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Abstract

Innovation activities depend upon both market amtewinstitutional determinants. We thus
analyse the relationship between the system of ocatp governance and innovation
activities, using the example of Croatia. The systd corporate governance influences the
level and modes in which innovations are develofieanced and implemented. There are
complementarities and inconsistencies betweenyters of corporate governance, financial
system and national innovation system. The debbteitathe relative merits of corporate
governance systems regarding innovation cannot uiemetically applied to transition

economies. Their bank-based financial systems of&hibit underdeveloped and/or
inconsistent institutions, whereas their capitalrkats are usually relatively shallow and

illiquid. In Croatia, underdeveloped institutionavie engendered weakness of external and



internal corporate governance mechanisms. Corpaiaddéegies based on innovation and
higher governance and competitiveness standardsrmalye higher risks and costs, leading
to marginalisation of innovation, their low econaengffects, and to the lack of innovative

SMEs.
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1. INTRODUCTION

Competitiveness in markets where high added vaugaated is related to innovativeness.
Innovation of products and processes provides anpawnt contribution to restructuring of
industrial structure of particular sectors and eroyp as a whole. Understanding the
determinants of innovation performance requirekliiag both market and wider institutional
factors that influence the level and charactegstt innovation within an economy. These
determinants are often analysed in terms of ndtimmevative capacity, i.e. the ability of a
country to produce and commercialise a long-telww fof innovative technology (cf. Stern,
Porter and Furman, 2000), which involves R&D suppligsorption capacity, diffusion of
knowledge and market demand (cf. RadoSe20D04). However, innovative activities occur
within socio-economic systerhsand it can be expected that wider institutiorzitdrs may
strongly affect it. The capacity to innovate depenghon the national innovation system,

which entails actors, relationships and interagi@mong actors that influence creation,

! Socio-economic systems can be said to consisireéthasic subsystems: institutions, technologagime and
economic subsystem (cf. Dosi and Orsenigo, 198Bhofigh they are interlinked, a demarcation linéneen
them can be outlined. Institutions are "durablaesys of established and embedded social rulessthatture
social interactions" (Hodgson, 2004: 3). Technologgimes can best be understood as prevailing tdagyn
systems, practices and policies. Economic subsystemprises firms and markets for capital, laboud an
products/services.



diffusion, utilisation and commercialisation of kmedge within a country — with the
emphasis on research institutions, business sectdrgovernment (cf. Kuhlmann, 2001,
Lundvall, 1992, 2006). Furthermore, innovation &esl within particular institutional
environments and systems of corporate governanb&hwegulate business activities and

influence the creation and utilization of new knedge, as well as financing of innovation.

The main focus of the paper is the relationshipvben the system of corporate governance
and innovation activities in Croatia. && and Aralica (2006) emphasized in their recent
paper the relationship between institutional envinent, market efficiencies and corporate
competencies and stressed the importance of iti@naaf national innovation system and the
corporate governance system for competitivenessrarmvation within the economy. In this
paper we take a step forward and further analysentiplications of the system of corporate
governance on the level and prevalent modes ofvatian activities and ways in which
innovations are developed, financed and implemewigun enterprises. Hereby the system
of corporate governance and the national innovasyetem are viewed in terms of
‘institutional complementarity’ (cf. Amable, 2000)e. they are functionally interrelated and
their respective institutions are expected to cohay depending on environmental demands

and internal structures and relationships.

Several authors have attempted to explain induspacialization of particular countries
comparing corporate governance systems (and/oitutighal frameworks in general) and
innovation performance. Visintin (2001) outlinedlian industrial specialization in terms of
innovation activities and noticed some possibleeations for its change in view of the
changing corporate governance system. Tylecote Radhirez (2005) have explained

technological innovation activities of the UK compss using a well-developed



characterisation of the country’s corporate goveceaand financial system. Furthermore,
Casper and Matrave@003) analysed how governance structures impact the atrav

capabilities of leading German and UK firms in filgarmaceutical industry, showing how
variations in national institutional frameworks lugnce the innovation process and relative

performance.

This exploratory paper aims to contribute to thecdssions on corporate governance and
innovation by explaining the interrelationship beém institutional conditions, corporate
strategies related to innovation, and innovatictivdies, and by applying the framework to
Croatia, as a transitional country with a speaifeavelopmental pattern. We have structured
the paper in three main parts that follow the idtrction. The second section is devoted to the
literature overview, after which a case-study obaia is presented in the third section. The
latter discusses corporate governance and innevattvities in Croatia, and is broken down
into further parts, which deal with the system ofporate governance, innovation strategies
and performance and corporate governance and akfarancing of innovation, respectively.

The final section summarises the main findings @iifefs some concluding remarks.

2.LITERATURE OVERVIEW

By corporate governance we mean 'a set of reldtipadetween a company’s management,
its board, its shareholders and other stakehold&sSCD, 2004). Corporate governance is
influenced by the firm’'s external and internal cibioths. External factors comprise

government and stock exchange regulation, natiooigdorate governance code (if it exists)
and the structure of relevant markets for capi@bour and products/services. Relevant

internal conditions include ownership structuragginal organisation (especially the systems



of decision-making and control and organisationdtuce), and power relationships among
different stakeholders. Corporate governance irctime revolves around the definition of
strategic objectives, means to fulfil them and runstents to measure fulfilment of these
objectives, as well around the defining rights aelhtionships between main stakeholders
concerning control, income flow, assets and litib8, and information of the enterprise (cf.

Mygind, 2001).

The emergence of knowledge-based economy commidad¢h value creation and risk
management. Lazonick and O'Sullivan (1998) arga, thiven organisational control over
the strategic allocation of resources and retdeaning and innovation within enterprises is
enabled by financial commitment (access to thenfire resources until financial returns
from innovation can be reaped) and organisatiamagration whereby stakeholders have the
necessary incentives to jointly contribute theiillskand efforts in the pursuit of common
goals. At the societal level, corporate governacene be viewed as a learning process that
operates through interaction among various stakieh®land results in particular social habits
and institutions. Its effectiveness can be analysederms of processes (e.g. levels of
transparency and accountability of managers anasfio their stakeholders) and (economic,
social and environmental) outcomes. Effective goamece requires a balancing process
between the macro-level wider institutional frameksp meso-level opportunities for
stakeholder interaction and micro-level managaiabnomy and accountability (& and

Podrug, 2004).

Given this embeddedness of governance arrangenmgotsnstitutional frameworks and
societal habits, there are various national systeint®rporate governance. Despite emerging

initiatives towards international standards (cf.@CIE 2004) and the harmonisation pressures



induced by globalisation of financial markets antsibhess operations, many differences are
still likely to be preserved. This includes theibalistinction between Anglo-American (USA
and UK) and continental European and East Asianegmance systems, i.e. between
‘shareholder’ and ‘stakeholder’ capitalism, or {lre language of the ‘varieties of capitalism’

literature - cf. Hall and Soskice, 2001) betwedpeftal’ and ‘coordinated’ market economies.

Corporate governance systems are largely assoondtbdcorresponding financial systems;
Berglof (1997) refers to the former as arm's lengiitsider-dominated) and to the latter as
control oriented (insider-dominated) financial gyss. Anglo-American systems tend to have
larger size and stronger role of equity marketsrande dispersed ownership, which results in
portfolio orientation of investors towards the aohtof enterprises and a stronger role of
boards of directors (as opposed to control-origariadf dominant shareholders and relatively
weaker boards which are more frequent in systenaacterised by more concentrated
ownership and stronger reliance on banks, ratfeer éyuity marketé) Corporate governance
discussions should not be focused only on the glyhitaded companies or centred around
market-based modes, because that would severelytheir scope in bank-based financial
systems whereby the stock market plays an ancitlaleyin corporate finance, and takeover
threats are rare due to concentrated ownershiptstas. The issues such as disclosure and
transparency of corporate practices, and the tezatraf minority shareholders and other
stakeholders are particularly pertinent here. Igadée regulation and/or ineffective judiciary,
as it is witnessed in many transition countriesthier reinforce these problems. Therefore,
reliance on arm’s length modes is inadequate iratisence of markets for corporate control

and a legal system that provides efficient rednesshanisms (R#& and Podrug, 2004).

Z See Tylecote and Conesa (2002) for a more detdisetission.



Particular aspects of the corporate governancermsystincluding modes of financing, level
and types of coordination among stakeholders, catpamrganisation and industrial relations
— can be used as arguments in support of instiatticomplementarity between the corporate
governance system and the national innovation sysithe development of one system does
not presuppose the development of the dttimrt they tend to be mutually reinforcing. The
combined effects of these factors may thus sigamfily influence the innovative activities of
companies operating under different governancenregi The common view here is that
Anglo-American systems are on average more condutiv radical innovation, due to
stronger reliance on equity markets (and risk ehpit particular), more flexible corporate
organisation and restructuring facilitated by fld®i industrial relations. The basic claim is
expressed by Allen and Gale (2000: 406): 'Marketshe especially effective at financing
industries that are new or where relatively litidevant data are generated, that is, industries
in which information is sparse and diversity of miph persists’’ Furthermore, Casper and
Whitley (2002: 1) claim that, according to the ledies of capitalism' framework, liberal
market economies ‘excel in developing the necessampetencies to innovate in industries
dominated by rapidly emerging technologies'. Ondtieer hand, institutional frameworks in
coordinated market economies tend to favour ‘l@mgit and incremental innovation
strategies, but inhibit more radical innovationhsat(cf. Whitley, 2000, Hall and Soskice,
2001). Casper and Whitley's (2002) findings relatedoftware and biotechnology firms in

Germany, Sweden and the UK largely corroborateetioEsms.

® For example, Zimmermann (2004) argued that Gernfdagpite a developed corporate governance system)
has not sufficiently developed its national innéwatsystem - especially in the area of sciencestrgu
relationship and utilisation of intellectual properights.

* That does not necessarily have to mean thangt®nal capital market will necessarily be the accessed.
Companies can also go public abroad — as in the afsraeli companies financed by venture capitdlich
often do initial public offerings in the USA.

®> However, the current debate about the relativeitsnef corporate governance systems regarding iatimv
cannot be automatically applied to transition ecnies. Although these countries usually have bardetha
financial systems, their institutions are oftentbanderdeveloped and inconsistent, and capital etsnay
remain relatively shallow and illiquid (see theead Croatia below).



At corporate level, corporate governance relatigpgsshand processes tend to influence
innovation and technology-related activities, sastR&D (cf. Lhuillery 2006). The empirical
literature tends to focus on the influence of owhgr on R&D and the influence of
governance practices on R&D. The evidence on tHatioaship between ownership
concentration and R&D activity is inconclusive. Aw the relationship between type of
owners and R&D activity, Munari, Oriani and Sobrgi2005) found negative relations
between the bank institutional investors and R&MDivdg, whereas Berrone, Surroca and
Triba (2005) established a positive relationshipween non-bank institutional investors and
R&D activity. The influence of the composition ofiet board of directors on R&D is
researched mainly through examination of the rdléhe non-executive directors, whose
stronger presence on the board, according to lamyil{2006), is relatively more likely to
promote innovation. As for the relationship betwdbe governance practices and R&D
expenditures, the results are also ambiguous. H@ CGompensation scheme can stimulate
corporate practice (Hall & Liebman, 1998), but ngnfficant relation between the firm’s
compensation scheme for their managers and R&D rekjpge could be found in the
literature (Eng & Shackell, 2001). The previousuitss suggest that corporate governance
may influence R&D intensity, but it seems that tbkation between corporate governance and
R&D is context-dependent (on the relevance of R&peanditure within the corporation).
When innovation is strongly embedded in corpordtategy, organisational features and
resource allocations, and supported by adequatergance arrangements, positive effects on

R&D expenditures and innovation activities in gemere quite likelS.

® The relation between the corporate governancegeraents and the innovation activities is not ugittional:
there is also feedback from innovation to corporgéeernance. Successful innovation requires collect
learning processes that lead firms to undertakeddoation of investments and further to achievedpiative
interactions (cf. Antonelli, 2003). Depending ore thovelty of innovations, sometimes a reorganiratib a
company is required (cf. Tylecote and Ramirez 2005)
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Furthermore, innovative capabilities of a compaay often be facilitated by cooperative
stakeholder relationships, which correspond totesgjia concerns and are supported by
adequate incentives and governance arrangemenssinthudes innovation cooperation with
research institutions, suppliers, customers orraheerprises, as well as employee motivation
through pecuniary (e.g. stock options, profit shgriroyalties etc.) and non-pecuniary means
(e.g. organisational culture, learning opportusitietc.). Proactive relationships with
seemingly more distant stakeholders may also isergaovative capabilities of a company —
e.g. multisectoral partnerships between comparpeslic sector and nongovernmental
organizations (cf. Bagj Skrabalo and Narai¢, 2004Y. In the end, even entrepreneurs with
potentially radical innovations could be unwillitg let venture capitalists acquire a share in

equity, which is a case of demand-side financiakt@int (cf. Cressy and Olofsson, 1997).

To sum up, corporate governance system, complechdmenational innovation system,
influences innovation activities in a country. Thatalso likely to occur at the level of
particular companies. However, both relationshipg a&till quite under-researched.
Consequently, it is useful to provide case studfegarticular countries which may assist in
elaboration of more sophisticated findings on tbgués. This is the aim of the following

section, in which we examine the case of Croatia.

3. CORPORATE GOVERNANCE AND INNOVATION ACTIVITIESIN CROATIA

3.1. The system of corporate gover nance

" It seems to us that much too often R&D is undedtas synonymous with innovation activities, susfirathe
mentioned references. However, a typical Commuhityovation Survey measures not just (intramural and
extramural) R&D, but also other innovation actiedj like acquisition of equipment and machineryvalt as of
external knowledge for innovation activities. Tiaiy marketing and design could also be countddras/ation
activities.



The corporate governance regime in Croatia hasgadegurimarily through privatisation and
institution building: economic assets have beeimnddfand distributed through privatisation,
which was complemented by defining and enforcirgalend social frameworks that govern
business transactions and firms engaged in themwekdr, the mismanagement of
privatisation and institution building (cf. B& and Cvijanow, 2005) contributed to
underdeveloped capital market, high unemploymet&t aad insufficient technological and
managerial upgrading of companies which resulttheéir weak competitive position in the
product/service markeéts Furthermore, institutional insufficiency (whichaw especially
prevalent during the 1990s, but to some extentimoes to date) has meant the lack,
inconsistency or merely formal nature of institatibuilding. Underdeveloped institutions
have affected both the external and the internalpacity of corporate governance
mechanisms to steer business towards economiaadlysacially viable goals and processes.
Externally, weak legislation, ineffective judiciagnd occasional political influences led to
neglect of legal and social regulation, therefarereasing systemic risks and transaction
costs. Within companies, the lack of independenéreal sources of authority that would
facilitate best practices encouraged authoritatemdencies in corporate governance and
management. The lack of incentives to respect atigul and legitimise power by respecting
principles considered just has made governancegeraents within companies into purely
formal affairs (R&¢ and Cvijanow, 2005). On the other hand, only a small number of
companies recognised the benefits of access teaap#al market, including private equity

providers.

Croatian financial system is similar to other tiios economies; it is characterised by

domination of banks and a relatively shallow atiduid capital market (Cvijanogj 2004).

® Moreover, the state still has control over a majuare of the economy and provides rather sizalfisigies to
companies it owns (cf. R& and Cvijanow, 2005).
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Banks own 77.6% of all financial assets of the rfitial sectot (Rohatinski, 2006). In
addition, almost all investment funds, pension &iadd leasing companies are also owned by
banks, whose total assets have exceeded USD 48nbiAlthough turnover and market
capitalization of shares has constantly been risinge 1999, this was mainly because of
regulatory reasons and positive impact of approachkiU (Cvijanowt, 2004; Zagreb Stock
Exchange, 2004, 2005, 2006). Primary capital mankstunderperformed in terms of number

of IPOs and bond issues; as such it has not playng role in financing of companies.

When it comes to ownership structures, the analgfibasic data of public joint stock
companie¥’ in 2005 has shown that their ownership structameshighly concentrated. In
57% of the public joint stock companies 10 largdsireholders have more than 80% of the
shares (R&¢ and Cvijanow, 2006). According to HruSka (2005), the largeshemof these
companies has on average an ownership stake %6 Although this is not an exception in
comparison with other countries of continental Epaathe problem arises in connection with
independent functioning of the supervisory boareéniNdership of the supervisory board in
Croatia is primarily connected with ownership fuoot rather than professional competence
(R&i¢ and Cvijanow, 2006). Besides, more concentrated ownership mieaver members

of the supervisory board, i.e. stronger controkliyy dominant shareholders. Furthermore, an
average supervisory board does not fulfil all thrategic functions that are within its area of
responsibility (HruSka, 2005; Tipudri 2006). Hence, the conclusion that 'ownership and
control of Croatian corporations are rarely conglieseparated’ (Hruska, 2005: 128) seems
well founded. The latter is also correlated withadequate protection of minority

shareholders’ rights and the lack of transparengompanies.

° However, that figure exceeded 90% few years agm(8lol, 2003).
1% They make the bulk of share trading at ZagrebiSEbchange.
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Consequently, the key challenges for further dgwekent of the corporate governance regime
in Croatia include definition and promotion of gogutactices, protection of minority

shareholders’ rights, stronger role of supervidwogrds, higher transparency of remuneration
of management board members and alignment of ¢beipensation with the performance of
the company, strengthening internal audit systemaspgiomoting organizational cultures that

facilitate transparency and sustainable value icredtf. Ra&i¢ and Cvijanow, 2006).

Competitiveness requires transparency and ingtitati credibility and stability which

stimulate companies to focus on proactive long-tetrategies of value creation based on
investment, innovation and stakeholder engagenigdgpite regulatory and capital market-
related improvements in the last decade, the sysferorporate governance is still relatively

underdeveloped; as such it is insufficiently conded¢o innovation.

3.2. Innovation strategies and performance

In this section we tackle the level and charadiessof main innovation activities and the
position of innovation within corporate strategidsie pilot Community Innovation Survey

(cf. R&i¢ et al., 2005) has shown that 34.8% Croatian ensepare innovative. Product and
process innovations are relatively frequent in nfiacturing enterprises (53.8%), which even
exceeds the EU-15 average (47%). Although the sersector predominates in the total
structure of the economy, its level of innovativen€19.3%) is less than half of the EU-15
average (40%). The innovation process brings asogugjficant risks and expenditures, which
can inhibit or slow down its progress. Innovatiastiaties are often marginalised within

corporate strategies or reduced to incremental figatlons of existing products and/or

12



processes. Analysing the type of innovatfonse observe that 12.2% of the firms save
introduced radical innovations. Paradoxically (fotransition country of a relatively small

size), such innovations tend to be linked with tmempany’s orientation to the national
market: 75% of radical innovators claim that naglomarket for them is more important than
international markets. Correspondingly, a high stadrinnovators in Croatia do not undertake
research and development at all (33.8% in the naatwfing sector and 20.8% in the service
sector), and enterprises that invest into reseanchdevelopment have generally a low level
of research and development inten€itAralica, R&i¢ and Radi (2005) found no statistical

interdependence between R&D activities and the vation propensity of Croatian

companies. The capability to make additional reesntrom innovation is weak and the
economic effects of innovations (e.g. the shareesenues from new products in total

revenues) are thus limited.

Inadequate economic effects point to the lack sbueces and/or capabilities for innovation.

Among the obstacles to innovation, high innovatiexpenditures and insufficient state
support and the lack of the appropriate source eamphasised by entrepreneurs most
frequently. The complexity of innovative activitiewhich result in high risks and costs
should stimulate sharing of potential risks anda®ls. However, the cooperation among the

Croatian enterprises in the innovation developmentrather weak: 66% of product

™ Innovations can be divided into radical and inceatal ones. Radical innovation can appear as &gnif
improvements of the existing or introduction of newducts or processes that can change the coropetit
dynamics thoroughly in a sector. Incremental intioves are small improvements of the existing prasiur
processes (OECD, 2005).

2 The overall level of R&D expenditures in the besis sector (0.52% of GDP in 2004) is also low,aaitfh
Croatia performs better than several new membgrssthow technology and medium low technology itides
account for almost % of the value added (74.1%hamufacturing (Aralica, 2007). These industries raostly
based on relatively stable technologies, unlikéhin medium high technology and high technologyascicf.
OECD 1997), which produce products using advanced fast changing technologies that are usually
accompanied by R&D investments. Consequently, caiepgain these sectors build their competitive posit
frequently by a product and/or process innovatighs_all, 2001).

13 A complementary explanation may also include stmes of markets where firms operate. For example,
markedly low levels of innovation in service sestaray be at least partly attributed to market cotregon in
those sectors, which are due to non-tradable nafuservices and slow liberalisation.

13



innovations and 57% of process innovations areldped within the enterprise or within the
group of enterprises. Only 2.0% of innovative emises are cooperating with other
enterprises and institutions in the innovation dgwaent. In EU-15 19% of enterprises
develop innovations in cooperation. A comparisothwther countries of Central and Eastern

Europe, which shows considerable lags, is givefigare 1.

Figure 1: Innovation cooperation in CEEC (in %)
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Source: EUROSTAT / R et. al. (2005)

The most frequent form of innovation cooperatiovoimes suppliers of equipment, materials,
components or software (manufacturing enterprise®,1service enterprises 3.1%). The
collaboration with academic institutions occupiee second place in manufacturing (6.2%)
and the third place in service sectors (2.1%). Respcasional positive examples, science-
industry collaboration is still rather underdeveddp(cf. Radas, 2004, Radas and Vehovec,

2006).

Despite marginalisation of innovation within corpte strategies, their low economic effects

and insufficient resources and capabilities asnti@n obstacles to innovation, it has been

14



observed that enterprises rarely engage in innmvatooperation. Consequently, the
industrial structure is characterised by underdgped strategic alliances, clusters and
industrial networks. This issue is related to bsttiategy and corporate governance, whereby
the lack of cooperative stakeholder relationshipsomes a hindrance to risk sharing that
would facilitate more radical innovation projectghwhigher value added. A possible solution
to these problems may involve external investmexdsompanied by technological and

managerial improvements, which is the topic ofribgt section.

3.3. Corporate governance and external financing of innovation

Improvements in corporate governance are oftenepuésites and/or consequences of
receiving external finance, because of transparemcly reporting requirements and control
mechanisms required by the providers of finana@aburces. Although debt may also entail
strong commitments and induce governance improvesm@specially in the case of debt
securities) on the part of its issuer, our mairuowill be on equity, given its higher risk and
stronger monitoring prerogatives it implies. Whascdssing the effects of external finance
on innovative activities in companiésit is useful to distinguish two main beneficiarief

financial inflows - both of which are related tasiag corporate governance standards in
companies. The first group comprises existing congsathat have attracted - usually foreign
- capital (often in the course of privatisation)danndergone restructuring that includes

product and process innovatidnsThe second group consists of emerging innovaBiViEs

4 The pilot Community Innovation Survey (&& et. al, 2005) has shown that innovations in Ceoati
enterprises are mainly financed from own resouf¢@2%), followed by bank loans (8.5%) and suppdiedits
(9.6%), which also implicates a strong connectidnpeoesent innovation processes with the equipment
procurement, but also points to the economic giris of more important level of innovation adiies in
Croatian enterprises. Government subsidies to athmv activities are rather rare and they are fedusn
manufacturing and smaller and medium size entepris

> A wider definition of this group would also comgei greenfield FDI projects, which are expected aweh
adequate governance mechanisms from their estatdisth
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that require additional capital to finance therstup and expansidfi.At the end of the
section, we tackle the issue of venture capitas aanode that is particularly suitable for
innovation financing of smaller firms with growtlogential. Namely, due to the intangibility
of their assets, 'smaller firms pursuing innovatgirategies may face greater difficulty in
obtaining debt finance for start-up and the eaidgss of development than their conventional

counterparts' (Brierley, 2001: 66).

As for the established companies, innovation inafiam enterprises is related to the concern
affiliation (62% enterprises belonging to the cancand 42.7% not belonging to the concern
are innovative), which reflects positively on tmansfer of innovations through the specific
business systems (Ré et al., 2005). Higher innovativeness of entergrigéth the foreign
capital share is related to this isSudnflow of foreign capital usually brings about reo
effective governance and contributes to improvenwnproducts and processes, but it is
reasonable to assume that a significant part aMations regards the product implementation
or process innovation already present within thermational concern or a business group.
Since privatisation takeovers, as the most sigmifidorm of foreign direct investment, were
until recently focused on conquering the domesticket, it was not possible to expect strong
contribution to radical innovations and export cetipreness. A peculiarity of FDI inflows
into Croatia is that almost 50 percent of the t&#al has gone into the services sectors, such
as transportation and telecommunications and fiahmatermediation (cf. B&a¢, R&i¢ and
Ahec-Sonje, 2004); given the non-tradable naturmost such services, it can be concluded
that the investors have been motivated by marketisg reasons. This is linked to seeking

strategic control over the domestic companies tncacquisitions of majority or controlling

' Due to prohibitive costs for most venture capitatl private equity providers, seed and start-uptalagre
rather rare in Croatia.

17'59.7% of enterprises with a share of capital o&ifgn origin innovate, in comparison with 33.5%adNators
among enterprises that have not received any foiaigestments (Ré&¢ et al., 2005).
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stakes, which enables alleviation of aforementiog@gernance problems (see above), easier
restructuring and reaping of the correspondingrnston investment. On the other hand,
corporate strategies are characterised by wealadek with SMEs and with academic
institutions; their restructuring rarely involvasirs-offs that can be attractive to private equity
investors, or acquisitions of SMEs that have gramntheir own or have been nurtured by
venture capital companies. There is only one sSipmt corporate venturing vehicle - a

private equity fund of EUR 35 million founded byneiCroatian corporate investtts

A comparison between the industrial structuresenfetbped and Central and East European
economies reveals that in transition economies Sphlkg a comparatively smaller role in
corporate production networks, and are charactébydower levels of innovation (lliev and
R&ai¢, 2004). In Croatia, the occurrence of innovatieneelated to the size of an enterprise:
35% of small firms, 50.4% of medium size firms &@d6% of large firms innovate. Although
this can be explained by more resources and venyopinced specialisation of employees in
larger firms, an alternative interpretation emps@sithe insufficient contribution of small and
medium enterprises to innovation activities, lovexel of inventiveness of new products and
serviced® and thereto related lower level of economic effeat innovation (R&c¢ et. al,
2005). The lack of innovative SMEs is related talendevelopment of the science-industry
collaboration in general and of technology transéerd academic entrepreneurship in
particular — in terms of incentive systems andrimal (subsidies, debt and equity sources)
and organisational resources that would faciliteees technology based firms to go through
seed and start up stages. When it comes to existmayative SMEs, their prosperity and
growth may be limited by the entrepreneurs’ stratiegpreserve maximal degree of strategic

control and avoid accountability obligations ex#drfinance brings (cf. McMahon, 2000). In

'8 Quaestus Private Equity Partnessyw.quaestus.hr
% The lack of inventiveness entails imitation of gmots of established strategies and productionrpromes of
existing companies, rather than offering noveltieghe market.
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a recently undertaken research, most of high grextort-oriented SMEs are owned by a
single entrepreneur (or groups of entrepreneurs) idve recognised a business opportunity.
Such enterprises tend to be managed in the stylenbfhtened paternalism. This is
understandable, given the prevailing cultural noansd entrepreneurial climate during the
transitional period, but it is questionable whetbhech ownership structures and management
approach are suited for future enterprise developnethe aspiration to preserve maximal
control over the enterprise prevails over optintalvgh strategies, that can result in obstacles
to collaboration within clusters or industrial netks, as well as to restructuring and
mergers/acquisitions of companies, with reducedr@st on the part of external investors

(R&i¢, Aralica and Redzepagi2006).

Although enterprises list market reasons as keyetfiipents to innovation, seen mainly
through high costs and lack of adequate financowgces (cf. Ré&¢ et al., 2005), Young and
Cvijanovi (2006) found that supply of venture capital funds, an inherent innovation
financing source, exceeds demand, which impliek l@ca qualified demand, due to the
predominance of debt financing and the correspanidick of equity financing culture among
Croatian entreprenedfs Venture capital industry in Croatia is currentBlued around USD
100 million. There have not been any initial pulditerings initiated by venture capital or
private equity companies; few exits that have b@awae occurred through trade sales (sales
of portfolio companies to a corporation) or buylbmdkev and Rai¢ (2004) identified several
constraints on the deal flow (investment proposdiat are made to venture capital
companies) in the Central and Eastern Europe that adso applicable here. Some
impediments are related to the rare emergence dEsSWith innovative products and/or

significant growth potential that could be nurtul®dventure capital involvement (exhaustion

% This finding further reinforces the line of reasunin this paper that abundance of finance ispnishary, but
rather only accompanying and complementary to iation processes.
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of the privatisation pool, weak linkages with aaadte institutions, limited number and
quality of corporate spin-offs). Others occur dwethe lack of available financial and
managerial resources necessary for SME creatiorgavith and stimulating venture capital
interest and involvement. These include the lackusiness angels and referral networks and
experienced senior venture capital managers, dsawghe aforementioned caution towards
equity investments. Innovation policy should thmsorporate measures to address these

concerns.

4. CONCLUDING REMARKS

The level and characteristics of innovation adgitwithin an economy depend upon both
market and wider institutional determinants. We eéhathus attempted to analyse the
relationship between the system of corporate garer® and innovation activities, using the
example of Croatia. There is a need for furtheeaesh on systems of corporate governance,
corporate strategies and innovation activities ramgition economies, as well as on the

policies that may positively affect institutionadelopment and economic performance.

Institutional frameworks that constitute the syst#oorporate governance have an impact on
the level and prevalent modes of innovation adéisitand ways in which innovations are
developed, financed and implemented within entsesti Hereby one can observe strong
complementarities between the system of corporatergance, financial system and national
innovation system. Despite emerging initiatives doi¢ international standards and the
harmonisation pressures induced by globalisatiorgraety of national systems of corporate
governance many differences are likely to be prxegkrincluding the basic division between

Anglo-American and continental European and EasamAgovernance systems. Particular
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aspects of the corporate governance system - imgjudodes of financing, level and types of
coordination among stakeholders, corporate orgaomsand industrial relations are also
useful for understanding the innovation activiteesd the national innovation system. The
current debate about the relative merits of cofigogavernance systems regarding innovation
cannot be automatically applied to transition ecoies. Their bank-based financial systems
are often characterised by underdeveloped andinsistent institutions, whereas their

capital markets may suffer from being shallow dhquid.

This has been the case in Croatia, whereby undelajeed institutions have affected both the
external and the internal incapacity of corporatgegnance mechanisms. Despite regulatory
and capital market-related improvements, the systdmcorporate governance is still
insufficiently conducive to innovation and, morengeally, to corporate strategies based on
investment, innovation and stakeholder engagenherther words, there is a misalignment
between the corporate governance system and inmevattivities that characterise the
emerging knowledge-based economy: the current tondiare conducive primarily to non-
complex innovation activities. Enterprises with mm@mbitious business strategies based on
innovation and higher governance and competitivestandards may be burdened by higher
risks and costs. This is reflected in the margsadion of innovation within corporate
strategies, which lead to their low economic eBedDespite insufficient resources and
capabilities as the main obstacles to innovationpovation cooperation is low - even in
comparison with transition economies that the hawveed the EU in 2004 and 2007. The lack
of cooperative stakeholder relationships precluddssharing that could facilitate innovation
projects with higher value added. This can at laastpart be addressed by external
investments accompanied by technological and maihgaprovements. This may involve

domestic and foreign direct investments into gnedafprojects, established companies,
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including the innovative SMEs with a growth potahtiThe latter could be particularly
effectively served by venture capital, whose ineohent is limited by a limited deal flow.
The lack of innovative SMEs is related to underdigwment of the science-industry
collaboration in general and technology transfer academic entrepreneurship in particular —
in terms of incentive systems and financial ancanigational resources that would facilitate
new technology based firms to go through seed tntig stages. The prosperity and growth
of existing innovative SMEs may be limited by thetrepreneurs’ strategy to preserve
maximal degree of strategic control and avoid antahility obligations external finance

brings.
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