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Introduction

After Croatia was granted EU candidate status in 

2004, its gross domestic product (GDP) and foreign 

direct investment (FDI) inflows increased steadily 

until the outbreak of  the financial crisis in 2008. 

Both GDP and inward FDI in Croatia have been 

stagnating ever since, with macroeconomic imbal-

ances becoming increasingly problematic and overall 

economic conditions changing for the worse. An in-

crease in FDI inflows and a stimulation of  interna-

tional trade could help the country to create new 

firms and thereby achieve sustainable growth in 

employment. 

Analysis of sectoral import and export data provided 

by the United Nations Conference on Trade and 

Development’s data center (UNCTADstat) reveals 

that Croatia’s export performance over the past dec-

ade has been poor. This suggests that its exports are 

not sufficiently competitive to gain market share in the 

EU, even though European market access has im-

proved for Croatian exporters. Croatia currently runs 

a trade deficit in nearly all major sectors. While EU 

membership has increased Croatia’s imports, the ex-

porting sector has not yet benefited from increasing 

integration into the EU. We argue that Croatia has sig-

nificant scope to return to a sustainable growth path 

by stimulating inward FDI and exports via measures 

to increase its competitiveness, in particular through 

relative labor cost reduction.

How labor costs affect FDI, exports and GDP growth

In cross-border business, there is a strong negative 

correlation between a country’s cost-driving condi-

tions – like labor costs – and inward foreign direct in-

vestment. Rising labor costs in Croatia have hampered 

inward FDI growth, leading to unfavorable economic 

conditions relative to other EU countries, where de-

clining labor costs have been accompanied by a very 

sharp increase in FDI inflows. Taking Slovakia as an 

example, Figure 1 illustrates the strong negative rela-

tionship between wage costs and FDI inflows. By con-

trast, Croatia is a clear underperformer in attracting 

FDI: While Slovakian FDI inflows into the industrial 

sector increased by 750 percent over 10 years (from 

2,245 million euros in 2000 to 19,086 million euros in 

2010), Croatia only experienced an increase of 

215 percent over the same period (from 1,636 million 

to 5,158 million euros). Simultaneously, Croatia has 

relatively higher labor costs, which are uncompetitive, 

compared to other recent EU members, and thus im-

pede FDI attraction: 9.20 euros per hour on average in 

2008, compared to 7.30 euros per hour in the same 

year in Slovakia, according to Eurostat.

Low labor costs in comparison to alternative FDI des-

tinations can be considered a core reason for foreign 

direct investors to enter countries. Attracted by the 

advantage of low production costs, foreign investors 

not only set up new companies to serve domestic mar-

kets, but often integrate those newly built or acquired 

plants into their European production network, pro-

viding a further boost to exports. Indeed, sectoral data 

from the Ifo Database and the Croatian National 

Bank suggest that stagnating and falling FDI inflows 

in Croatia’s manufacturing industries have been asso-

ciated with stagnating and weakening exports. 

However, the economic relationship between labor 

costs, FDI inflows, and exports is not unidirectional. 

It is characterized by an endogenous circle of eco-

nomic interdependencies that has been observed in 

most EU member countries over the past decade. 

Initially, a reduction in labor costs is associated with 

increasing FDI inflows. Subsequently, most European 

member countries experienced a substantial increase *	 Ifo Institute.
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in labor productivity driven by capital investments 
originating from FDI inflows. Hence, a rise in FDI in-
flows can improve labor productivity and thereby sup-
port a lasting low labor cost environment with increas-
ing output. Both increasing FDI and stable labor costs 
with rising productivity lead to competitive exports. 
Finally, rising exports again have positive repercus-
sions on FDI inflows, labor productivity, and labor 
costs. It has been well substantiated in the economic 
literature that there is not only a selection process of 
relatively more productive firms into exports,1 but that 
exporters also become more productive over time 
compared to their non-exporting competitors.2 This 
increase in productivity then allows the exporting 
firms to pay higher wages, leading to a demand-driven 
boost to the domestic economy, which in turn results 
in additional incentives for foreign investors to in-
crease FDI. Once this circle is set in motion by exter-
nal measures (like exchange rate policy) or internal 
measures (like labor cost reduction), increasing FDI 
inflows and exports can result in sustainable GDP 
growth and additional employment.

1	 See e.g. the prominent theoretical work by Melitz (2003) and em-
pirical studies by Bernard and Jensen (1999) and Van Biesebroeck 
(2005).
2	 See e.g. Bustos (2011) on the firm-level innovation-promoting ef-
fects of international trade (learning by exporting) or Lileeva and 
Trefler (2010) on the market-expanding effects of trade causally en-
couraging firms to innovate.

Comparing Croatia with recent EU members and 
candidates

Several countries that have become new EU mem-

bers over the past decade have successfully initiated 

deep economic reforms to boost domestic growth 

and employment by taking advantage of  easier ac-

cess to the EU markets (e.g. Slovakia and the Czech 

Republic). To assess the potential quantitative effects 

of  economic reforms in Croatia, it is important to 

identify and compare countries that are similar to 

Croatia in their economic development. We subdi-

vide the sample of  European countries into three 

quantiles by real GDP per capita. Within the lowest 

quantile, Macedonia, Bulgaria and Romania consti-

tute outliers at the lower end and therefore are 

dropped from the sample. The resulting subsample 

contains 12 European countries that are evenly dis-

tributed around Croatia in terms of  real GDP per 

capita. These countries are referred to as Croatia’s 

peer group and include the Czech Republic, Estonia, 

Hungary, Latvia, Lithuania, Poland, Slovakia and 

Turkey over the time horizon from 1990 to 2014, 

whereas Greece, Portugal, Slovenia and Malta leave 

the peer group over the course of  time. We use this 

peer group to quantitatively assess the correlations 

between labor costs, inward FDI, and exports.

Using Eurostat data on hourly gross wages in 2013, 

it can be seen that Croatian hourly labor costs, with 

an average of  7.40 euros, are comparatively high rel-

ative to its peer countries, with the only notable ex-

ceptions being the Czech Republic (7.50 euros) and 

Slovenia (12.40 euros). Average wages are lower in 

Lithuania (4.40 euros), Latvia (5.00 euros), Hungary 

(5.60 euros), Slovakia (6.20 euros), Poland (6.40 eu-

ros) and Estonia (6.60 euros). Looking at wage data 

on the sectoral level provided by INDSTAT, a simi-

lar pattern holds for major industries. In many sec-

tors, Croatia represents the upper end of  the wage 

distribution among its peer group, even though this 

peer group has been defined such that Croatia, in 

terms of  real GDP per capita, occupies an average 

position. 

Thus, the Croatian economy is relatively uncompeti-

tive in terms of labor costs such that its peer group 

countries offer a more attractive environment for for-

eign direct investors. To attract additional FDI, in-

crease exports, and get back onto a sustainable growth 

path, Croatia needs to improve its competitiveness by 

reducing average labor costs.
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Potential strategies to improve FDI and international 
trade competitiveness

To analyze empirically the correlation between unit la-

bor costs and inward FDI and exports, especially for 

Croatia and its peer group countries, we employ a 

cross-country regression approach, using a number of 

control variables and country fixed effects to account 

for unobserved country characteristics. One methodo-

logical caveat is that endogeneity in the explanatory 

variables may lead to biased estimates of the effect of 

wages on FDI and exports, as well as of the effect of 

FDI and exports on output. To partially alleviate re-

verse causality, we use lagged explanatory variables.3 

Nevertheless, endogeneity bias in the coefficients is 

very likely to persist, such that the estimators should 

be interpreted as correlations in sign and overall mag-

nitude, but not as exact causal predictors.

Moreover, sensitivity of exports and inward FDI to 

labor costs may differ significantly across different in-

dustries due to underlying and systematic differences 

in industry characteristics. It is therefore important to 

identify the industries in which an internal devalua-

tion strategy appears most reasonable to boost ex-

ports and inward FDI. In a first step, we use country-

level data provided by Eurostat for the years 2000–

2013 to analyze the aggregate relationship between la-

bor cost, FDI, exports, and GDP for Croatia and its 

peer group. This allows us to quantify the overall po-

tential to stimulate economic growth in Croatia 

through internal or external devaluation.

In a second step, we take an industry perspective by 

constructing and analyzing a panel dataset at industry 

level4 for 29 European countries (excluding Germany, 

France, and Britain as positive outliers). The panel in-

cludes industry-level export data collected by the 

United Nations and harmonized by the French 

Research Center in International Economics (CEPII). 

Data on FDI positions by industry are obtained from 

the OECD and from the Croatian National Bank. 

Industry-level data on wages, output, and the number 

of employees are provided by the United Nations 

Industrial Development Organization’s INDSTAT da-

tabase for 23 industries observed over one decade up to 

3	 To facilitate an exact identification of causal effects, an instrumen-
tal variable approach would be needed. However, an adequate instru-
ment – one which, conditional on other covariates, is correlated with 
the respective endogenous explanatory variables but at the same times 
satisfies the exclusion restriction, i.e., is not correlated with the error 
term in the regression equation – could not be provided for the scope 
of this analysis.
4	 Industries are defined according to the two-digit ISIC Rev. 3 indus-
try classification.

the year 2008. This allows us to identify key industries 
in which a reduction of unit labor cost would be par-
ticularly fruitful in terms of potential growth effects.

Internal devaluation

Empirical measures suggest a significantly negative 
correlation between labor costs and inward FDI across 
Croatia’s peer group of countries. A one-percent inter-
nal devaluation (i.e. a decline in wages) has the poten-
tial to translate into an average increase in inward FDI 
by one percent. Regarding exports, the country-level 
correlation with labor cost turns out to be even strong-
er. A one-percent decline in wages correlates with an 
increase in exports by 1.27 percent. Moreover, within 
the peer group of countries, the combined effects of 
the additional inward FDI and exports that can be in-
duced by a 10 percent decline in average wages corre-
late with an annual growth in GDP by an additional 
1.18 percentage points over a period of 10 years.

External devaluation

Economic effects similar to those achieved via an inter-
nal devaluation can be triggered by an appropriate ex-
change rate policy: A devaluation of the kuna (Croatia’s 
currency) would make Croatian goods prices and wages 
cheaper relative to other countries. Such a monetary 
policy would also imply that the Croatian economy be-
comes relatively more competitive, and would be able to 
attract additional inward FDI and expand exports. An 
external devaluation can spark a similar endogenous 
circle of economic interdependencies as an internal 
one, leading to a sustainable increase in wages and 
GDP over the long run. Drawing on the same regres-
sion specifications used to quantify the expected effects 
of an internal devaluation, the magnitude of an exter-
nal currency devaluation needed to achieve an equiva-
lent long-run outcome in terms of GDP per capita 
growth can be quantified. Estimates suggest that, in or-
der to generate the same effect on GDP per capita via 
increased inward FDI and exports that could be 
achieved with a 10 percent decline in labor costs, the 
kuna would have to depreciate by approximately 
17.19 percent. A viable compromise for decision-mak-
ers could be a mixed strategy combining both external 
and internal devaluation, choosing appropriate adjust-
ment magnitudes along each of the two margins.

An industry perspective

First, the average aggregate correlations between la-
bor cost and FDI and exports are confirmed by our 
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industry-level data in both sign and magnitude, sug-

gesting overall consistence with the aggregate data 

available for a longer time horizon. Second, we use the 

industry-level data to examine the relationship be-

tween wages per capita, inward FDI, and exports for 

individual industries. It turns out that the point esti-

mates for the correlations of labor costs with inward 

FDI and exports indeed vary significantly between 

industries. 

An over-proportionally strong response of inward 

FDI to wage reductions can be expected in the manu-

facturing industries for motor vehicles (ISIC-34), radio, 

television and communication equipment (ISIC-32), 

rubber and plastics products (ISIC-25), coke, refined 

petroleum products and nuclear fuel (ISIC-23), office, 

accounting and computing machinery (ISIC-30) and 

fabricated metal products (ISIC-28), while in other in-

dustries inward FDI correlates less than proportion-

ally, but still largely significantly. Notably, Croatian 

per capita wages rank highest among its peer group in 

each of these industries. Thus, there is considerable 

scope for improvements in competitiveness to attract 

additional inward FDI, increase GDP, and boost em-

ployment, resulting in sustainable wage growth in the 

long run.

A significantly positive response of  exports to wage 

reductions occurs in textiles (ISIC-17), wearing ap-

parel (ISIC-18), leather, luggage, handbags, saddlery, 

harness and footwear (ISIC-19), wood and cork prod-

ucts (except furniture) (ISIC-20), paper and paper 

products (ISIC-21), other non-metallic mineral prod-

ucts (ISIC-26), fabricated metal products (ISIC-28) 

and electrical machinery and apparatus (ISIC-31). 

Empirical measures further suggest that a 1 percent 

decline in per capita wages has very heterogeneous ef-

fects on exports across Croatia’s peer countries, rang-

ing from an average increase of  0.06 percent in Latvia 

to 1.8 percent in Lithuania. Among its peer group, 

the effect is above average in Croatia, with 1.5 per-

cent. Successful FDI attraction via increased compet-

itiveness can be supported by additional flanking 

measures such as privatizations and labor market and 

banking sector reforms.

Conclusion

Croatia has experienced a dramatic slowdown in FDI 

inflows and exports for several years, in particular af-

ter the financial crisis hit in 2008. A major reason for 

Croatia’s economic weakness can be found in its rela-

tively high labor costs, which have made the country 

uncompetitive after its integration into the EU.

To escape this situation, Croatia’s economy can be 

stimulated by either an external or an internal devalu-

ation. We emphasize the potential effects of an inter-

nal devaluation and provide an estimate for the equiv-

alent external devaluation required to obtain econom-

ic effects of the same order of magnitude. Average ef-

fects on FDI inflows and exports originating from la-

bor cost reductions can be derived from similar 

policies observed in comparable new EU member 

countries and candidates. 

Overall, Croatia can expect an additional annual 

growth in GDP of around 1.18 percentage points if  

labor costs are reduced in the short run by 10 percent, 

and if  this adjustment is kept in place over a longer pe-

riod. The main reason behind this annual growth ef-

fect is an increase in FDI inflows and growing exports 

due to improved competitiveness. 

To maximize the impact of an internal devaluation, 

competitiveness should be increased particularly in 

those sectors where inward FDI and exports react 

strongly. While an internal devaluation will increase 

Croatia’s attractiveness for foreign investors, it is im-

portant to simultaneously reform investment policies 

for foreigners. The observed rise in FDI inflows in sim-

ilar countries, such as Slovakia or the Czech Republic, 

after an internal devaluation, was accompanied by 

privatization programs that enabled foreign investors 

to acquire domestic facilities and to modernize those 

acquisitions.

A rise in FDI inflows will increase capital investment, 

leading to a steady rise in labor productivity. Hence, 

maintaining labor costs on a competitive level relative 

to Croatia’s peer group of countries offers the chance 

to achieve a sustainable GDP growth path with a 

steady decline in unemployment. Once the current 

stagnation is overcome, rising productivity in princi-

ple offers an opportunity to increase wages. The chal-

lenge for politicians will be to resist this temptation in 

the initial years, as it could foil a sustainable economic 

recovery.

Finally, the effects outlined are partial effect consider-

ations. From a political point of view, a reasonable 

combination of an internal and external devaluation 
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permits a balanced distribution of economic costs be-
tween different social groups.
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