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Abstract
This paper is based on the assumption that conditions in which structural changes take place in certain economies  are different. Consequences of deindustrialization, in regards of cutting down the number of employed in Croatia, are not easily compensated with an increased share of services in economy. Although markets are the main initiators of structural changes, economical policy has an important role in facilitating the adjustment process. Restructuring happens within industries and on the level of total economy. Systematic application of successful micro-economical policies would lead to realization of macro-economical goals. 
Key words: structural change, deindustralisation,transition, macro-economic  performance
1.  Introduction

Changes to the structure of production and employment during the process of development and the rise of certain sectors at the expense of others have been recognised as a feature of modern economic growth dating back to Simon Kuznets (1956). He established the fall in the importance of agriculture, the rapid rise in industry and the gradual increase in the weight of services in the economy as a stylised pattern of development using historical time series data for industrialised economies. Chenery and Taylor (1968) established three stylised facts:

•  the share of agriculture in GDP and employment falls as economies grow richer,

•  the share of industry in GDP and employment rises, but the relationship between per capita incomes and the share of industry in employment is non-linear,

•  the share of services in GDP and employment rises unambiguously as economies grow richer.

Tertiarization is a tremendously powerful process of structural change, characterised by the shift of economic activities away from traditional areas as agriculture and manufacturing towards the tertiary sector. In general, there are three possoble explanations of why, in developed economies, changes in industrial structures systematically favour services rather than manufactured goods: the first explanation focuses on effects from the demand side, the second on changes in technology, and the third on shifts in international patterns of comparative advantage (Peneder, Kaniovski and Dachs, 2001, p.14).

Beginning with the demand side, tertiarisation is often explained in terms of a general shift in tastes and preferences towards intangible components of consumer satisfaction, which become evident as income levels and standards of living rise. The income elasticity of demand is believed to be high for immaterial sources of well-being, often associated with increasing leisure, entertainment and luxury.  The second force towards tertiarization is a result of changes in technology and organisation. In contrast to the argument based upon differential shifts in the level of intermediary demand for various industries, the technology effects results from a change in the intermediary demand per unit of output. Positive impulses for tertiarization would then correspond to the common observation of increasing differentiation of production. Efficient organisation, innovation, brand creation and customised services become the primary sources of competitive advantage.

One of the measures of structural change that economists have constructed is the dispersion of rates of  change in employment across sectors (Blanchard, 1997, p.437). If all sectors grow at roughly the same rate, the dispersion will be small, indicating that the economy is undergoing little structural change. If some sectors are growing rapidly while others are shrinking, the dispersion will be large, indicating large underlying structural change. The another dimension of structural change is the demand for unskilled workers. It appears to have declined compared to the demand for skilled workers.

There are a number of relationships which attract the economist's interest in structural change (Landesmann, 2003, p.95):

•   the relationship betweeen „economic structure“ and the level of economic development;

•   „economic structure“ as an indicator of a country's position in the international division of labour;

 •    structural change as an indicator of an economy's dynamism or lack of dynamism, and, in the case of transition economies, of the speed and direction of its transformation towards a well-functioning market economy.

2. Industrial structure and macroperformance

Various mechanisms for the linkage between industrial structure and macroperformance are identified (Peneder, 2003, p.428.): the above mentioned income elasticity of demand, the structural bonus versus burden hypotheses, differential propensities towards entrepreneurial discovery etc.  Structural bonus hypothesis postulates a positive relationship between structural change and economic growth (Timmer and Szirmai, 2000). It is based upon the assumption that during the process of economic development, economies upgrade from industries with comparatively low to those with a higher value added per labour unit. Contrary to the shifts in demand, this hypothesis refers directly to the reallocation of labour resources. 

Baumol's hypothesis of unbalanced growth revealed opposite mechanism where structural change has a negative effect on growth (Baumol, Blackmann and Wolff,1985). Intrinsic differences between industries in their opportunities to raise labour productivity (for a given level of demand) shift ever larger shares of the labour force away from „progressive“ industries with high productivity growth towards the „stagnant“ industries with low productivity growth and accordingly higher labour requirements. In the long-run, the so called structural burden of increasing labour shares getting employed in the „stagnant“ industries then tend to diminish the prospects for aggregate growth of per capita income. (Peneder, 2003, p. 428). 

In most of the above cases, structural change is best described as a process of “sorting”, which means that differential growth between industries is only driven by exogenous forces (Mantobbio, 2000). For example, the sector shares drift inevitably towards industries with a given high level of invome elasticity of demand according to the first mechanism; conversaly, the labour shares drift mechanically towards “stagnant” industries with fewer opportunities for productivity growth according to the third channel.
In contrast to sorting, structural change can also be driven by a process of “selection” (Montobbio, 2000), which requires some substitutability between the outputs of firms in various industries. One example of structural change caused by “selection” is the impact of technical progress and capital deepening on the need for material inputs and natural resources (Aiginger, 2001). The growing technical efficiency in the use of basic and resource related goods, such as steel and other metals, wood, pulp or paper, has the dynamic implication of decreasing the shares of these industries in total expenditures. Although there are intrinsic differences between industrial branches regarding their typical degree of exposure to such effects, the process is partly endogenous to creative entrepreneurial response (quality upgrading, search for new applications etc.). This entrepreneurial discovery of new opportunities is an important source of “selection” more generally. It equally applies to other industries and reveals another channel of how meso-structures can affect macroperformance (Peneder, 2003, p. 429).
One mechanism refers to differences between industries with respect to their typical propensity to undertake endogenous (often sunk and largely intangible) investments to expand demand by creating new markets or increasing the customers’ willingness to pay for already established products and services. Any selective environment which stimulates the competition for the perceived quality of output generates investments, e.g. in research and development, advertising, human resources. Provided that technological opportunities exist and that customers are receptive to the supply of new combinations, differential growth at the industry level at the industry level becomes endogenous to entrepreneurial action (Peneder, 2001). For each economy, a higher share of such “entrepreneurial” types of industry would then also imply a larger overall capacity to generate income and growth. 
Innovative ideas partly spill over to others (Verspagen, 2002). Griliches (1979) made a distinction between so-called rent spillovers and pure knowledge spillovers. Rent spillovers arise when a buyer gets a technologically improved product without paying the full differential in (monetary) value that can be associated with product innovations. This may, for example, happen, because of competitive pressures on the suppliers of the goods for which product innovation is taking place. Pure knowledge spillovers occur independent of market transactions. This type of spillover may, for example, occur when an inventor gets an idea from looking at the invention of another inventor. This may either take the form of imitation, or refer to a completely original idea. Los (1999) provides an extensive discussion of the various types of knowledge spillovers in the context of an input-output analyses.
As economic development in developed economies is usually characterised by the move towards services, many OECD economies have experienced a decline in the share of manufacturing in overall economic activity (OECD, 2002). This is partly due to saturated demand for many manufactured goods and rising imports, but also to the differential in labour productivity growth between the manufacturing and services sectors. Since manufacturing typically experiences more rapid labur productivity growth, its share in employment can fall over time as demand saturates. 

Government policies – regulatory reform and trade liberalisation,  play an important role and typically aim at improving the efficiency of markets in allocating resources to economic activities. Policy can facilitate structural change in three ways (OECD, 2002, p.14):
1. Removal of protection (e.g. industrial supports). Industrial subsidies or assistance aimed at mature industries or firms may end up protecting „losers „ and impede structural change.

2. Reform of labour, product and financial markets at both domestic and international levels, with the aim of increasing productivity and enhancing resource allocation.

3. Stregthening of capabilities. This includes policies to enhance skills and formal education, to promote investment in research and development and organisation change, or to develop better infrastructure.

3. Structural change in an enlarged Europe
The European Union is facing the process of structural change which manifests itself at various levels: on the macro-economic level, in the manufacturing sector and within individual sectors. 
The relative share of manufacturing in total employment and total value added has decreased, while that of services has increased steadily. One of the main forces behind this development has been industry’s higher productivity growth compared with services. The result has been a continuous transfer of jobs from industry to services. Although most industrial sectors have recorded job losses, they have also experienced an increase in both value added and labour productivity. This is the case, notably, in sectors such as chemicals, aeronautical and aerospace materials, telecommunications materials, but also a large number of other industrial sectors (Commission of the European Communities, 2004). This development is likely to cause difficulties of adjustment, but does not have to be seen as a threat. Rather, it is a natural consequence of economic progress, and therefore a development which must be facilitated and encouraged. The reallocation of productive resources in response to change is essential to maintaining competitiveness and sustainable growth. 
The process of industrial change (sometimes known as relative deindustrialization) is, generally, beneficial if it is properly anticipated, identified and fostered. It should not be confused with absolute deindustrialization. The latter, a much more alarming prospect, would imply industrial decline in absolute terms, characterized by consecutive reductions in employment, output and productivity growth, and exacerbated by a trade deficit. By definition, such a development can only be identified with certainty over the long term. The available data do not show that such a phenomenon exists in the EU.
The loss of low-productivity jobs to less developed countries with lower labour costs and changes resulting from trends in the in the energy market or shifts in comparative adavantage request a reconversion that is often difficult and implies a challenge to adapt the human capital. 

The increasing overlap between services and industry is changing the contours of industrial activity as such, and accentuating the apparent reduction in the importance of manufacturing industry. The latter has experienced marked outsourcing, in which operations which were previously done in-house are awarded to outside contractors (transport, logistics, information technology, etc.). At the same time, industrial products contain a larger service component, such as after-sales and maintenance services, which accentuates interpenetration between industry and services.
The European Union is on the eve of the most ambitious enlargement in its history. Given their past, and despite the considerable progress which they have made over the last decade, the new Member States will face greater challenges than the existing ones in successfully managing the process of structural change. The priorities which have been set out, which are designed to act on the various levels which determine industrial competitiveness, are particularly important for the new Member States: regulatory restraint will make it possible to maintain their, still fragile, competitiveness. The emphasis on cohesion and the dissemination of knowledge will enable them to build sustainable comparative advantages, which will outlive the temporary advantages of low labour costs. The sectoral approach to competitiveness will facilitate a targeted response to the problems of industrial change which are particularly acute for these countries. In this way, the challenges which enlargement is setting the Union’s industrial policy can be successfully met, and the opportunities which it offers exploited to the full.

4. Structural change and transition: with respect to Croatia
At the end of the 80ties and the beginning of the 90ties some strong transitional processes appeared in East European countries and countries that grew out of the dissolution of the Soviet Union. These processes are the result of the necessity to carry out the fundamental intervention in economy as in all these countries there was a continuous falling behind of economic growth. That was primarily the result of state ownership (with few exceptions) that was not familiar with the enterprising and private initiative as a basic lever of growth. Such functioning of economy (planned economy) in a long term view caused the disturbances in optimal using and functioning of economic resources (Družić, 2003, pp. 140-141).

Uneconomical criteria in determining the price relations between agricultural and non- agricultural production,  so called “price scissors” , led to the income transfer from agricultural to non-agricultural production and resulted in low production and  continuous   falling behind of  agricultural production. In the same time by uneconomic criteria, the funds from other sectors were included in non-agricultural production. All that led to  unprofitable  and  uneconomical  investments, to important appearance of  the so called  political investments or investments that are not based on economic criteria  but on  political evaluation and voluntarism, without  taking into account (what was not even important )  economic results and consequences of such an investment policy.
In the same time such criteria made imbalance between particular industrial branches. As the  developing concept was based on the priority of heavy industry, it  was continuously leading  to even bigger gap between  these branches and other manufacturing by which, already mentioned structural imbalance in the supply of manufacturing commodities, was  being  established.

Foreign trade  imbalance derived from the domination of exporting products that  were of relatively law degree of processing, while in import dominated the products of high  degree of processing or  the products of higher technological level  that were  imported from highly developed countries of   Western Europe.
All the mentioned deep disturbances in the economy of the former socialist countries were looking for a radical intervention on the economy reconstruction. Structural change in the transition economies is characterized by three processes :

●  deagrarization,

●  deindustrialization,

●  tertiarization.

The process of deagrarization is present in the most of Central and East European countries. There are exceptions to this: in some economies the share of the labour force in agriculture (and in Romania even the absolute number) has increased (Landesmann,2003, p.96). This is the case of Bulgaria and Romania, while for the other countries there are falls in the share and dramatic losses in absolute numbers of agricultural employment.   The proces of reagrarization in some cases, seems to be a phenomenon of transition process, explained by severe employment crisis in the industrial sector and limited absorption capacity in the service sector.

There is also a general process of deindustrialization with falling absolute employment levels in the industrial sector, comprising manufacturing, mining, water and electricity supply, and construction. However, some interesting exceptions to the general decline of employment in the industrial sector exist. In Hungary the shares of employment in the industrial sector have recovered after an initial drop at he beginning of the transition and value added shares have risen in Hungary and Czech Republic and stabilized in Slovenia (Landesmann, 2003, p.97).

In countries such as the Czech Republic, Hungary, Slovakia and Slovenia, there were very substantial increases in the shares of the services sector, while in Bulgaria, Poland and Romania, where the initial shares of the services sector in overall employment were relatively low, the increases in shares were rather modest. In absolute terms, the employment gains in the services sector were far from sufficient to compensate for the employment losses in the other two sectors.

Croatia is a country which experienced severe damage in Croatian War of Independence. At the same time big decrease of market and recession took place. In these conditions GDP decreased, which reflected on industrial production. The biggest fall of industrial production happened at the turn of 1990 and 1991, at the beginning of war in Croatia. Up to 1994, industrial production has been drastically decreasing (Obadić, 2003, p.320).

Number of the employed in industry is constantly falling, this being the result of restructuring, privatization, bankruptcies, etc. Totally, the number of employed in industry and mining  decreased in period from 1993 to 1999 for over 8 000 work places, which then led to decrease of industry and mining share in Croatian economy- from 42 to36 percent, in the mentioned period (Figure 1). 
Figure 1. Employment structure in Croatian economy, 1994 and 1999
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Source: Financial Agency Database

Industry and mining output share has also decreased for 6%, but profit share increased from 37 to 46% (Figures 2 and 3). Increase of work productivity is mainly based on increased number of the employed. Most industrial branches have problems regarding technological underdevelopment and uninventiveness, high expenses, under-utilization of capacities, dependence on import, unrecognizability on world market. The other problem is lack of managers who are supposed to be the main development carriers within their companies, as is the insufficient marketing activity, especially the one in foreign markets. To this we can add weaknesses of privatization process in which the new, majority share company owners treated their companies as real estates, instead of treating them as basic economy units which are here to employ people and make production profit. 

Figure 2. Output structure in Croatian economy, 1994 and 1999
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Source: Financial Agency Database

Figure 3. Profit structure in Croatian economy,1994 and 1999 
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Service sector is in increase. Looking at the output share, there has been an increase from 52 to 56% share in total economy. However, service share in employment is lower than output share. Although growth in employment share has been noticed, it amounts to 49% of the entire number of employed. Trade dominates the service sector. Growth of trade output share in service sector output, from 53% in 1994 to 63% in 1999, keeps up with employment growth. However, employment growth is much slower, and its share is on lower level than its output share. Trade business is expansively growing, but it is unfortunately based mainly on import. Importance of trade is proven by the fact that more than 40% of Croatian entrepreneurs is in this line of business (Croatian Chamber of Commerce, 2005).

By looking at the number of employed in its total number, it can be seen that industry and mining, as well as agriculture and fishery, have a significant decrease in the number of employed. This loss of work places was not compensated by increased number of work places in services. Even if there is an increased number of work places in traffic and transportation, financial brokerage, and especially in trade, the number of employed in service sector and tourism has decreased as a consequence of war and post-war conditions in which tourism business existed. 

Economy restructuring can be seen from the point of view of firm size distribution. Transition process in Croatia favored starting up small businesses. It was a sign that there is an entrepreneurial spirit in Croatian economy. Measured in the number of companies, share of small businesses in economy (up to 50 employed) was 95% in 2001, there was 4% of medium businesses (up to 250 employed), and merely 1% of large businesses (table 1). The biggest number of businesses, in all size categories, is in trade and manufacturing industries. 

	Table 1. Firm size distribution, employment and output share of small, 

	medium and large firms in Croatian economy, 2001 (per cent)

	
	
	
	

	 
	Employment share  %
	Output share  %
	Number of firms %

	Small firms
	33
	30
	95

	Medium firms
	22
	20
	4

	Large firms
	45
	50
	1

	
	
	
	

	Source: Financial Agency Database
	
	


Measured in share of economy output, the situation looks somewhat different. Small businesses bring about 30% of economy output, medium businesses 20%, and large businesses bring 50% of total economy output. Large companies have the biggest share in employment structure (45%), followed by small businesses with 33%, and the smallest share of 22% belongs to medium businesses. Taking into consideration a dominant number of small businesses in this branch of economy, special attention should be given to creation of a network of agencies for helping small and medium businesses. This network of agencies should give information on: possibilities of granting credits, new technologies, education possibilities, export of products, and so on. 

Workers coming out of closing industries should be given opportunities of additional schooling and retraining, while for the young unemployed workers additional schooling programs should be developed. Attitude towards industries-losers needs to be changed, and instead of subsidizing production there should be decrease in expenses when these industries leave the market. 

In young industries (regarding industry life cycle), there is room for increase in supply and demand. A good example is sector of information and communication technologies, which has the fastest growing rate in Croatian economy.
5. Conclusions
Structural change is essential if economies are to take advantage of growth opportunities arising from new or expanded markets, innovations, or technological advances. The processes of deagrarization, deindustrialization and tertiarization have taken place in the transition economies since the beginning of transition. Economies where resources are reallocated quickly to high productivity activities in response to market signals have a better prospect of improving aggregate productivity and living standards than those economies where resource allocation is slow. Although markets (including changes in demand patterns and technological advances) are the main drivers of structural change, governments play an important role  in facilitating the adjustment process.
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