above the EU average with regard to the
various e-Health services and number of e-Government users.

7 EC 2018 Small Business Act for Europe (SBA) Fact sheet.
8 Official Gazette 66/2019.
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27. In order for the digitalization of services to be effective and bring significant benefits, it should
be preceded by business process reengineering to simplify regulatory and administrative require-
ments for the delivery of services so that inefficient procedures are not fully digitized. Simplifying
business processes for a variety of administrative services is a crucial step for successful digitalization of
public administration. Detailed business process analysis, clearly identifying new proposals on delivering
public services in more cost-effective ways should be performed as a part of the overall digitalization pro-
Cess.

28. Digitalization would also promote better management of state assets, especially harmonization
of management practices across government bodies involved in asset management. The current role
of the Ministry of State Assets as a custodian of state property does not extend to state assets that are under
the management of line ministries and other government bodies which have a vast number of state assets
under their management. The outcome of such approach is fragmented management practices that lack
common strategic criteria, management principles and process standards, as well as a lack of coordination
between different asset holders in general.

29. Better management of state assets would lead to more efficient allocation of resources, new in-
vestment opportunities and increased government revenues. The Croatian State owns more than one
million real properties and more than 1,110 majority-owned SOEs. Public sector assets represent 80 percent
of GDP,® yet they generate less than one percent of state revenues. As in many other cases, lack of a sys-
tematic policy approach has been a major constraint in the realization of this goal.

30. SOEs in Croatia are less productive then their private sector counterparts and lack of credible
long-term business strategies point to deficiencies in corporate governance and reduce the potential
contribution of SOEs to overall economic development. SOEs in Croatia are less profitable, less pro-
ductive and more indebted compared to private sector firms. Furthermore, they pay higher wages, but ef-
ficiency of labor utilization in SOEs remains well below their private sector peers. Poor performance of
SOEs drags down aggregate productivity both directly in the sectors where SOEs are active, and indirectly
through the inefficient provision of inputs to other sectors of the economy. This points to corporate gov-
ernance deficiencies, also related to politicized management that operates the companies without a clear
strategic vision and a performance-based management framework. However, some progress has been made
recently with the new Code of Corporate Governance of obligatory mid-term planning and performance
reporting. Yet, more effort is needed to secure the effective implementation of the code and improve the
overall quality of corporate governance.

31. Croatia’s main challenge with regard to state assets, including SOEs, is to develop an overarching
public asset ownership policy. The current framework is fragmented and there is a lack of harmonization
of legislation across different government entities and strategic areas of interest. A well-defined ownership
policy is needed at the highest level, clarifying the rationale for state ownership and reviewing it case-by-
case every year (based on criteria for identifying strategic SOEs, list of companies for privatization, etc.).
Most of the real property and SOEs are under the management of line ministries and local and regional
authorities, without clear reporting lines and uniform performance targets. Furthermore, ownership of
many state assets is still not sorted out. The legal status of some state-owned properties is not fully clear
nor sufficiently established and there are discrepancies in data between land registries and cadasters. This
needs to be resolved for a proper asset management approach to be introduced.

The judiciary and anti-corruption policies

32. A better, faster and modern judiciary is of paramount importance to improve the business envi-
ronment and increase trust in public institutions. Croatia has undertaken comprehensive reforms to
address the key challenges of the justice system during the pre- and post-accession to the EU period. Note-
worthy progress has been made in recent years in key areas, especially concerning the reduction of the
backlog of cases. The court system, however, continues to manifest inefficiencies by the lengthy judicial

9 EBRD: “Economic and financial performance of SOEs: Significant room for efficiency gains” (February 2018).
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proceedings, very significant costs of the system (with one of the largest number of judges per capita in the
EU), barriers to access to justice and predictability of legal outcomes, especially in civil and commercial
cases. User perception and public opinion surveys show lack of trust in the justice system over the years,
posing a continuing challenge to the justice sector.

33. Improving efficiency of judiciary remains an objective with a highest priority for Croatia. Despite
significant results of Croatian courts in reducing the court backlog, several efficiency indicators tracked by
the Justice Scoreboard show significant gap between EU member states and Croatia in processing litigious
civil and commercial cases'!. The 2018 report of the Council of Europe’s European Commission for the
Efficiency of Justice (CEPEJ)* highlights that the 364 days disposition time of civil and commercial liti-
gious cases is significantly higher than the European average of 233 days. Based on the European Union
Justice Scoreboard 2019 the duration of court proceedings in Croatia remain among the highest in the EU.
In 2018, actual average time for resolving a litigious civil case in municipal courts amounted to 854 days,
and in commercial courts amounted to 669 days.® Thus, set of measures focused on reducing delays in
first-instance courts include digitization of the courts” services, reducing the court backlog of cases older
than 10 years and further acceleration of the judicial proceedings.

34. Additional efforts in monitoring/amending productivity targets (framework criteria) for evalu-
ating judges’ performance based on shared experience and best practice are considered to be imple-
mented to achieve intended effects entailing evidence-based policy decision making. The Framework
Criteria (Okvirna mjerila za rad sudaca), currently under revision, are to include time management stand-
ards, such as resolving certain percentage of cases within a certain time frame, established for various types
and subtypes of proceedings. In that regard, a Case Weighting Study that is being prepared by the MOJ
should analyze and recommend specific time-based criteria to be used both for equalized distribution of
cases (input criteria) and for establishing some average times in which particular procedural activities are
expected to be done (time management).

35. Firms perceive inefficiency and delays in processing judicial cases to be among the greatest im-
pediments to their operations due to the associated uncertainty and high costs. The World Economic
Forum’s 2019 Global Competitiveness Report ranks Croatia 140" out of 141 economies on the efficiency
of the legal framework in settling disputes. Business entities in Doing Business Report continuously inform
of lengthy judicial proceedings (650 days). The extensive demands of judicial services are compounded by
the judiciary’s provision of non-litigious administrative services (e.g. company registration, land owner-
ship registration). This also obstructs exit and re-entry of businesses into markets leading to misallocation
of resources and dragging down aggregate productivity. According to the Doing Business 2019 report,
Croatia is ranked 23" among EU countries on the ease of resolving insolvency.'

36. Performance is significantly affected by the quality of physical facilities, including courts, as well
as the quality of offices for judges, staff, and archives. Inadequate space and shortage of courtrooms to
hold open trials and conduct other court proceedings affects the workflow and compliance with security
standards in court. Lack of secure space and inadequate archiving and storage facilities can jeopardize safe
storage of sensitive documents and case records in courts and prosecution offices. Expenditures for the
maintenance of courts buildings are high, reducing the fiscal space available to increase other important
costs such as salaries of judges. Given the limited amount of capital expenditure by the judiciary over the
past decade, future budgets will need to catch-up and invest greater shares in infrastructure improvements
and maintenance. Increases in capital investment will depend on the removal of non-adjudicative functions

102019 EU Justice Scoreboard

Yibid

12 CEPEJ Report 2018.

13 European Commission Croatia Country Report for 2018 reported lengthy delays in resolving cases, with average time for reso-
lution of civil litigious cases at 884 days, and in commercial courts at 730 days.

14 For illustration, resolving a sample insolvency case in Croatia takes 3.1 years in comparison to 0.4 years in Ireland. Similarly,
costs of a sample insolvency case in Croatia are estimated at 14.5 percent of the estate value, in comparison to Norway where they
are estimated at 1.0 percent.
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from courts, increased uptake of existing IT tools, further technology upgrades, and successful implemen-
tation of the latest rationalization of the court network.

37. Insufficient use of existing e-services is among the main obstacles to efficiency and performance
of the justice system. Electronic communication between lawyers and commercial courts piloted in 2018
is being scaled up due to recently introduced mandatory e-communication with the commercial courts and
further rolling out to municipal courts for legal professionals. The share of the briefs done electronically is
still minimal at 2.59% of the total, continuing a high operational cost on the system, both in terms of time
and money. Thus, additional efforts are implemented to address poor uptake and popularize the system in
order to fully take advantage of the benefits of these investments for the end users. Furthermore, recom-
mendations of the Analysis for optimization and standardization of business processes are to be imple-
mented and embedded in the existing IT system including its further upgrade of key application systems,
data management, and technical infrastructure to strengthen the provision of judicial services.

38. The perception of corruption at the institutional level, including the judiciary, as well as the gen-
eral trust in judiciary remains a serious problem. Despite reforms, the perceptions of court users meas-
ured through external surveys reveal that views of justice have hardly changed over the last decade. Lack
to demonstrate to public will and ability to prevent and combat corruption, as shown by several surveys
and reactions to emblematic cases resulted in continuous low level of perception A 2016 survey conducted
upon implementation of GRECO recommendation®® The Courts Users Survey conducted in 2016 reiterated
the problem of negative perception of the judicial system, expressed and manifested in the negative general
opinion on the functioning of the judicial system, a low absolute and relative level of confidence in the
judicial institutions (compared to, for example, the tax administration, customs, police and registry offices),
and the low level of expectations of a fair trial.

39. Widespread perception of significant corruption including within the justice system, requires
increased attention from policymakers. Outcomes of the improvement of the policy design process, in-
cluding better transparency and inclusiveness in the area of anti-corruption, remain to be seen. More effec-
tive implementation of policy measures envisaged by the anti-corruption strategy is crucial. Lastly, the
sector should adopt a greater service orientation, including regular court user surveys, which will inform
and reflect on policy and reform directions. The fight against corruption, based on best international prac-
tice, should entail continuous training and advanced procedures to detect and prevent corrupt practices.
Moreover, it should guide development of communication policy in line with GRECO recommendations.®

40. The key issue in combating corruption is the small number of resolved cases each year, and, more
importantly, the relatively mild sentences issued for charges of corruption. Thus, the effective pro-
cessing of corruption cases remains a challenge for the justice sector institutions. In many cases sanctions
for corruption are conditional and often prison sentences are exchanged for charity work, thus creating the
impression of mild sentences and an unfair criminal justice system. Such practices hinder the prevention
aspect of criminal justice, on the one hand, and can heighten the resort to corrupt practices and improper
influences on the other.

41. The low number of resolved cases of corruption indicates the presence of weaknesses in the
broader public/government sector in coordinating national anti-corruption efforts and in the crimi-
nal justice system in detecting, reporting, prosecuting and sanctioning corrupt behavior. Many citi-
zens view the rich and politically connected as immune from prosecution. There is an evident lack of wider
national campaigns to deal with corruption more comprehensively and more rigorously. Croatia has re-
cently codified the protection of whistle-blowers to make it clearer (previously, it was regulated by multiple
laws). In order to become effective, this code should be promoted widely in concomitance with awareness
raising measures to educate the public on the menace of corruption in society.

15 Corruption prevention in respect of members of parliament, judges and prosecutors, GRECO Compliance Report, IV Evaluation
Round, GrecoRC4(2016)5, October 21, 2016.

16 Recommendation viii of the Corruption prevention in respect of members of parliament, judges and prosecutors, GRECO Com-
pliance Report, 1V Evaluation Round, GrecoRC4(2016)5, 2016.
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Research, development and innovation

42. Croatia’s approach to research, development and innovation is inadequate to unlock gains in
productivity. In 2018, Croatia spent 0.97 percent of its GDP on RDI, compared to the Europe 2020 Strat-
egy target of 3 percent and will not reach its national target of 1.4 percent of GDP by 2020. Less than half
of this amount is spent by the private business sector with the rest being public research centers and uni-
versities, and the latter still being funded in very traditional ways relying to a large extent on grants rather
than more sophisticated financial instruments (e.g. loans, guaranties or venture capital). Employment in
R&D is very low, especially in the business sector. Croatia’s rate of transformation of research into high
added value products and services is also low, resulting in very limited impact of R&D expenditures on
increased sales.

43. Public research organizations are scarcely visible and internationally uncompetitive. Croatian
scientific production in prestigious journals is the second lowest in the EU. Less than 5 percent of scientific
publications in 2017 was published in most cited publications worldwide compared to an average of around
10 percent for the EU-28 or 15 percent in countries like Denmark and Netherlands. Furthermore, Croatia’s
performance in Patent Cooperation Treaty patent applications has also deteriorated in relation to the EU
average. Science-industry cooperation is still at low levels, despite new ESI-funded programs planned to
encourage it.

44. The weak performance of the business sector in RDI is a long-standing problem. According to
Eurostat data for 2018, Croatia is 23" in the EU for R&D expenditure per capita in the business sector,
investing almost 20 times less than Sweden, the leading EU country. Most of the expenditures are concen-
trated in a few large companies. Intensity of innovation activities in the SME sector is low. There is a lack
of collaboration of SMEs in innovation activities with other entities, both public and private. Croatian
SMEs significantly lag the EU average in product and process, marketing, and organizational innovations.
The low performance of the SME sector is also connected to the lack of creation of knowledge-based start-
ups, lack of venture capital and low and inefficient government co-funding for business investments in
R&D.

45. SMEs’ performance in innovation is low in comparison to the EU average. This is in part due to
the lack of R&D funding opportunities for SMEs. Even though the situation has somewhat improved,
mainly due to the availability of EU-funded programs, lengthy procedures for launching of public calls and
evaluating proposals reduce the positive effects of increased funding.

46. The capacity of the public sector to support creation of a knowledge-intensive economy is low.
Allocation of public funding for R&D in the public sector is not sufficiently linked to the potential of the
research conducted to produce new products and services. This is also due to the still insufficient collabo-
ration between the public and private sectors in R&D. Even though some indicators show fast improvement
— for instance the number of scientific publications with at least one co-author based abroad, an indicator
of international cooperation - a more tangible impact of scientific research on the economy is still lacking.

47. The low contribution of the public research sector to Croatia’s innovation performance is con-
nected to the weak incentives of public organizations to seek and protect intellectual property. This
is partially due to the poorly defined legal framework to own and manage intellectual property (e.g.
regarding the applicability of public procurement regulations in cases of spin-off companies).

48. The lack of effective mechanisms for horizontal coordination among different organizations in-
volved in the planning and implementation of science, technology and innovation policies makes the
achievement of more strategic approaches to the overall activities in the public sector difficult. A smart
specialization strategy framework has only recently been established and it remains to be seen how much
it will improve the current situation. Also, lack of permanent evaluation practices prevents an assessment
of the effectiveness and efficiency of public financing of R&D.

49. Fragmentation of public research organizations unnecessarily increases the costs of conducting re-
search in the public sector by increasing overheads, decreases synergies and often duplicates research ef-
forts - including public investments in research infrastructure.
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50. Despite the availability of significant resources for R&D from EU funds, their utilization is still
low. This is mainly due to the inability of state administration to ensure the timely contracting of projects
and processing of payment claims. Delays increase the level of uncertainty regarding investment planning,
which in turn creates problems for the private and public sector to use funds effectively.

A2. Physical capital and connectivity

51. Private and public investment are recovering from the strong decline recorded during the reces-
sion but remain significantly below pre-crisis levels. Rapid capital accumulation made the largest con-
tribution to growth in the pre-crisis period, also reflecting strong capital inflows from abroad, large public
infrastructure projects and a housing boom. With the onset of the crisis, both public and private investment
plummeted. While investment started to recover in 2015, the pace of capital accumulation is still much
lower compared to the pre-crisis period. However, the composition of investment has been improving, as
the share of tradable sectors has increased. Going forward, the contribution of investment to potential
growth will depend on Croatia’s ability to create an investment-friendly environment for domestic and
foreign entrepreneurs, as well as on the recovery in public investment and on the effective utilization of
EU funds.

52. Private investment has been recovering while its composition and financing sources have been
improving. During the pre-crisis period, private investment was one of the main drivers of GDP growth,
with an average share in GDP of almost 20 percent and average annual growth of around 10 percent. Most
of it, however, was debt-financed and directed towards non-tradable sectors. Following a sharp contraction
during the crisis, private investment is now growing on a more solid footing and is largely directed to
manufacturing and tourism. Investment growth to a significant extent relies on companies’ own resources
supported also with EU funds. On the other hand, investment in research and development remain well
below the EU average. This is closely related to the fact that Croatia has not been successful in the past in
attracting new investments in the manufacturing sector and, particularly, in more knowledge-based activi-
ties.

53. Croatia has done poorly in attracting FDI, especially in greenfield ventures and in manufactur-
ing. While the share of FDI in GDP in the pre-crisis period was similar to the inflows in many peer coun-
tries, its structure was relatively unfavorable. FDI in financial, trade and real estate activities accounted for
around 50 percent of GDP while greenfield investments were one of the lowest among CEE countries.
After the onset of global crisis FDI significantly declined, as was the case in other peer countries, but the
share of greenfield investments remains relatively low.

54. Public investment remained subdued in the recent recovery period but could greatly benefit from
better absorption of EU funds. Due to large spending in infrastructure, public investment in Croatia in
the pre-crisis period averaged at 6 percent of GDP, one of the highest shares in the EU. However, unlike
CEE countries, which heavily relied on EU funds to maintain or even increase public investments during
the crisis, public investments in Croatia were used as the main instruments for fiscal consolidation and
were almost halved in comparison to the pre-crisis period, thus contributing to a prolonged recession. EU
accession has enabled the increase of public investments based to a large extent on grant financing from
the EU budget, thus making such investments more financially sustainable and less dependent on debt
financing. Another important benefit of the availability of EU funds lies in their structure, which allows
targeting to broad areas - RDI, SMEs, energy efficiency, broadband development - areas that were poorly
funded from domestic sources. This should add to the overall quality of the investments and the outlook
for public investment over the next decade looks favorable, especially if the efficiency and quality in ab-
sorption of EU funds is improved.

Transport

55. While Croatia has invested heavily in its transport infrastructure, it would benefit from further
strengthening the integration of its transport networks into the international flows of goods and pas-
sengers and to increase its ability to satisfy the new needs of the European and global transport
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market. The transport sector can support Croatia’s economic development by further leveraging the coun-
try’s advantageous geographical position.

56. Croatia’s transport system is highly unbalanced in terms of the competitiveness of various modes
of transport. Croatia has a high-quality road network, ranked 29" out of 140 countries in the WEF’s Global
Competitiveness Report for 2018. In contrast, the quality of its railways network was ranked 90", and the
quality of its air transport was 58" out of 140 countries. Such outcomes reflect the very significant invest-
ments made in highways in the 2000s, as well as the equally significant underinvestment in other modes
of transport, especially in railways.

57. According to the EU Transport Scoreboard 2018, Croatia ranks last for the efficiency of service
in the railway sector, lagging around 40 percent behind the EU average. This is mainly connected
with: (i) outdated infrastructure with average age of railway tracks of 27.2 years and insufficient investment
in renewing railway infrastructure; (ii) severe maintenance backlog which has resulted in speed restrictions;
(iii) high share of single-track railways (90 percent); (iv) low level of productivity of state railway compa-
nies; (v) gaps in railway sector governance that affect both public companies and private operators alike.
Key underlying factors for such situation is a continuous underfunding of railway investment combined
with difficulties in modernizing the governance of publicly owned railway companies.

58. The low quality of Croatia’s railway service has widened the gap with rest of the EU, in particular
with regard to passenger traffic. At the moment, passenger traffic on the railways is negligible compared
to the rest of Europe. This is especially the case with international rail passenger services, where there is a
need to significantly upgrade both the networks and services between Croatia and its EU and Western
Balkan neighbors, particularly to induce international travelers arriving into Croatia to use these services
and decrease the pressure on the highways.

59. Croatia is still struggling with development of railway infrastructure along Trans-European Net-
work for Transport (TEN-T) corridors. Despite significant EU funds available to help improve the com-
petitiveness of the railway sector, investment needs far exceed available resources and the implementation
of projects is far too slow. Consequently, the completion of the TEN-TY Core Rail Network is lagging
expectations. According to the most recent EU Transport Scoreboard, Croatia has completed only 5 percent
of the TEN-T Core Rail Network, which places Croatia among the lowest ranking countries, together with
Romania and Estonia.

60. The road sector dominates the market of passenger and goods transportation. However, while
roads are convenient and efficient, they generate more greenhouse gases than other forms of
transport. According to Eurostat data, the transport sector accounts for 35 percent of GHG emissions in
Croatia, compared with the EU average of 25 percent. The negative impact on the environment is empha-
sized by the transport modes used in cities, where the population heavily relies on private cars.

61. Despite the excellence of the road network, the rate of accidents and fatalities is higher than the
EU average. This is likely connected to the high average-age of the vehicles, mild penalties for risky
driving, high number of black spots on the roads and insufficient effectiveness of traffic surveillance pro-
grams. Also, there is no road safety education program in place at schools which could help educate the
population of new drivers.

62. Croatia has invested heavily in Rijeka Port and other ports but is struggling to derive full value
from those investments because of the connections beyond ports themselves. Further development of
major seaports and the infrastructure connections to those ports requires additional investments for goods
transport and provision of other logistics services. Croatian seaports are lagging other competing seaports
in the Adriatic in terms of their capacity, communal and technological equipment. An additional major
challenge is the low quality of rail-port interfaces and connected railway corridors, especially in the case
of the port of Rijeka.

" Trans-European Transport Network.

Croatia 2030: Roadmap for a Better Future 29



63. Better connectivity of the islands could have immediate development benefits. Poor connectivity
of the islands, especially during low tourist season, leads to outmigration and suboptimal economic devel-
opment. The average fleet age of Jadrolinija (Croatia’s State-Owned Ferry Company) exceeds 30 years
which contributes additional cost of operations. Renewal of the fleet and enhanced passenger connections
to mainland ports are likely to offer the most immediate development benefits for island communities.
Modernization of governance arrangements relating to public subsidies for Jadrolinija should also be an
area of focus for improving service quality.

Broadband infrastructure

64. While Croatia has made good overall progress in recent years in digital performance, it still be-
longs to the low-performing cluster of EU countries. Croatian citizens are above average internet users
and enterprises are keen to employ digital technologies, but low connectivity remains a challenge, as rural
broadband connectivity and fast broadband coverage are limited, and affordability of broadband remains
the lowest in Europe.

65. Croatia needs to ensure fast and reliable broadband access throughout the country as the basis
for digitization and deeper integration, as well as to achieve EU Gigabit Society targets. Ensuring the
guality of technology services in general, and in broadband access in particular, must be a critical part of
economic and social progress. However, according to the EC Digital Economy and Society Index (DESI)
2019 report, Croatia ranks 27" in the Connectivity dimension, outpacing only Greece. Croatia is a weak
performer particularly in terms of ultrafast broadband coverage, reaching only 39 percent of total house-
holds compared with an EU average of 60 percent, as well as in fast and ultra-fast subscriptions, where
Croatia is ranked 26™ out of 28 EU countries.

66. The slow development of fast and ultrafast broadband is connected to the lack of new digital
services, low internet use and high prices for fast broadband. Even though investments in fast and ultra-
fast broadband are picking up, the lack of market competition due to the dominant position of the incum-
bent (much above EU average), is negatively affecting the overall dynamics of broadband development. A
high degree of market concentration leads to higher prices and a more limited availability of high-speed
internet. According to DESI 2019, the incumbent has slowed down its Fiber to the home (FTTH) rollout
but continued reconstructing its copper network by building street cabinets and new nodes.

67. The management of the EU funds available for investments into access and backhaul broadband
infrastructure is very inefficient. The slow process of preparation of tenders will delay the positive im-
pact of these investments on the quality and accessibility of broadband infrastructure in areas where there
is a lack of commercial interest, in particular in rural areas. It remains to be seen how these investments
will impact the market concentration.

Energy policy

68. Croatia imports around half of its total energy needs® and should therefore invest more and take
measures to improve its energy security. Enhanced energy security requires improved system flexibility
to react to rapid changes in variable renewable energy production. There is also a need to develop a me-
dium-term gas strategy as the country is faced with declining domestic gas production, limited sources of
gas suppl, while considering the international effort in moving toward net-zero greenhouse gas emissions.

69. Furthermore, while Croatia has managed to achieve the Europe 2020 objectives related to the
use of renewables, due to the high share of hydropower it uses, reaching the 2030 goals will be more
challenging as more essential structural reforms that tackle technical and regulatory barriers such as a
methodology for allocating the costs of balancing energy to renewable generators, which impede the effi-

18 According to Eurostat data, in 2017 the share of Croatia’s energy import was 53.3 percent.
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cient integration into the market of electricity produced from renewable sources, would be necessary. Spe-
cial attention needs to be paid to optimizing the clean energy transition agendas on the Croatian islands,
focusing on promotion of renewable energy and third-generation mini-grids, in line with the framework
supported by the Clean Energy for EU Islands Secretariat.

70. The feed-in renewable electricity tariff system presents a long-term relatively high cost for the
final customers and suppliers and has a negative impact on market development. Since the existing
feed-in system applies only to the pre-existing eligible producers that signed power purchase agreements
prior to 2016, and the new incentive mechanism is not yet in place, no new renewable generation develop-
ment is taking place. Furthermore, a delay in the establishment of the eco-balancing group has had a neg-
ative impact on the trading volume. Other market participants covered the imbalances, which resulted in
additional financial burdens on Croatian Transmission System Operator (Hrvatski operater prijenosnog
sustava, HOPS).

71. Natural gas should play a major role as a bridging fossil fuel in Croatia’s transition to lower
carbon energy sources —particularly for power/heat generation, residential, industrial and commercial
use. As such, Croatia needs a medium-term natural gas strategy that provides energy security and opera-
tional/financial flexibility. Declining domestic gas production will lead to Croatia increasingly importing
natural gas and/or LNG in the coming decade. Any introduction of LNG will be new to Croatia and the
required LNG infrastructure should provide operational/financial flexibility. This points to the flexible
floating and storage regasification unit (FSRU) alternative, which Croatia would utilize when there is an
economic demand for LNG in Croatia and/or for re-export of gas and could subsequently be divested when
it is no longer needed or when Croatia decided to reduce natural gas usage under the greenhouse gas emis-
sions reduction effort.

Investment needs in specific sectors: tourism and agriculture, fisheries and aquaculture

72. Tourism is one of the largest sectors of the Croatian economy and has been one of the most im-
portant drivers of economic recovery in the post-crisis period. According to the Tourism Satellite Ac-
counts for the Republic of Croatia, tourism direct gross value added accounted for 10.89 percent of total
gross value added and the total contribution of tourism to the gross domestic product of Croatia amounted
16.9 percent in 2016.The tourism sector has shown very high resilience in times of economic crisis and has
strongly contributed to Croatia’s economic recovery.'® Despite these positive developments, tourism still
faces many challenges constraining its long-term performance.

73. The current accommodation structure calls for more investment in hotels to increase the sector’s
competitiveness. The lack of investments into hotels is closely connected to the lack of tourism products
that would more significantly contribute to the extension of the tourism season. The lack of transport links
outside of the main season, particularly in air transport, is another important obstacle that needs to be
tackled to attract more investments into hotels.

74. Stronger linkages between tourism and the rest of the economy would catalyze investment in
other sectors. Positive spillover effects of tourism to the rest of domestic economy are limited, as evi-
denced by the heavy reliance of the sector on imports and significant seasonality in employment. For ex-
ample, domestic agricultural production is not sufficiently linked to the tourism sector, in particular with
regard to development of local agri-food chains.

75. Agriculture, forestry and fishing, as primary sectors, are shrinking contributors to the Croatian
economy but there is important potential for increasing their productivity and supporting higher
value-added activities. In recent years the share of agriculture in total GVA of the Croatian economy has
stabilized around 3.6 percent. However, there are large regional differences and in the lagging regions of
the country this share is significantly higher. Over the last two decades the sector’s contribution to the
economy has almost halved, despite the large amount of state aid and EU funds directed towards it. This is

19 Tt should be noted that security and economic crisis affecting some of Croatia’s competitors in the Mediterranean in the same
period have also contributed to increased foreign demand.
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in line with the structural transformation of agriculture with labor productivity and value addition becoming
drivers of sector growth, with economy-wide effects of the broader agri-food sector in Croatia being sig-
nificant. Within this process of transformation, there is an important opportunity for improving sector per-
formance, considering Croatia’s natural endowments, and growing demand generated by the tourism sec-
tor, while better targeting support.

76. Investments in agriculture can help increase productivity and improve trade balances. Thanks to
agriculture’s backward (demand for inputs, capital, and labor) and forward linkages (supplying inputs to
other sectors) to the general economy, agricultural sector growth has a significant effect on economic ac-
tivity in manufacturing of food products and beverage, transport, wholesale and retail trade, the hospitality
industry (hotels and restaurants), and research and development. Hence, improving agricultural productiv-
ity is critical for sector growth and a successful transformation of the broader agri-food system. Reducing
the costs of doing business could further strengthen the economy-wide effects across the agri-food system.
Improving value chain organization and integration could help smaller producers seize new market oppor-
tunities, considering Croatia's well-developed roads infrastructure.

77. Low labor and land productivity are mainly due to low capital investments, low R&D expendi-
tures and an unfavorable crop structure dominated by low-value crops. Other important constraints
which hinder improvement in productivity and total output include: (i) prolonged land administration and
consolidation issues; (ii) unfavorable age and education structure of the agricultural workforce; (iii) unde-
veloped collaboration among producers and between producers and buyers; (iv) limited reach, reliability,
and sustainability of agricultural irrigation systems.

78. Productivity of the fisheries sector is generally constrained by a range of factors, including: (i) an
outdated fishing fleet (35 years average age of vessels?); (ii) poor diversification of species and products
(with the bulk of catchment focused on just two species, anchovies and sardines); (iii) limited technological
development; (iv) limited marketing strategies and lack of product branding and licensing.

79. While total catches of marine fish are gradually declining, Croatian aquaculture has shown a
notable growth trend in recent years due to the increase in marine aquaculture. This is connected to
strong investment activity of several companies, mainly in Zadar county. On the other hand, inland aqua-
culture continuous to decline showing limited ability to attract investments that would reverse the negative
trend.

80. Forestry and wood processing sectors require structural changes and investment with the aim to
boost competitiveness on both domestic and international markets and increase the share of finished,
high-value added products. Forests in Croatia are mostly state-owned (around 75 percent) and public
forest enterprises exert an important influence in forest management and play a strong social role as em-
ployer in rural areas. Production of sawn wood is by far the most important product category while wood
products and furniture production also play a significant role. However, the current timber sales system or
guotas, managed by the state, does not allocate the raw material efficiently and introducing a market-ori-
ented timber sales system is necessary to strengthen the competitiveness of the local industry. Considering
the high-quality raw material of Croatia, there is potential to further develop the sector and generate addi-
tional domestic value-added in final products in the processing. In addition, developing the industrial bio-
mass sector could also be a promising field for investment and the private sector could play an important
role there, although more government assistance or incentives may also be needed.

A.3. Labor and human capital

81. Croatia faces a demographic crisis. Croatia’s birth rate has declined from 9.2 to 9.0 over 2001-2018.
At the same time, society is aging: the share of people aged over 65 has increased from 16 percent to 20
percent in the same period. Recent estimates suggest that close to 270,000 mostly young people left the

2 FAQ, The State of Mediterranean and Black Sea Fisheries 2016 http://www.fao.org/documents/card/en/c/4d4203da-b043-49da-
8752-feldd5f7b536/
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country after accession to the EU (more than 67,000 annually on average) amounting to over 15 percent of
the labor force. Meanwhile, Croatia’s activity and employment rates are the second and the third lowest in
the EU, respectively, and by far the lowest among CEE countries. This situation presents important chal-
lenges, such as an increasing financial strain on the pension system and the mounting burden of long-term
needs on health care services.

82. Availability of labor is increasingly becoming a constraint for Croatia's growth potential, with a
declining and aging population and low activity rates. These trends have been driven by improvements
in life expectancy, persistently low fertility rates and high net out-migration rates of mostly young people,
with the latter having intensified since EU accession. This situation poses important short and long-term
challenges, such as labor shortages, an increasing financial strain on the pension system and the mounting
burden of long-term needs on health care services. A low activity rate - especially of low skilled workers,
youth, women and older citizen - further aggravates the situation of the labor market. Despite a relatively
high unemployment rate, the lack of workforce has already become acute, especially in sectors like tourism
and construction. Active labor market policies (ALMP) seem to have limited impact on increasing employ-
ment and there is a need for more substantial evaluation of their effectiveness. Furthermore, poor alignment
between the education system and the needs of the labor market is a longstanding issue which has not been
properly addressed.

83. The quality of human capital is hampered by shortcomings in the provision of education and
healthcare. Croatia has the lowest in the EU formal childcare coverage for children from age 3 to school
age (at 51 percent, versus the EU-28 average of 86 percent). The low share of preschool-age children in
formal childcare, due chiefly to the scarce availability of kindergartens, seriously affects the choices of
parents (primarily mothers) regarding their participation in the labor market. The effectiveness of basic
education is constrained by one of the lowest number of hours of instruction.?* At the same time, the school
network has not downsized in response to the 37 percent drop experienced in student numbers (since their
peak in 1985). In fact, with only 16 student per class, Croatia has the lowest average class sizes in Europe.
Croatia’s institutions of higher education suffer from a weak accreditation system, resulting in poor match-
ing with labor market needs. The quality of human capital is also affected by the health of the population.
Life expectancy in Croatia is below the EU-28 average. With a relatively low level of wages, only a third
of the population paying health insurance premia, and constantly rising costs (especially for the most ex-
pensive drugs) the health system is under constant financial distress. Additional important issues include a
large hospital network that needs rationalization to meet the changing patterns of diseases, the need to
strengthen the primary care network, an underutilized e-health system, and overall lack of coordination and
integration between different parts of the system.

Labor market

84. Strong outmigration and aging of the Croatian population already have a profound effect on
Croatia’s labor market. With an employment rate of 65.2 percent in 2018, Croatia is among the worst
performing EU countries; only Italy and Greece have lower rates. The high number of citizens leaving
Croatia indicates that the country is struggling to create sufficient numbers of attractive jobs, especially for
young people, but also point to broader social issues in the country.

85. The low employment rate is strongly correlated with persistently low activity rates. The activity
rate settled at 66.3 percent in 2018, a slight improvement compared to 2013 (63.7 percent), but still well
below the EU-28 average of 73.7 percent. Low activity rates are particularly pronounced for low skilled
workers, youth, women and older citizens. The main reason for the low activity rate of older people (55-

2L In Croatia, basic education lasts for eight years (grades 1-8) and is compulsory as a rule for all children between the age of six
and fifteen. Somewhat confusingly for an international audience, basic education is often translated as “primary education” alt-
hough from the perspective of the International Standard Classification of Education, the first eight grades clearly cover both
“primary” and “lower secondary education.”.
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64 years) is early retirement. For older women, personal, family or care responsibilities also played an
important role. The third main reason has been disability or illness.

86. Despite significant improvements in the last five years, youth unemployment still represents a
major challenge. According to Eurostat data, the youth unemployment rate decreased from 50 percent in
2013 to 23.7 percent in 2018, but it is still much higher than the EU average of 15.2 percent. Only lItaly,
Spain and Greece have higher youth unemployment rates. Youth female unemployment is particularly
pronounced. In 2018 it stood at 28.8 percent, a much higher rate than the EU-28 average (at 14.5 percent).

87. Low quality of jobs, especially for youth, is negatively affecting labor supply. Croatia has among
the highest rates of temporary employment in the EU, and one of the top four rates in the EU with respect
to part-time youth employment, with more than 60 percent of youth employees working with temporary
contracts. Such a high proportion of temporary employment also plays a role in reducing labor supply
through higher outmigration. In general, Croatian workers are less satisfied with their working conditions
than workers in other member states. Data from 2015 revealed that satisfaction with working conditions in
Croatia was the second lowest in the EU, just after Greece.?

88. Undeclared work still represents a large part of Croatia’s total economic activity. According to
some estimates, Croatia is ranked among the top three EU countries in terms of the share of shadow econ-
omy in GDP, together with Bulgaria and Romania.Z Undeclared work negatively affects individuals’ dues
to social contributions, reduces government revenues and disrupts fair market competition. The high impact
of the undeclared economy is closely correlated with low tax morale?* and general lack of trust in institu-
tions.?®

89. Due to outmigration, labor shortages are becoming evident in certain sectors. A further escalation
in the workforce shortage could seriously limit economic activities in a range of sectors, such as tourism
and construction. As a policy response, the Government has been repeatedly increasing the quota for em-
ploying foreign persons. For 2019, the quota has been increased to a record high of 68,100 permits. How-
ever, due to continuous economic growth and the decline of the domestic workforce, it is highly likely that
the employment of non-EU citizens will have to be further liberalized, especially for the most affected
sectors. Increased shortages in the workforce create an upward pressure on wage levels. This will conse-
guently require companies to boost their productivity in order to avoid their competitiveness decreasing as
a result of higher labor costs.

90. The shortage of skilled labor is particularly affecting SMEs. This issue has been exacerbated in
recent years by the significant amount of labor force that moved abroad. The problem is also highly related
to the continuous mismatch between the skills provided through the regular education system and the needs
of SMEs. The insufficient provision of lifelong learning opportunities that would help SMEs overcome the
problem is an additional challenge. Gearing the education system to providing high quality and specialized
entrepreneurial skills is a key precondition for strengthening competitiveness in the SME sector and in-
creasing opportunities for the creation of new companies.

91. Rigid employment policies are still in place. The expected costs of dismissals remain high due to the
difficulties employers experience when trying to prove poor performance or misconduct. Courts almost
always rule in favor of the dismissed worker and a court ruling on dismissal takes 3 to 5 years. Furthermore,
even in the case of a “legal” dismissal, employers must make mandatory severance payments for any ter-
mination of an employment contract that has lasted for at least two years. Redundancy dismissals are per-
mitted, but rules apply as to which workers should be dismissed first (that is, the employers need to consider
the family responsibilities of the workers), and employers may not hire another worker for six months.

22 Eurofound, 2016, 6th European Working Conditions Survey —Overview Report, Publication Office of the European Union,
Luxemburg.

23 Medina, L. and F. Schneider (2018), Shadow economies around the world: What did we learn over the last 20 years?, IMF
Working paper, International Monetary Fund, Washington.

24 High “tax morale” is generally understood as high voluntary compliance with tax laws and the existence of social norms en-
couraging compliance.

2 For more details, see European Commission (2016¢), European platform tackling undeclared work: member state factsheets
and synthesis report, European Commission, Brussels.
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Such conditions are likely to impact employment, as they incentivize employers to rely more on temporary
contracts.

92. Croatia invests considerable amounts of funds in active labor market policies (ALMP), but the
effects are not sufficiently clear. In the coming years, Croatia should analyze and evaluate the impact of
the different measures from active labor market policies (ALMP). In particular, it seems that many of these
are targeted towards young people who have been unemployed for a relatively short period of time. The
more difficult target group for this sort of intervention should be women over the age of 30 and the long-
term unemployed over the age of 45. Another noted feature of ALMPs is their rather limited coverage.
Even though the coverage of ALMPs has been expanding, with the number of new participants increasing
five-fold between 2007 and 2016, recent World Bank analysis suggests that programs still fall short in
targeting those hardest to employ.?®

93. Women participation in the labor market is low, with a significant pay gap, lack of flexible work-
ing arrangements and low rates of entrepreneurship. Compared to EU averages (60.4 percent), Croatia
has one of the lowest employment rates for women (51.5 percent), with the second-lowest share of women
who work part time (7.1 percent) in the EU, much lower than the average for the EU (31.9 percent). Fully
32 percent of Croatian women ages 25-64 are inactive due to care responsibilities. In addition, hourly
wages for women are estimated to be 17 to 19 percent lower than wages for men (after controlling for
levels of education, age, and sector of employment). Furthermore, Croatia has one of the lowest rates of
entrepreneurship in the EU, and women are much less likely to be entrepreneurs than men. Only 3 percent
of women ages 25-29 years are entrepreneurs. Only about 12 percent of firms have women in top manage-
ment, and only one-third of firms in Croatia have women as owners. Also, women’s high levels of tertiary
education enrollment (49 percent more women than men complete tertiary education) do not translate into
higher levels of labor market participation.

94. Discrimination and exclusion of lesbian, gay, bisexual, transgender, intersex (LGBTI), and other
vulnerable groups remain high in Croatian labor market. A recent World Bank study (2017) found
that 18 percent of respondents have felt discriminated against at work in the last 12 months because of their
sexual orientation. Croatia has the second-highest Roma NEET rate (Not in Education, Employment, or
Training) in Europe after Spain, with a striking 82 percent NEET rate for Roma women and a 72 percent
NEET rate for Roma men. Croatian Roma women have the lowest paid work rate across all of Southeastern
Europe.

Education

95. Croatia needs to enhance the quality and relevance of, and access to education, for all its citizens,
including adults. Croatia has been implementing reforms in the education system for several years, and
the education authorities are aware of the challenges that remain.

96. Early childhood education and care for children younger than three and kindergarten education
for children aged 4-6 is significantly constrained and not easily affordable. For children from age 3 to
school age, the formal childcare coverage is strikingly low, at 51 percent, placing Croatia at the very bottom
of EU countries, far below the EU-28 average of 86 percent. The low share of preschool-age children in
formal childcare is due chiefly to the scarce availability of kindergartens, especially outside urban areas.
Significant investments are needed for the construction of new facilities and for the recruitment and training
of new early childhood education and care teachers and related staff. The Croatian government has already
initiated significant investments into new facilities. However, training and recruiting of new professional
staff remains a challenge. Emphasis should be placed on regions of the country with the greatest needs and
where the gaps are largest, especially rural areas. Also, special attention is needed for facilities that cater
to children with special needs.

% World Bank, 2018, “Portraits of Labor Market Exclusion 2.0; Country Policy Paper (CPP) for Croatia”.
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97. At the level of primary and secondary education low annual instruction time and outdated cur-
ricula in key subjects contribute to unsatisfactory learning outcomes. The length of compulsory edu-
cation in Croatia is one of the shortest in Europe. In addition, according to the EC#, Croatia has the second
lowest level of instruction time in the EU for primary education and the lowest instruction time for sec-
ondary education - and much lower than Europe’s average. Having such a short compulsory education time
can lead to students having an inadequate amount of time to develop key competencies in critical subject
matters and the skills necessary for lifelong learning.

98. The school network presents multiple challenges for expanding instructional hours in an efficient
way. On the one hand, more than sixty person of basic education students are enrolled in schools that
operate in two or three shifts, while on the other hand the number of small schools is increasing, and these
schools are becoming smaller and smaller. Schools that run in double shifts, and sometimes even in triple
shifts, make increasing the number of instructional hours per day more difficult. Small schools are ineffi-
cient from both a cost and quality perspective: it is expensive to keep running half-empty buildings and
classrooms with low student-teacher ratios and it is more challenging to attract talented teachers and prin-
cipals. While student numbers have declined by more than 20 percent since 2000/01, the number of schools
and classes have remained virtually unchanged during this period. Moreover, during the same period, the
number of teachers grew by 26 percent.

99. Although a new curriculum is in the process of being introduced, it will take time to change
teaching practices. And the old curricula and teaching practices did support development of advanced
problem-solving skills. In fact, there was a strong tendency towards promoting the memorization of facts
at the expense of devoting more time to the development of critical thinking skills. While the ongoing
curricula reform aims to correct these issues, it will take time before the new teaching practices take hold.
In addition, educational institutions do not sufficiently promote entrepreneurial culture and innovation
among students, which is contributing to the low level of entrepreneurial culture in the country.

100. PISA scores in mathematics and science for 15-year-old Croatian students are among the worst
in the EU.?® This outcome is closely connected to the socio-economic status of the students, where those
from poorer families tend to have lower scores. Notably, nearly half of all students who complete the
primary and secondary program are functionally innumerate. In addition, there is an acute shortage of
STEM (Science, Technology, Engineering, and Mathematics) teachers, which further aggravates the situ-
ation.

101. With respect to vocational education and training (VET), outdated VET programs that are dis-
connected from the needs of employers and a low emphasis on adult education exacerbate skills mis-
matches. Outdated VET programs are at the center of the mismatch between the supply of skills and the
demands of the labor market. Despite recent progress in certain domains, the engagement between employ-
ers and VET schools remains limited. Croatians’ participation in lifelong learning activities is one of the
lowest in the EU and this gap is most acute for those with the lowest levels of education and the long-term
unemployed. Furthermore, the competencies of VET and adult education teachers are often outdated and
disconnected from the current needs and practices of the vocational field in which they are teaching. In the
case of adult education there is a vague certification framework that lacks quality assurance mechanisms
to monitor and improve the quality of the programs. Finally, limited strategic planning and coordination at
the national level for VET and adult education program offerings results in overlapping courses, the over-
saturation of graduates in certain areas and a lack of professionals in others.

102. In addition to the general challenges faced by VET programs, 3-year courses are particularly
struggling to attract students. They are unable to secure work-based learning opportunities with employ-
ers at the rate and length needed, are particularly vulnerable to underinvestment given their outdated equip-
ment and materials, enjoy a more negative image among the population, and have quotas that have not
been adjusted to account for the demographic decline.

27 European Commission, 2019, “Recommended Annual Instruction Time in Full-time Compulsory Education inEurope —
2018/19%.

28 According to PISA 2015 results, Croatia is ranked as 24™ among EU member states in mathematics literacy and as 22" in sci-
ence literacy.
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103. The higher education system is based on a complex legal framework with a multitude of gov-
erning and expert bodies that have proved inefficient. Furthermore, each faculty within non-integrated
universities has legal autonomy. This creates a multitude of legal entities, which are an obstacle to efficient
strategic and financial management within the system.

104. There is a low higher education attainment rate of only 29 percent compared to 40 percent in
the EU. At the same time, there is significant level of migration of higher education graduates that seek
employment opportunities in other EU countries. Many students do not complete their studies or take
longer than expected to do so. Even though policy interventions to counteract these problems have been
introduced, the lack of a monitoring and evaluation system with quantitative targets on dropout and com-
pletion rates makes it difficult to draw conclusions on their effectiveness.

105. Low employability rates of recent graduates in comparison to the EU average (72 vs 85 percent)
suggest that graduates’ competencies are not sufficiently relevant to labor market needs. This is a
consequence of deficiencies in curriculum design, which is not systematically informed by the current and
future needs of the economy and society. The high qualification-occupation mismatch for bachelor’s grad-
uates and the high share of master’s graduates may indicate a structural problem within the Bologna degree
structure, because the labor market might not adequately recognize bachelor’s degree qualifications.

106. Internal and external quality assurance have not contributed to the enhanced relevance of study
programs. Croatia’s higher education institutions offer nearly 1,500 study programs, almost 80 percent
more in comparison to 2005.% There is no systemic mechanism to match higher education admissions
guota with labor market and societal needs, which is exacerbated by the fact that universities are allowed
by law to act autonomously when defining entrance quotas. Furthermore, there are not sufficient links
between qualification and occupation standards in the Croatian qualification framework on one side and
the initial accreditation of study programs, as well as the reaccreditation of higher education institutions,
on the other side.

107. Overall, learning outcomes and profiles of study programs do not match labor market needs.
This puts many employers in a situation where they need to invest additional resources to educate young
workers to make up for this lack of skills.

Health sector

108. The life expectancy estimate for Croatia is comparable to that in CEE but still 3 years below the
EU-28 average.®® While part of the gap is related to the quality of the health system, many determinants
of life expectancy and healthy life expectancy lie outside of it. The lack of sustained and focused interven-
tions/measures to capture modifiable risks such as obesity and smoking, in particular among low income
groups who report disproportionately higher levels of poor health status, is contributing to this gap.

109. Croatia is facing a number of issues with the performance of the health sector; among these,
some of the most important are: i) stress in the health financing system; ii) a large hospital network that
needs rationalization to meet the changing patterns of diseases and related new investments; iii) the need
to strengthen the primary care network, especially in the face of a rising incidence of non-communicable
diseases; and iv) the completion of the work on Croatia’s e-health system.

110. Croatia is among the five lowest ranking EU member states in terms of expenditures for health
per capita in 2016. In comparison, Slovenia has more than two times higher per capita expenditures.* On
the other hand, when taking into account the share of health expenditures in GDP, Croatia outperforms all
new member states except for Hungary, Bulgaria and Slovenia. Health spending in Croatia has not seen
substantial increases in per capita terms since 2008, while the main cost drivers, such as advances in med-
ical technologies, technology diffusion and population aging, continue to exert pressure on resources.

2% World Bank (2019), draft Policy Note: Education and skills, page 29.
30 According to Eurostat data for 2017.
31 According to Eurostat data for 2016.
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111. Hospital arrears continue to be a major challenge for the system. Hospital arrears exert substantial
financial pressure on the system, accounting for about 10 percent of the total Croatian Health Insurance
Fund revenue and over 20 percent in selected years (if additional resources allocated to pay off arrears are
factored in). Tertiary hospitals (e.g. clinics) are responsible for a substantial share of arrears and their share
has been increasing. Almost all hospital arrears are for drugs and medical supplies, given that hospitals
have limited flexibility with deferring other payments, such as salaries. Although it is normal for most
hospitals to operate with a debt to suppliers, their performance in managing debt varies enormously.

112. The Croatian health system has a traditional structure where financing has little impact on the
pattern of demand for health services. The revenue collection model relies heavily on cross-subsidiza-
tion between contributors and non-contributors. The current health contribution rate, at 16.5 percent of
earnings, is relatively high and there is limited space for further increases. With only a third of the popula-
tion paying full mandatory health insurance premia, the burden is likely to increasingly fall on the budget.

113. Regulations allowing hospitals to commit to expenditures beyond the planned budget are at the
root of health expenditure growth. Hospitals incur arrears, expecting financial rehabilitation at one point,
while newly available funds are barely sufficient to clear one-year overdue arrears. The use of payment
mechanisms to influence provider and patient behavior, so as to increase efficiency and optimize service
utilization, is limited. A series of recent efforts aimed at linking an increasing share of hospital budgets to
diagnosis-related group payment systems have been put on hold or rolled back.

114. The use of targeted co-payments to influence consumer behavior to reduce the utilization of
inappropriate services is limited. Given the very good coverage and limited user charges, most patients
do not have financial incentives to be cost-conscious when seeking care. Limited available data suggest
there is a quite high utilization of emergency and primary care services, of which a sizable share is likely
to be unnecessary or inappropriate.

115. Expenditures for pharmaceuticals and medical devices are reportedly the single highest con-
tributor to hospital arears. Expensive medication expenditures have also been growing quickly, outpac-
ing economic and health expenditure growth. With the health technology assessment (HTA) application in
the early development stages in the country, there are few structured processes in place to prioritize services
based on cost and effectiveness.

116. The hospital network is very inflexible with regard to adaptation of the use of its facilities. For
example, there is declining use of pediatric beds as the birth rate declines and an under-supply of long-term
care. However, it is very difficult to change the purpose of the facility from servicing one area to the other
under the current rules. In addition, systematic analyses of the under- and over-utilization of services so as
to identify appropriate utilization levels are missing. This makes it difficult for the Ministry of Health to
get a clear and detailed picture on the needed follow up actions at the hospital level.

117. The shift from provision of episodic acute care to continuous integrated care for complex
chronic conditions has not taken place. Although specific interventions have been formulated to improve
secondary prevention of chronic conditions (i.e. preventive panels), metrics for measuring and incentiviz-
ing continuity of care even within the primary care are limited.

118. The primary care system is relatively underfunded, although it plays a critical gatekeeping and
hence cost containment role in the health system. Stronger and well-equipped primary care would have
a beneficial impact on overall costs through improved quality of care and the provision of a wider range of
services in a relatively low-cost environment.

119. Full integration across all levels of care remains a challenge. Different providers (hospitals, GPs,
emergency services, public health institutes, etc.) continue to work in their own silo without systematic
coordination mechanisms and shared incentives to collectively improve population health. Tracing and
managing patients across care providers and along a care continuum using the existing health information
structure is difficult and there seems to be a lack of structures, processes and incentives for providers to do
SO.

120. Rich individual level electronic health data routinely collected in the system have not been ef-
fectively utilized to monitor and improve the quality of the system. This is in part because the existing
information systems were designed for different purposes, such as to facilitate the work of health insurance,
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laboratories and e-prescribing. Re-designing the IT systems to collect data on quality will require an in-
depth understanding of what is available and in what form and how it can be leveraged to improve quality,
including emerging quality care areas such as patient experience.

121. The health care workforce has become one of the most critical issues for meeting current and
future health care needs. Despite some growth in the ratio of physicians per population over the past two
decades, shortages persist. These are pronounced in rural areas and in specific specialties such as primary
care, psychiatrics, pediatrics, obstetrics and gynecology. Since EU accession, healthcare workers have been
more inclined to work in other EU countries in order to benefit from higher wages and a more stimulating
environment, resulting in a decrease of the quality of the overall healthcare system in Croatia. The Gov-
ernment’s response needs to be all-encompassing. Improvement in working conditions, most notably in the
level of wages, should be part of a wider and more complex set of actions. New approaches such as changes
in the ‘skill mix’ of the workforce (e.g. the nurse to physician ratio), transfer of competencies, re-designing
medical training, and using technologies to mitigate the effects of workforce shortages have had a limited
application so far, insufficient to properly address the needs of the system. In order to prepare for a more
systematic approach, a detailed national workforce strategy that takes a comprehensive planning approach
to solving emerging workforce issues would be required.

122. Weak institutional capacity has led to the slow implementation of key reforms. Examples include
the centralized procurement of medicines, commodities, and devices, for which, although evidence on its
potential economic impact was available, the Ministry of Health had difficulty implementing it on a larger
scale. There are challenges in getting full cooperation from hospitals and expediting the process to conclude
framework agreements, in particular the advancements from the hospitals under the county ownership.
Hospital functional integration and hospital arrears reforms have suffered from limited motivation on the
part of hospital management and constrained the ministry from fully designing and implementing actiona-
ble policies.

123. There is little systematic effort to follow up and evaluate the reforms that have been initiated in
order to inform future work. Routine use of data and evidence to inform reform design, implementation
and continuous course correction is limited. There is a lack of general understanding about the relevance
and necessity of the evaluation, as well as the specific knowledge on the evaluation practice.

B. Making growth inclusive

124. Higher social and economic cohesion as well as resilience to climate changes are among the most
significant challenges for Croatia. Gains from economic growth need to be shared by providing equal
opportunities and adequate protection to all social groups. Inclusion, therefore, must be at the heart of
Croatia’s new national development strategy. While sustained economic growth is the most effective way
to fight poverty and social exclusion, Croatian authorities need to ensure that the social protection remains
effective. This particularly refers to improvements in the design of social benefits and further strengthening
of local social welfare centers. Furthermore, the vulnerabilities related to climate change call for additional
urgency, with the country already facing significant threats, particularly from flooding, with economic
consequences for tourism and agriculture.

Poverty and social protection

125. Even though trends are favorable, levels of poverty and social exclusion in Croatia remain high.
After a sharp increase in poverty during the crisis (from 2008 to 2012), the recovery of growth and possibly
also outmigration have reduced poverty rates back to pre-crisis levels. But the poverty level is still compa-
rably high, and with 24.8 percent of the total population at risk of poverty or social exclusion in 2018,
Croatia is above the EU average, which stands at 21.9 percent.

126. Poverty in Croatia disproportionately affects certain population groups. Unemployed persons,
single-person households, and single parents with one or more dependent children are the groups most
affected by poverty. Among them, unemployed males, single-person households aged 65 and over and
female single households regardless of the age stand out as particularly vulnerable groups, with an at-risk-
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of-poverty rate of over 40 percent.®? Croatia’s strategy for combating poverty and discrimination for 2014-
2020 also includes as highly vulnerable groups persons with disabilities, part of the Croatian Homeland
War veterans and war victims, returnees, members of Roma national minority, and migrants.

127. Energy poverty is a concern and while some measures are available or in the pipeline, there is
still a need to develop a comprehensive, more targeted policy. Due to concerns regarding energy af-
fordability, Croatia has introduced measures in support of poor households. One such measure provides
energy allowances to households that qualify for the Guaranteed Minimum Benefit (GMR). This is a useful
measure, as it is means tested, and usage indicates that the funds distributed are heavily skewed in favor of
the poorest. Despite the introduction of an energy allowance for the most socially endangered groups and
recent VAT reduction, many households are still expected to suffer from energy poverty.

128. Poverty also has a distinct regional pattern. The Index of Multiple Deprivation® indicates a strong
concentration of impoverished areas in the East and South-East of the country, in particular along the areas
that border Serbia and Bosnia-Herzegovina. Such pattern has historical roots having in mind the devasta-
tions in this part of the country during the Homeland war 1991-1995 and for some part (particularly areas
along the border with Bosnia and Herzegovina) decades of lagging behind the rest of Croatia. Govern-
ment’s efforts to support more territorially balanced development are challenged by the significant frag-
mentation of the administration at the local and regional level, which reduces its institutional capacity to
undertake appropriate interventions. Geography plays a particularly important role in shaping local devel-
opment of specific territories such as islands and hilly and mountainous regions. As for the role of urban
areas as key growth centers, after a long period of neglect by national policy makers, major cities have
received support thanks to improvements in the regional policy framework and use of specific EU-funded
instruments, so called integrated territorial investments.

129. General government expenditures for social protection are lower than the EU average, but
higher than in most of the new member states. In 2017, Croatia’s government expenditure for social
protection amounted to 14.3 percent of GDP, while the EU-28 average was 18.8 percent.>* Estimates show
that social protection expenditures have significant impact on poverty distribution, as poverty would have
been 9 percent higher without social transfers.

130. Effectiveness of the current social protection system can be improved, especially with regard to
the amount of the benefits and criteria for the selection of users. For example, the Guaranteed Mini-
mum Benefit’s impact on the poorest section of the population seems to be quite modest due to its very
low monetary value in comparison to the poverty threshold. Similarly, reliefs for children in the income
tax system are insignificant for families with low incomes, as they pay little or no tax, and thus they are
highly regressive in nature. With regard to institutional capacity, social welfare centers, as the main social
policy stake