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Abstract
The main idea of the paper is that sources of finance in transition economies are insufficient to finance investments which would translate into sustainable economic growth. The most obvious reason for that is a risk-averse banking sector and underdeveloped capital markets. Foreign direct investments (FDI) are specific external sources of finance which consist not only of capital, but they also incorporate know-how of foreign direct investor. FDI have proved to be a decisive factor able to restructure an economy more intensely than the domestic enterprises do. After the introduction, in the first part of the paper the authors apply a regression analysis to the problems of firms' financing. In a next step an analysis of the Croatian banking sector and of developments of FDI to Croatia in a comparative context with other transitional economies is provided. Those analyses point to the fact that the potential of FDI in Croatia has not been fully utilised. After having described the limitations of FDI inflow to Croatia, the authors give an outlook of possible solutions to overcome these problems.
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Introduction

After a decade in which Croatia has economically fallen behind some of the more advanced transition economies, the country needs economic growth which would enable faster economic integration with the European Union (EU) and thereby raise the standard of living of its citizens. Sustainable economic growth crucially depends on the quantity and quality of investment made by the companies. For entrepreneurs to turn their creative ideas into profitable projects, either internal or external finance needs to be provided. Retained earnings are often not enough to make substantial investments,  so companies are in need of external sources of finance.

There are basically three possibilities for a company to get external finance
: 1) banking credits, 2) capital market and 3) foreign direct investment. The problem with banks is that they are generally found not willing to supply credits to the firms in the needed volume, especially in transition economies. Capital markets do not play such a role as they play in developed economies, because market capitalisation and transparency are low. Foreign direct investment (FDI), on the other hand, is a specific form of finance. It comprises investments in equity larger than the 10 per cent of ordinary shares or voting power, direct investor´s share of reinvested earnings and other direct investment capital, which consists of borrowing and lending of funds between direct investors and subsidiaries (United Nations, 2001, p. 195.). Basically, FDI could be greenfield investments or mergers and acquisitions. FDI into transition economies has proved to be a more stable source of finance than other capital inflows. A special importance of FDI for Central and Eastern European Countries (CEEC) derives from the import of know-how of foreign firms, especially needed in transforming the structure of the transition economies toward more competitive systems. Moreover, foreign investors provide easier access to their home markets. In a more general view the international risk and reform ranking of countries is positively correlated with the volume of FDI a country reaches to attract. 

The paper is organized as follows. We start from the assumption that in an environment of an underperforming banking sector and underdeveloped capital markets in CEEC foreign direct investment enterprises (FDIE) have an advantage over domestic enterprises (DE
) in gaining access to finance. In the first part we construct a regression model in order to find out which of the following three parameters have an influence on the firms´ access to finance: foreign ownership, firm size and the volume of previous investments. The model is applied on data from the so called first-wave and the second-wave of accession countries to the EU
. Then we come to the analysis of the role of banks in Croatia. In the next part of the paper we describe the development of FDI in Croatia and the influence of FDI until today. Croatia is here compared with some other transition economies in order to better understand the development in Croatia itself. In the end, conclusion is made together with an outlook. 

Regression analysis of the constraints to external financing of the firms in transition economies

In this part of the paper we will start with a theoretical framework which forms the basis for the regression model we use. In transition context the informational problems  are even more intensive than in developed countries and they represent great obstacles to doing business, which leads us to the following theoretical backing of the model. The well known interplay of moral hazard and adverse selection might lead to credit rationing by banks. The latter, anticipating the riskier environment, react by hiking interest rates and/or restricting credit supply. As a consequence the transaction costs for both parties increase. There is evidence that companies in transition economies use mostly internal financing sources, while external financing like banking credits, financial sources rased on capital markets, subsidies and informal credits
 are not that easily accessable (Vincentz, 2002).  

Bigger companies have lesser problems with external financing than smaller ones. That is because of several reasons: they could have stronger ties with banks, are bigger entities which could still face only soft budget constraints
, could be sometimes even late with tax payments to the budget, and so on. Smaller firms do not have such possibilities, especially if they are new on the market. Besides, banks are more interested to provide larger credits because of the smaller share of the fixed costs in big credits. The results of a recent study on the effectiveness of development banks´ credits in CEEC show that internal sources of finance especially for small and medium size enterprises (SMEs) represent until today by far the most important source of financing their activities. On the other hand, short-term, middle and longer-term banking credits are only of minor importance (Reppegather, Clement, 2002). Higher transaction costs and credit risks in such cases worsen that problem. Firms without any serious reputation, history, or balance sheet could easily be refused a credit. On the other side, firms with some reputation, longer history of doing business, sound balance sheet, diversified product lines, large markets and other "proofs" of profitability are more likely to get a credit. Also, a firm with a controlling stake of a foreign company has better reputation than the domestic company, especially if the foreign investor is a large multinational company with a good credit rating. If we suppose FDIE and DE could both apply for a banking credit or issue bonds or shares, there is still one more possibility left for an FDIE, and that is to get credit from its foreign owner.
From these theoretical observations we formulated a regression model
 in the form of ordered logit. The central question we ask ourselves here is whether FDIEs are more liable to experiencing constraints in financing than DEs or not. A priori should be logical that FDIEs could finance their investments more easily than DEs, like we already explained above. Presumably, the size of the firm and previous size of its investments also have an influence on the degree of difficulty in accessing finance. The description of the used variables and the results of the regression are shown in the tables 1, 2 and 3, respectively. We have formulated the following model:
fincon = f( size, forown, invest)  



(1)

The progress in reforms in the accession process to the EU is the criterion for the building of country groups. The regression model is applied to the groups of countries till 2000 considered the first and second-wave candidates for the EU
. "The first-wave of accession countries" comprised the Czech Republic, Hungary, Poland, Slovenia and Estonia, and "the second-wave" comprised Bulgaria, Romania, Slovakia, Lithuania, but the model is without Latvia, since there are no data for it from the used source. 

Table 1: Variables of the regression model based on the questionnaire

	Variable
	Decription
	Definition

	Fincon
	General constraint: financing
	Ordered variable ranging from 1 (no obstacle) to 4 (major obstacle).

	Size
	Size of the firm
	Ordered variable ranging from 1 (small) to 3 (large). The size is measured with the number of employees.

	Forown
	Foreign ownership

	Binary variable: share of foreign ownership - yes or no.

	Invest
	Investment
	Binary varible: increase or decrease of investment in the past three years - yes or no, respectively.


Source: the questionnaire and variable descriptions are taken from The World Business Environment Survey (WBES) ©2000 The World Bank Group.
Table 2: Regression results for the ordered logit model for "the first-wave of accession countries to the EU" without Latvia

	Dependent Variable: fincon

	Method: ML - Ordered Logit

	
	Coefficient
	Std. Error
	z-Statistic
	Prob.  

	Size
	-0.141276
	0.133287
	-1.059933
	0.2892

	Forown
	0.735857
	0.260683
	2.822801
	0.0048

	Invest
	0.517159
	0.246732
	2.096036
	0.0361

	LR statistic (3 df)
	16.64737
	    LR index (Pseudo-R2)
	0.013519

	Probability(LR stat)
	0.000835
	
	


Source: authors´ own calculations, based on the questionnaire and variable descriptions of The World Business Environment Survey (WBES) ©2000 The World Bank Group.

Table 3: Regression results for the ordered logit model for "the second-wave of accession countries to the EU"

	Dependent Variable: fincon

	Method: ML - Ordered Logit

	
	Coefficient
	Std. Error
	z-Statistic
	Prob.  

	Size
	0.028999
	0.176115
	0.164657
	0.8692

	Forown
	0.860897
	0.398980
	2.157744
	0.0309

	Invest
	0.457418
	0.248575
	1.840162
	0.0657

	LR statistic (3 df)
	8.486454
	    LR index (Pseudo-R2)
	0.012885

	Probability(LR stat)
	0.036959
	
	
	


Source: authors´ own calculations, based on the questionnaire and variable descriptions of 
The World Business Environment Survey (WBES) ©2000 The World Bank Group.

As we can see from the table 2 and 3 the results of both regressions are similar: size variable is the only one that is not significant at the 5% or 10% level. So it does not follow that larger firms have an advantage in getting the needed finance sources. As that finding seems not very realistic, we took a look on how the question was asked in the underlying questionnaire. In comparison to the questions on the other two variables the manner of asking seems to us rather subjective, as the answer depends on the surveyed managers´ perception about whether their firm has or has not problems in access to finance. 

However, the other two stated assumption from the beginning of the paper could not be rejected. The results indicate that if a firm had an increase in investments in the past three years it is more likely to have no problems with financing. Furthermore, FDIEs are more probable to get the needed finance in comparison to domestic firms. But do FDIEs really do invest more than the DEs? Is the overall effect of FDI on capital formation positive? A recent survey (Krkoska, 2001) offers positive answers to both questions. Krkoska uses a sample of annual data from 1989 till 2000 for 25 transition countries excluding Bosnia and Herzegovina and FR Yugoslavia to investigate the influence of different variables on financing gross fixed capital formation. He finds a positive relation between gross fixed capital formation as a dependent variable and foreign direct investment, capital market capitalisation adjusted for priced changes (which serves as a proxy for new equity issuance) and domestic credit.

Moreover, there are many studies showing a positive relationship between inflow of foreign direct investments and restructuring of firms towards technologically more competitive entities with better managerial skills and know-how.
 The influence of FDI in transition countries on enterprise restructuring could be seen in the figure 1. While there are no big differences between domestic and state owned enterprises, FDIEs are evidently investing more and thereby restructuring more actively.  However, there are some studies that show a negative influence of FDIEs on DEs which could culminate in a division between regions with the majority of FDIEs and the regions where the majority of DEs are concentrated (Vincentz, 2002).
Figure 1: Type of ownership and company restructuring in countries in transition
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                Source: Krkoska, 2001, p. 10.

The role of banks in Croatia

Like in other countries in transition the Croatian financial system is also dominated by universal banks
. Hence, our goal in this section of the paper is to shortly analyse the Croatian banking system and to make important conclusions about its effectiveness as a financial mediator that collects savings and distributes them into most profitable investment projects. Although the banking sector is of great importance for the economy it is still considered to be underdeveloped in comparison to the countries of the European Union. At the end of 2001 there were 43 banks with assets´ worth 87.36% of the GDP at the time. This indicator is around 260% in Euroland (Vincentz, 2002). 

Table 4: Selected indicators for the banking sector in Croatia in % of GDPa

	Indicator
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Banks´ claims on enterprises
 and households
	28,30%
	33,48%
	32,57%
	30,47%
	38,09%
	43,62%
	35,57%
	39,38%
	44,72%

	M2b
	14,00%
	21,28%
	24,49%
	33,22%
	39,93%
	42,32%
	36,70%
	48,30%
	64,78%

	M1
	4,38%
	8,09%
	8,23%
	10,33%
	10,83%
	10,01%
	9,05%
	12,00%
	14,52%

	Assets of the banking
 sector
	66,16%
	66,53%
	62,65%
	61,30%
	67,31%
	69,07%
	60,87%
	73,16%
	87,36%


aAll indicators are for the end of respective years, GDP for 2001 is preliminary.

bM2= M1 + foreign currency deposits + local currency time and savings deposits
Source: Croatian National Bank, web page www.hnb.hr and own calculations

Table 4 offers some selected indicators for the size and importance of the banking sector in Croatia. The overall impression is positive, since the indicators have more or less been on the rise since early 90´s. If we just take a look at commercial banks´ claims on the private sector as percentage of GDP, we can see that at the end of 2001 they amounted to 44.72%, which is high relative to other transition countries but not even half of the value of this indicator for the average of EU-15, which stands at 91%. Important indicators for measuring the size and importance of financial sector, in particular the banking sector, are degree of monetisation (M2 relative to GDP) and the amount of credits to the private sector relative to GDP (Vincentz, 2002). Both M2/GDP and M1/GDP ratios are relatively satisfying in comparison to other transition countries. Financial intermediation in Croatia is, however, still a problem. The growth of the banking credits has overwhelmingly been in favor of households, which could be seen in figure 2. 
Figure 2: Banking credits to firms and households in Croatia 1994-2001 in millions of kuna
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Source: Croatian National Bank, web page www.hnb.hr
A fall in credits to firms could be noticed in 1999 through 2000, which happened parallel to a sharp increase in the share of foreign ownership in the total value of the banking sector assets and the stabilization of the banking sector.
 The fall in credits to firms in 1999 and 2000 could be partially explained with the default of several banks
 1998 and 1999, after which some of them, that used to do business primarily with firms, were deleted from the monetary statistics. Banking credits to firms do recover again in 2001. Some problems in firms´ access to external finance is also reflected in a recent survey of the World Bank
, which points out a lot of problems in external financing of firms in Croatia. Managers from the 118 firms of the sample thought that the largest financial constraints they face in Croatia were high interest rates, credit, financing as general constraint and long term loans. Answers given ranged from 1 (no obstacle) to 4 (major obstacle). The majority of the answers for the above said variables were, respectively: 3.7, 2.5, 3.3 and 3.3. However, interest rates have decreased significantly with the inflow of foreign capital into the banking sector.

Developments and impacts of FDI in Croatia

FDI has been on the increase from 1998, and has mainly been in connection with large privatization deals. The most of FDI in the past years has flown into the banking sector, telecommunications (Hrvatske telekomunikacije d.d.) and pharmaceutical industry. All of these sectors have continued to be very profitable after FDI. Hrvatske telekomunikacije d.d. is still a monopolist in the telecommunication sector, and pharmaceutical company Pliva d.d. is a rare bright example of  success and one of the major exporters in Croatia. 
Figure 3: Evolution of FDI inflows to Croatia 1993-2001 (totalling USD 6.645 billion)
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Source: Croatian National Bank, web page www.hnb.hr
After having received FDI these industries have not had a significant impact on the rise of competitiveness of the export sector. A positive experience with FDI could most clearly be shown with the example of the consolidation of the banking sector reflecting improved quality and stability. A recent survey of the Croatian National Bank (CNB) (Jemrić, Vujčić, 2002)
 showed that foreign-owned banks in Croatia are more efficient than the domestic ones. The other sectors that received FDI in Croatia have had only a minor importance in restructuring the economy and increasing its exports.

The distribution of equity FDI in Croatia is depicted in table 5. The three largest FDI sectors account for 62.1% of all FDI. The rest accounts for 1.7 billion USD, and is dispersed between many sectors. Larger amounts of FDI came relatively late to Croatia, which is a consequence of the war, economic and political instability. Because of all that factors FDI have not yet significantly contributed to the restructuring of export industries, like it was the case in other transition economies.

Table 5: Percent of foreign direct equity investment in Croatia 1993 – 2001 by sectors (equity only, USD 4.61 billion estimated)

	Telecommunications
	29,4%
	Other wholesale
	1,7%

	Other monetary intermediaries
	17,3%
	Manufact. of bricks, tiles and constr. prod.
	1,5%

	Manufacturing of pharmaceutical preparations
	15,4%
	Manufact. of beer
	1,4%

	Manufacturing of cement
	5,1%
	Manufact. of industr. gases
	1,1%

	Extr. of crude petrol. and natural gas
	3,1%
	Other
	21,5%

	Hotels and motels, with rest.
	2,7%
	
	


Source: Croatian National Bank, web page www.hnb.hr
Croatia has not changed the composition of its comparative advantages and disadvantages since 1993. The country has the greatest comparative advantages with different completed products, which are mainly work-intensive, and its greatest comparative disadvantages are mainly displayed in capital-intensive products. Besides, the Hirschman concentration index between 1993 and 1999 for the whole Croatian foreign trade is showing unfavourable developments toward higher concentrations. Unfortunately, Croatia´s inelastic export supply structure is not able to raise high revenues on west European markets. Croatia still needs a product-reorientation and decisive restructuring of its industries to adapt to the demand structure of the European Union and to change the structure of its exports from work- and raw-intensive to human capital and technology-intensive products (Đukec, Kušić, Radić, 2001).

It would be very useful to look at Hungary´s example concerning FDI. FDIEs participated there with 86% in the exports of the manufacturing sector, and the overall effects of FDI on the balance of payments was positive. The share of FDIEs in manufacturing in 1998 was 70% in sales and 78.7% in investment, which means they invested more than the domestic enterprises relative to the value of the sales  (United Nations, 2001, p. 200-202). The result of such developments is very high labour productivity of the FDIEs measured in value added per person employed in the manufacturing industry compared with DEs in 1998: it was 76% of the EU-15 average, while DEs scored much lower with 27% (United Nations, 2001, p. 217) Hungary is a good example of a FDI-led economic growth: its increase of merchandise exports from 1993 to 2001 was 241%, while at the same time this indicator was only 25% for Croatia. With high inflows of FDI in the industrial sector, the capital equipment and technology of the Hungarian machinery sector today is almost at Western Europe´s level. In 1994 the share of the machinery production in the Hungarian exports was 70% compared to only 20% in the 1980s (Kušić, Heckmann, 2000). We could find many useful examples in the experiences of other transition economies which have been important for attraction of FDI in Croatia. Estonia and Hungary have attracted FDI from the very beginning of the 1990s because of their privatization strategy which insisted on selling the companies directly to foreign investors, although they as well faced, like all the other transition countries, unfavourable macroeconomic conditions. As an opposite example we could mention Poland and the Czech Republic/Slovakia, which first chose a privatization model, that prefered domestic investors.

The Croatian privatization strategy has contributed substantially to the situation that only some Croatian companies have had an inflow of fresh capital important for needed restructuring and modernization. Because the insiders have obviously been preferred, foreign investors have held themselves back. Numerous discounts, benefits and other modes of payment in management buy-out or employee buy-out methods dominated the Croatian privatization. But that happened at the expense of adverse impacts on the ownership structure and inflow of fresh capital (Čengić 1996, Kušić 2001). Because of the privatization strategy and the war in the beginning of the 1990s in the region as a whole (Slovenia, Croatia and Bosnia and Herzegovina) Croatia could not attract much FDI. 

Public stock offering or direct sale are probably the most interesting for foreign investors. By directly selling a company or a stake in it, governments could target an exact strategic company whose offer is considered the best. Public stock offering also has many advantages that could be utilized if the whole process is transparent and well prepared. The last two approaches could also be combined in order to achieve the optimal results concerning FDI (Megyery, K.; Sader, F., 1996, p. 11-16). There are still some valuable companies to privatize for which foreign investors are already expressing their interest, like Croatia osiguranje d.d. and INA – industrija nafte d.d. The current government remains commited to the participation of foreign strategic investors in large privatization deals, so a substantial influx of FDI is expected in the near future. It is important for Croatia to continue to attract FDI, not only from privatization deals, as less and less state ownership is remaining.

Although since 1993/1994 in Croatia there is a legal framework on which a market economy could be based and although this framework has been supplemented in the course of the years with various reforms of laws regulating companies, the tax system and liberalization of foreign trade, there are still numerous barriers for foreign direct investment. This is even more important in the light of a harsh competition between the transition economies for foreign capital. It would be interesting to compare here the situation in Croatia with the investment climate of potential competitors. An EBRD and World Bank comparative study about the general investment climate put Croatia at the bottom of the list, but before Romania and Bulgaria. Decisive for such assessment are first of all dispensation of justice and stability of the law, where Croatia has to make up for a lot if we compare it with EU candidate countries of the first round. Most of all in this regard administrative barriers have been mentioned, especially non-transparent and long application and approval procedures. (Clement, Knogler 2001, p. 6). Some of the  problems stressed by German investors in Croatia have been published by "Delegiertenbüro der deutschen Wirtschaft" in Zagreb. Especially criticised are failures of the authorities and courts of justice on many occasions to comply with international treaties, treaties on protection of investments and double taxation treaties. The administration often fails to meet the execution of legal regulations. The result of the aforementioned is a limited stability of the law. Another element of uncertainty for (foreign) investors is cadastral register that has not been yet completely updated. The state of the cadastral register does not always correspond to the actual situation, so that ownership could not always be determined for sure. Besides, "Delegiertenbüro der deutschen Wirtschaft" also stressed the dependence of the government on certain lobbying groups as a very important reason for foreign investors being reluctant to enter the market. Also criticised is the missing of clear lines between legislative, executive and judiciary instances (OWCa 2000, OWCb 2000).

The government tries to solve these problems and get rid of the barriers to investment, especially with Investment Promotion Law and other measures. However,  the aforementioned problems are not only the result of deficient legal regulations, but also represent a discrepancy between formal legal regulations and their implementation. Foreign investors also need to see friendly and not corrupt local authorities. To improve the investment climate in Croatia a lot has to be done to make administration more efficient, to fight corruption, and in the longer term, to improve infrastructure, because those points prove to be of crucial importance for foreign investors choosing the exact location.  

However, FDI should be properly steered by governmental authorities implementing a favourable incentive scheme. Capital inflows intended for attaining company stakes and greenfield investments should be stimulated to flow into sectors of the economy and companies that show potentials for restructuring and modernization and increase Croatia's export potential. The structure of FDI to date has shown a concentration in some large companies, especially banking sector and telecommunications (OWCa 2000, OWCb 2000). None of them has significantly improved the structure of Croatian foreign trade. After the future development strategy has been adopted, small and medium-sized companies should also be taken into account as an FDI destination. Different forms of FDI result in different effects, so economic policy makers should bear this fact in mind before long-term measures for FDI stimulation are introduced. The effects of FDI obviously differ depending on whether they are in form of greenfield investments, of mergers and acquisitions of foreign companies, or of joint ventures (Zschiedrich 2001). Foreign direct investment should be promoted on national as well as sub-national levels (the level of counties). The government also has to respect a time schedule of FDI influx, since too much capital inflow in  too short a period of time could lead to negative effects for the balance of payments through the appreciation of the exchange rate. An optimal economic policy that is in line with long-term strategy of the country, but respecting current situation and possibilities, is what the country needs. However, the optimal FDI-attracting policy also has to respect given exogenous factors such as policy of multinational enterprises and institutional frameworks as well as experiences with FDI of neighbouring countries. But  this policy should only be a part of the whole scope of economic policy measures, like industrial policy (of which it really should be a part of), trade policy and exchange rate policy. Generally government should create supportive conditions for FDI on three different levels (UNCTAD, 1999, p. 46-48): 1. constant improvement of the regulatory framework for FDI, 2. pro-active policies of FDI seeking, like setting up investment promotion agencies and 3. improving the economic determinants, like stable economic environment, infrastructure, stimulating technology transfer  through creation of entrepreneurial centres and technology parks
. 

The country could be interesting for FDI in the future, too, especially because of the Stability Pact for South Eastern Europe and the Stabilization and Association Agreement  with the EU. The EU will keep insisting on the regional markets of south east Europe to open up, to gradually lower and remove tariffs in order to integrate with each other. Each market taken for itself would be too small for international division of labour. Free trade between those countries would mean they would be more interesting to foreign investors. Croatia, as a member of WTO, could take a leading position ahead of all other countries of the region, if its policy follows that goal. Croatia has to learn by its bitter experience and experience of other CEECs, it must insist on "fresh capital" and "strategic investors". Even after the Croatian Privatization Fund has sold all the stakes in its companies, an FDI inflow could continue. The Hungarian experience shows that there are plenty of possibilities with greenfield investments in order to maintain a continuous influx of FDI. Further integration in the EU should help Croatia to attract foreign direct investors, like it was the case when Spain, Portugal and Greece became members of the EU, experiencing strong increase in FDI before the accession. It will also contribute to the expansion of the Croatian market, making economies of scale in many sectors possible. Another factor is the reduction of transaction costs in cross-border business. Accepting EU rules and regulations reduces the investment risk by creating a business environment similar to that in western Europe. "The first-wave of the membership candidates" (Hungary, Poland, Czech Republic, Estonia and Slovenia) could enjoy high FDI inflows from the beginning of the transition process, while investors waited till the end of the 1990s for an improvement of the political and economic situation in "the second-wave of the membership countries". Investors have also favoured the first group of the countries because of their geographical position, i.e. sharing the borders with the EU (Estonia has access to the Baltic Sea). Croatia has, too, a favourable geographical position, especially so after its western neighbour Slovenia has been admitted to the EU.

Conclusion and Outlook

With this paper we wanted to point to the importance and necessity of FDI in transitional economies. Their importance for the host economy arises from the fact that FDIEs could circumvent the limitations of the economy concerning access to financing sources for the firms. In addition, FDI also help the host country's firms to replace and modernise its capital stock, generate the needed spillover of technology, link-up domestic with foreign enterprises
 and other things which would otherwise not be present in the closed host economy. Common for the firms in transition economies is the limitation of the external financing possibilities, especially for small and medium-sized enterprises. At first we made a regression analysis of the firms´ constraints for financing on the sample of "the first and second-wave of accession countries to the EU" – the division of the countries on the basis of their progress in reforms in the accession process to the EU, which existed at the time of the mentioned World Business Environment Survey. On the basis of our data and the regression model we empirically showed that firms with some share of foreign ownership and when they had had an increase of investments three years before the survey was conducted, experience less constraints in financing. We did not find that the size of the firm has any effect in the frame of the regression model, but we judge that result to be questionable and suppose it derives from the way the respective question was asked in the survey. 

Croatian firms have faced similar problems like firms in other transition economies concerning the limitation of financing sources. As FDI has proved to have a great influence on transition economies, Croatia should utilise their benefits more fully. Not only the most profitable sectors of the economy should benefit from FDI, but special importance should be payed to the economic policy that encourages export-orientated FDI, able to give a decisive impulse to the restructuring of the economy. Since FDIEs are not as restricted in their acces to financing sources as DEs are, their possibilities for growth could be substantial, as the experience of Hungary has shown. Croatia is at the crossroads concerning FDI – larger sums of FDI were received only recently, and FDIEs have not had a decisively positive impact on the economy in the sense of sustainable growth obtained through active investment and restructuring. Foreign capital will continue to flow into Croatia if there are no bigger political or economic shocks, probably now focusing other sectors. Especially the production sector could be a new destination, providing necessary incentives and investments to transform the economy. Croatia still has a substantial catch-up potential concerning FDI, especially when compared with some other, more successful transitional economies in attracting FDI. 
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� Of course, a company could also form a joint venture with another company or companies, but this will not be discussed here, since we ask ourselves how a single company could gain access to external finance.


� "A foreign direct investment enterprise is an incorporated or unincorporated enterprise in which an investor resident in another economy owns 10 per cent or more of the ordinary shares or voting power (for an incorporated enterprise) or the equivalent (for an unincorporated enterprise)" (United Nations Statistics Division, available at � HYPERLINK "http://unstats.un.org/" ��http://unstats.un.org/�)Foreign investment enterprises are firms with some share of foreign ownership, no matter how big it is. Foreign enterprises are only those firms with majority foreign ownership.  For the purpose of this paper, Ddomestic enterprises are domestic firms without a share of foreign ownership, or with a share of foreign ownership that is less than 10%..


� The division of prospective new members of the EU into first-wave and second-wave candidates was abandoned by the European commission in 2000. However, in this paper we have taken this division as a proxy for the progress in reforms for the accession to the EU. Moreover, the data from the World Business Environment Survey that we use are from 1998-2000, so at that time this division meant the so called first-wave candidates for the EU were more advanced in reforms than the second-wave countries.


� E.g. that could be credits from relatives, friends or other inofficial sources.


� State is more sensitive to the failure of large companies, especially because they employ large number of workers.


� The regression analysis in this section is based on the data from The World Business Environment Survey (WBES) ©2000 The World Bank Group. 


� Since this systematiszation of candidates for the EU is an old and overcome one, in the further text we will use  quotation marks when mentioning "the first-wave" and "the second-wave candidates for the EU".


� Our two samples comprise 9 countries and 1239 firms. Only 9 firms from the samples stated they had foreign ownership, although it was less than 10%, according to their answer on another question. Furthermore, 5 firms from the samples answered the question on foreign ownership affirmatively, but they did not provide any answer to the question about percentage of foreign ownership. All the other firms that gave a positive answer to the question of foreign ownership also stated foreign owner's share was 10% or more. We believe these inconsistencies are negligible and in the regression analysis treat all the firms that answered "yes" on the question about foreign ownership to be FDIEs.


� For an overview of the effects of FDI on domestic economy see Babić, Pufnik, Stučka, 2001.


� We do not consider here the role of financing of Croatian Bank for Reconstruction and Development (HBOR), which has a role in supporting the development of the Croatian economy, particularly of the regions severely affected by the war. However, HBOR approved in the year 2000 credits and guarantees in the quite substantial amount of 508 million USD (Hrvatska banka za obnovu i razvitak, 2002). 


� Stock market capitalisation is very low compared to the countries of the Euro area. Stock markets in Croatia (Varaždinska burza and Zagrebačka burza) do not play a big role in the Croatia's financial sector. The ratio of stock market capitalisation to GDP 1998 was only 15.46% (Pistor, Raiser, Gelfer, 2000). This indicator is about 6 times higher in the countries of the European Monetary Union. Also, insurance sector has a relatively minor importance in the financial sector. Insurance premia for June 2001 accounted for 1.6% of GNP. Assets of the insurance sector were worth 5.5% of GNP. Total assets of the savings banks are worth less than 1% of GNP (Međunarodni monetarni fond, 2002).


� Foreign capital participated with only 6.7% in the value of the total banking sector assets in 1998. This share was 39.9% in 1999, 84.1% in 2000 and 89.3 in 2001 (Hrvatska narodna banka, 2002)


� Sum total of banks that defaulted in 1998 and 1999 in the course of the second Croatian banking crisis was 9, and their assets´ worth amounts to 12 per cent of total assets´ worth of banking sector (Šonje, Vujčić, 2000). 


� The World Business Environment Survey (WBES) ©2000 The World Bank Group. The survey was carried out between the end of 1998 and the middle of 2000. For the Description of the survey method and respected standards see � HYPERLINK "http://www1.worldbank.org/beext/resources/assess-wbessurvey-alt.htm" ��http://www1.worldbank.org/beext/resources/assess-wbessurvey-alt.htm�.


� For further insights into the efficiency of the foreign-owned banks see also Galac, Kraft, 2001.


� Compare with Vujović, Siniša, 2000.


� Foreign enterprises already have a world-wide business network so companies from central and eastern Europe could sell their products on world markets. 
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Tabelle1

		Data for the Ekonomija moderna paper

		Years		1993		1994		1995		1996		1997		1998		1999		2000		2001

		GDP (current prices)		71 544		82 095		100 001		110 083		126 749		135 121		153 191		155 195		169 318

		Assets of the banking sector (end of period)		47 332.4		54 620.3		62 653.6		67 482.7		85 309.3		93326.437166		93251.467		109949.061891		142605.57181853

		GDP (million USD, current prices)		10 903		14 585		18 811		19 872		20 109		21 628		20 031		19 030		20 263

		Exchange rate on December 31st (HRK : 1USD)		6.5619		5.6287		5.3161		5.5396		6.3031		6.2475		7.6477		8.1553		8.3560

		1) For GDP data for 2000 and 2001 are preliminary

		Indicators for measuring the size and importance of the banking sector in 2001
(in million kuna or in % of GDP)

				1993		1994		1995		1996		1997		1998		1999		2000		2001

		Banks´ claims on enterprises
 and households in % of GDP		28.30%		33.48%		32.57%		30.47%		38.09%		43.62%		35.57%		38.14%		43.12%

		M2 in % of GDP		14.00%		21.28%		24.49%		33.22%		39.93%		42.32%		36.70%		46.77%		62.46%

		M1 in % of GDP		4.38%		8.09%		8.23%		10.33%		10.83%		10.01%		9.05%		11.62%		14.00%

		Banking credits to firms
and households in % of GDP		N.A.		26.86%		27.23%		26.98%		34.80%		40.25%		33.02%		35.38%		40.43%

		Assets of the banking
 sector in % of GDP		66.16%		66.53%		62.65%		61.30%		67.31%		69.07%		60.87%		70.85%		84.22%

		Assets of the banking sector (end of period)		47,332.45		54,620.27		62,653.60		67,482.72		85,309.29		93,326.44		93,251.47		109,949.06		142,605.57

		Banks´ claims on enterprises and households		20,250.30		27,485.80		32,570.70		33,544.50		48,283.40		58,942.70		54,494.10		59,189.00		73,003.90

		M1		3,134.45		6,642.60		8,234.89		11,368.94		13,731.40		13,531.44		13,858.94		18,030.26		23,703.50

		foreign currency deposits +local currency time and savings deposits		6,878.34		10,828.85		16,257.39		25,204.06		36,876.95		43,654.70		42,363.56		54,552.66		82,050.00

		M2 (M1 + foreign currency deposits +local currency time and savings deposits)		10,012.78		17,471.45		24,492.29		36,573.00		50,608.35		57,186.14		56,222.50		72,582.92		105,753.50

		GDP (current prices)		71,544.40		82,094.59		100,001.16		110,082.93		126,749.04		135,120.93		153,191.08		155,195.36		169,318.00

		Banking credits to firms and households		N.A.		22,051.10		27,231.40		29,699.60		44,107.10		54,388.30		50,589.30		54,910.40		68,462.90

		GDP - annual changes1) (in %, constant prices)		-8.0		5.9		6.8		5.9		6.8		2.5		-0,9		3.7		4.1

		Years		1993		1994		1995		1996		1997		1998		1999		2000		2001

		GDP - annual changes		-8.00%		5.90%		6.80%		5.90%		6.80%		2.50%		-0.90%		3.70%		4.10%

		FDI/GDP		1.10%		0.80%		0.64%		2.60%		2.74%		4.69%		8.16%		5.92%		7.13%

		GDP - annual changes		-8.00		5.90		6.80		5.90		6.80		2.50		-0,9		3.70		4.10

		Cumulative FDI/GDP		1.10%		1.63%		1.91%		4.40%		7.09%		11.28%		20.34%		27.33%		32.80%

		Cumulative FDI		120.3		237.7		358.5		874.3		1,425.0		2,438.6		4,073.8		5,200.6		6,645.7

		GDP		10 903		14 585		18 811		19 872		20 109		21 628		20 031		19 030		20 263

		FDI		120.3		117.4		120.8		515.8		550.7		1,013.6		1,635.2		1,126.8		1,445.1

		za M2 : vlastiti izracun!

		M2= M1 + foreign currency deposits + local currency time and savings deposits

		For GDP changes for 2000 and 2001 preliminary data

		FDI i GDP su u milijunima USD, current prices

		Years		1994		1995		1996		1997		1998		1999		2000		2001

		Banking credits to firms		18,548.1		22,488.0		23,083.8		31,308.1		36,669.8		31,339.5		31,612.0		38,341.1

		Banking credits to households		3,503.0		4,743.4		6,615.8		12,799.0		17,718.5		19,249.8		23,298.4		30,121.8

				Foreign direct equity investments in Croatia

				1993 - 2001 (equity only, USD 4.61 billion estimated)

								in %

				Telekom.		Telecommunications		29.4%

				Ostalo novčarsko posred.		Other monetary intermediaries		17.3%

				Proizv. farmac. pripravaka		Manufacturing of pharmaceutical preparations		15.4%

				Proizv. cementa		Manufacturing of cement		5.1%

				Vađ. sir. nafte i zem. plina		Extr. of crude petrol. and natural gas		3.1%

				Hoteli i moteli, s rest.		Hotels and motels, with rest.		2.7%

				Ostala trg. na veliko		Other wholesale		1.7%

				Proizv. opeke, crijepa i sl.		Manufact. of bricks, tiles and constr. prod.		1.5%

				Proizv. piva		Manufact. of beer		1.4%

				Proizv. industr. plinova		Manufact. of industr. gases		1.1%

				Ostalo		Other		21.5%
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Tabelle1

		Data for the Ekonomija moderna paper

		Years		1993		1994		1995		1996		1997		1998		1999		2000		2001

		GDP (current prices)		71 544		82 095		100 001		110 083		126 749		135 121		153 191		155 195		169 318

		Assets of the banking sector (end of period)		47 332.4		54 620.3		62 653.6		67 482.7		85 309.3		93326.437166		93251.467		109949.061891		142605.57181853

		GDP (million USD, current prices)		10 903		14 585		18 811		19 872		20 109		21 628		20 031		19 030		20 263

		Exchange rate on December 31st (HRK : 1USD)		6.5619		5.6287		5.3161		5.5396		6.3031		6.2475		7.6477		8.1553		8.3560

		1) For GDP data for 2000 and 2001 are preliminary

		Indicators for measuring the size and importance of the banking sector in 2001
(in million kuna or in % of GDP)

				1993		1994		1995		1996		1997		1998		1999		2000		2001

		Banks´ claims on enterprises
 and households in % of GDP		28.30%		33.48%		32.57%		30.47%		38.09%		43.62%		35.57%		38.14%		43.12%

		M2 in % of GDP		14.00%		21.28%		24.49%		33.22%		39.93%		42.32%		36.70%		46.77%		62.46%

		M1 in % of GDP		4.38%		8.09%		8.23%		10.33%		10.83%		10.01%		9.05%		11.62%		14.00%

		Banking credits to firms
and households in % of GDP		N.A.		26.86%		27.23%		26.98%		34.80%		40.25%		33.02%		35.38%		40.43%

		Assets of the banking
 sector in % of GDP		66.16%		66.53%		62.65%		61.30%		67.31%		69.07%		60.87%		70.85%		84.22%

		Assets of the banking sector (end of period)		47,332.45		54,620.27		62,653.60		67,482.72		85,309.29		93,326.44		93,251.47		109,949.06		142,605.57

		Banks´ claims on enterprises and households		20,250.30		27,485.80		32,570.70		33,544.50		48,283.40		58,942.70		54,494.10		59,189.00		73,003.90

		M1		3,134.45		6,642.60		8,234.89		11,368.94		13,731.40		13,531.44		13,858.94		18,030.26		23,703.50

		foreign currency deposits +local currency time and savings deposits		6,878.34		10,828.85		16,257.39		25,204.06		36,876.95		43,654.70		42,363.56		54,552.66		82,050.00

		M2 (M1 + foreign currency deposits +local currency time and savings deposits)		10,012.78		17,471.45		24,492.29		36,573.00		50,608.35		57,186.14		56,222.50		72,582.92		105,753.50

		GDP (current prices)		71,544.40		82,094.59		100,001.16		110,082.93		126,749.04		135,120.93		153,191.08		155,195.36		169,318.00

		Banking credits to firms and households		N.A.		22,051.10		27,231.40		29,699.60		44,107.10		54,388.30		50,589.30		54,910.40		68,462.90

		GDP - annual changes1) (in %, constant prices)		-8.0		5.9		6.8		5.9		6.8		2.5		-0,9		3.7		4.1

		Years		1993		1994		1995		1996		1997		1998		1999		2000		2001

		GDP - annual changes		-8.00%		5.90%		6.80%		5.90%		6.80%		2.50%		-0.90%		3.70%		4.10%

		FDI/GDP		1.10%		0.80%		0.64%		2.60%		2.74%		4.69%		8.16%		5.92%		7.13%

		GDP - annual changes		-8.00		5.90		6.80		5.90		6.80		2.50		-0,9		3.70		4.10

		Cumulative FDI/GDP		1.10%		1.63%		1.91%		4.40%		7.09%		11.28%		20.34%		27.33%		32.80%

		Cumulative FDI		120.3		237.7		358.5		874.3		1,425.0		2,438.6		4,073.8		5,200.6		6,645.7

		GDP		10 903		14 585		18 811		19 872		20 109		21 628		20 031		19 030		20 263

		FDI		120.3		117.4		120.8		515.8		550.7		1,013.6		1,635.2		1,126.8		1,445.1

		za M2 : vlastiti izracun!

		M2= M1 + foreign currency deposits + local currency time and savings deposits

		For GDP changes for 2000 and 2001 preliminary data

		FDI i GDP su u milijunima USD, current prices

		Years		1994		1995		1996		1997		1998		1999		2000		2001

		Banking credits to firms		18,548.1		22,488.0		23,083.8		31,308.1		36,669.8		31,339.5		31,612.0		38,341.1

		Banking credits to households		3,503.0		4,743.4		6,615.8		12,799.0		17,718.5		19,249.8		23,298.4		30,121.8

				Foreign direct equity investments in Croatia

				1993 - 2001 (equity only, USD 4.61 billion estimated)

								in %

				Telekom.		Telecommunications		29.4%

				Ostalo novčarsko posred.		Other monetary intermediaries		17.3%

				Proizv. farmac. pripravaka		Manufacturing of pharmaceutical preparations		15.4%

				Proizv. cementa		Manufacturing of cement		5.1%

				Vađ. sir. nafte i zem. plina		Extr. of crude petrol. and natural gas		3.1%

				Hoteli i moteli, s rest.		Hotels and motels, with rest.		2.7%

				Ostala trg. na veliko		Other wholesale		1.7%

				Proizv. opeke, crijepa i sl.		Manufact. of bricks, tiles and constr. prod.		1.5%

				Proizv. piva		Manufact. of beer		1.4%

				Proizv. industr. plinova		Manufact. of industr. gases		1.1%

				Ostalo		Other		21.5%





Tabelle1

		1993		1993

		1994		1994

		1995		1995

		1996		1996

		1997		1997

		1998		1998

		1999		1999

		2000		2000

		2001		2001



d

GDP (current prices)

Assets of the banking sector (end of period)

Years

Million kuna

GDP and banking sector assets´ growth in Croatia

71544.3957

47332.44736

82094.5895

54620.26593

100001.1571

62653.598694

110082.9312

67482.717551

126749.0379

85309.286636

135120.93

93326.437166

153191.0787

93251.467

155195.359

109949.061891

169317.628

142605.57181853



Tabelle2

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0

		0		0



Banking credits to firms

Banking credits to households

Years

Millions of kuna



Tabelle3

		0

		0

		0

		0

		0

		0

		0

		0

		0



FDI

Years

Millions of USD



		





		






