Editor's Note

[ would like to draw your attention to the seventh volume of the Croatian Economic
Survey. It comprises a selection of articles that originally appeared in Privredna
kretanja i ekonomska politika journal (Economic Trends and Economic Policy) in 2004,

th -
' issue. As was the case

the year in which this quarterly journal celebrated its 100
with the preceding volumes of the Croatian Economic Survey, the main purpose is to
bring the recently published research articles that were originally available only in

Croatian or in English to a broader international audience.

The first volume of the Croatian Ecomomic Survey was issued twelve years ago, in
1993. The following three volumes appeared on a rather non-regular basis due to a
number of difficulties. Since 2002, the regularity of the annual publication has
been re-established and we hope to continue with that practice in the future. In
order to afford greater flexibility and wider accessibility in reading the Survey, every
1ssue from now on will be available via the Institute of Economics’ website,

www.elzg.hr.

Five articles have been selected for this volume of the Croatian Economic Survey.
They cover a wide range of topics and appear in the chronological order in which
they were published in the source journal. The first two articles deal with the “hot”
issues of fiscal and external vulnerability faced by the Croatian economy. The next
article introduces the reader to the internationally appealing topic of hedonic
regressions. The following article takes on the topic of environmental issues and
the European Union accession as Croatia approaches the start of negotiations with
the EU on full membership. The final article reports some intriguing results on
the innovation development in the leading Croatian enterprises. In a way, this
volume starts with the current problems faced by the Croatian economy and then

leads towards topics that are more future-oriented.

The first two articles of this volume address the topic of public debt management
in Croatia, the first from a perspective of static indicators and the second
involving dynamic sustainability analysis. It should be mentioned that both

articles were originally prepared in 2003 for the “Public Debt in the Republic of
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Croatia: Measurement, Limits and Sustainability” project. The objective of the
project was to give fiscal authorities analytical tools for improved public debt
management. In the first article “Sustainability of Croatia’s Public and External
Debt” Dubravko Mibaljek undertakes the analysis of standard financial indicators
1n order to assess Croatia’s public and foreign debt sustainability. Recognizing that
only two summary measures: total amount of debt (public and foreign) and share
of debt (public and foreign) in GDP are usually used in discussions in Croatia,
Mibaljek suggests that it is not enough and, more importantly, that it may lead to
wrong conclusions and inappropriate fiscal and monetary policy decisions.
Therefore, the author advocates determining the actual debt level on the basis of
systematic analysis of much larger number of macroeconomic and financial
indicators. In addition, he provides a wide range of debt indicators for the
Croatian case, compares them with the indicators for new EU member states as
well as candidate countries, and discusses the sustainability issues. A threshold level
at which debt sustainability becomes a problem may differ across periods and
countries, and depends on the perceptions and expectations of financial market
participants. Continuous monitoring of various debt indicators, as author suggests,
ensures that negative trends will be discovered early enough to allow for timely and

appropriate economic policy measures.

A group of authors including Ante Babic, [vo Krznar, Danijel Nestic and Sandra
Svaljek, prepared the second article of this volume, “Dynamic Analysis of Public
and Foreign Debt Sustainability”. Basing their approach to analyzing debt
sustainability on the framework originally developed by the International
Monetary Fund,” the authors undertake three major steps. The first step involves
projections of key macroeconomic variables and projections of debt developments.
The second step relates to the examination of the sensitivity of projected debt
developments to various macroeconomic shocks. Consequently, these results are
used in the third step to make qualitative judgments on debt sustainability in
order to recognize major risks involved in borrowing. In spite of the fact that this
approach does not allow authors to answer the question of debt sustainability
thresholds, it provides a number of indicators, information and implications for

alternative scenarios that may serve as the basis for a professional assessment of

' “Javni dug u Republici Hroatskoj: mjerenje, granice i odrtivost” (Public Debt in the Republic of Croatia:
Measurement, Limits, and Sustainability”), 2003, Ekonomski institni, Zagreb.

2 “Assessing Sustainability”, 2002, Prepared by the Policy Development and Review Department, IMF,
hitpy//wwne.imf.org/externaly/np/pdr/sus/2002/eng/052802.htm.
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whether a given situation and accompanying trends may - or may not - be

sustainable.

One of the major problems in the calculation of price indexes is incorporating the
quality changes in goods whose prices are collected over time. Although there are
vartous methods to overcome this problem, hedonic regressions have become an
increasingly popular method over the recent years. Valerija Botri¢ introduces us to
the concept of hedonic regressions as well as to their possible use for statistical
purposes in the third paper of this volume, entitled “Hedonic Regressions and
Price Indices - Application to the Personal Computer Price Index in Croatia”.
After describing the theoretical background of the method, its possible use for
statistical as well as other purposes and various functional forms that can be used
in estimating a hedonic model, the author undertakes an illustrative empirical
analysis applied to the personal computer price index in Croatia. The empirical
exercise indicates substantial discrepancies in the price index, depending on
whether quality changes - that take place over time - have been taken into account

or not.

As Croatia approaches the start of negotiations on full EU membership,
compliance with the many EU standards becomes obligatory. As part of that
process, the environmental issues have special importance since there is a growing
difference between environmental protection among member and non-member
countries. The process of harmonizing national legislation with the environmental
acquis  communantaire should 1in the foreseeable future bring improved
environmental quality. In the paper “Environment and EU Accession” Zeljka
Kordej - De Villa overviews environmental issues in the EU documents and
Croatia’s National Environment Action Plan. After reporting on the state of
environment in Croatia, the author elaborates the main tasks in the accession
process, describes the necessary institutional adjustments as well as changes in the
legislation and financial resources required to reach compliance with EU
standards. The author also briefly discusses the principle of subsidiarity which
advocates that no action should be taken by the Union as a whole, unless it is

more effective than if such action is taken at national, regional or local levels.

In the final article of this volume, “Innovation Development in Leading Croatian
Enterprises: Review of the Most Important Findings”, Sonja Radas presents results

of a study on innovation development that was performed on 100 leading
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Croatian companies in spring 2002. In spite of much talk about the capability of
Croatian companies to innovate and thereby improve competitiveness of the
national economy, there has been a lack of systematic studies on innovations
development that this paper tries to make up for. The purpose of the study was to
explore several issues related to the innovations development. It addresses the
structure of innovations and examines the novelty level of new products and
processes. It explores whether firms of different sizes differ in their innovation
output, and whether the continuity with which firms perform research activities
has any impact on their innovation output. The sources of new product ideas are
explored, as well as some preconditions for new product success. This paper also
examines the prevalence of new product development processes in Croatian
companies. In order to mention just a few results, let us say the study shows that
most leading firms in Croatia had innovated in the threeyear period prior to
spring 2002. However, the majority of product and process innovations are
recorded as being of low level of innovativeness. In addition, large enterprises in
Croatia do not use their existing resources efficiently and effectively in innovation
development and commercialization, although they do develop a significantly
larger number of new products of high novelty than smaller firms. Although more
than half of the companies in the Croatian sample have some type of formally
documented “new product development” process in place, these processes have
failed to produce a statistically significant difference in comparison to the firms
that employ less sophisticated practices. This contradictory result will surely be

further explored in the future.

Finally, I would like to take the opportunity to thank everyone who has

contributed to this volume of the Croatian Economic Survey in various capacities.

[ invite you now to take a glance at the selected articles. It is my hope that some
will catch your attention.

Guest Editor:

Andrea Mervar
Institute of Economics, Zagreb

April 2005
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