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MICHAEL EHRKE'
INTRODUCTION: EXPORT-LED GROWTH IN
CENTRAL EUROPE AND THE WESTERN BALKANS

In 2010, economists from Central Europe, Slovenia and Western Balkan countries
participated in a conference titled Export-led Growth organized by the Friedrich-
Ebert-Foundation in Belgrade, Serbia. The issue discussed at the conference was
as to whether the growth pattern seen in Central Europe after 1989-90 could be
implemented in the countries of the Western Balkans. Economic growth in these
countries between 2000 and 2007 was overtly characterized by a lack of exports
and continuously high current account deficits. Such deficits were consistent at
the time with high growth rates due to foreign loans that were readily available
to these countries at very low costs. The high growth rates in the Western Balkans
were (as in the case in Greece) the other side of the enormous trade imbalances
within Europe, which had split the continent into the surplus countries of the North
(above all Germany, but also including Austria, Scandinavia and the Netherlands)
and the deficit countries of the South. As a trade surplus automatically means a
loan for the deficit country, the imbalances in foreign trade are clearly visible in the
financial relationship between a creditor and a debtor country. Although belated,
the global financial and economic crisis came to the Western Balkans in 2008 and
brought an end to this “imbalanced growth”: the favourable foreign loans which
had financed the current account deficits of the Balkan countries were suddenly
no longer available. The growth pattern, based on private consumption with a high
share of imports and financed by foreign loans, was no longer viable. Regardless of
how growth will be managed after the global crisis, sustainable growth will not be
possible without a substantial rise in exports.

At the conference, it was more than logical to discuss the chances of export-led
growth based on Central European experiences; these experiences can be summa-
rized as having a large part of former state owned productive assets sold to foreign
investors, above all to transnational enterprises which were willing and able to in-
tegrate the local production activities into their own international value-chains. In
addition to this, the privatizations opened the door for new Greenfield-investment,
which utilized the cost advantages of the region (low wages, taxes, and duties, com-
bined with the geographical proximity and the assumed qualifications of workers
(see the articles by Bela Galgoczy and Martin Muransky in this volume). Conse-
quently, there was a dramatic increase of the foreign trade ratio in these countries’
economies. While a growing part of national production went into export (see the
article by Andras Inotai), export-led growth was also import intensive due to the
fact that foreign companies only obtained a small part of their intermediate inputs
from the local market. Therein, Central European countries’ current account deficits

! Michael Ehrke is the Director of the Friedrich Ebert Foundation, Office in Belgrade
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did not disappear, although they did slowly decrease. Within a few years, it was
possible to integrate Central European economies into the European markets at a
technologically relatively high level, a rather unexpected developmental success
in such a short period of time. Of course this manner of export oriented growth in
Central Europe has had its downsides: the abovementioned high import intensity,
its weak effect upon employment and the division of local economies into a foreign
dominated modern export and a stagnating/lagging local sectors (indeed, respon-
sible for most of the employment). Nevertheless, the Central European pattern of
the economic integration can at least be presented in comparison to Western Bal-
kan countries as a successful model to consider.

High Import Inclination:
the Europeanization of Consumption Standards

In spite of the highly different economic developments in both regions, one joint
characteristic still exists: a high import inclination, which pushes for the generation
of high exports. The reason for Central Europe’s import inclination partly lies in the
mentioned practice of foreign companies importing most of the needed interme-
diate inputs, especially from those countries from which the companies originate,
whose subsidiaries are mostly located at the Western borders of Central Europe,
and which are connected to European traffic networks. However, private consump-
tion is also responsible for the high import inclination: the dominant consumption
pattern is strongly influenced by the pattern of Western Europe. As Janos Kornai
once identified, a premature welfare state in communism, today former communist
countries can be seen as a premature consumer society, one that is characterized by
an imbalance between dominant consumer standards and economic capacities.
During communism, isolation from Western Europe kept consumer standards and
production capacities at a certain balance, albeit an unpopular one where consum-
ers had to be satisfied with shabby versions of the Western consumer goods, i.e.
Trabants instead of BMWs. With the fall of the border between the different sys-
tems, this imposed balance also disappeared. Those products which could not be
produced in the former communist countries (at least not at an appropriate level
of quality), had to and could be imported, which was frequently financed by loans
in Euros or Swiss Francs. The premature consumer society in Central Europe was
strengthened through membership in the EU, and as has been frequently pointed
out, the EU is a community of values. Yet, its shared values are not only Western and
progressive traditions; they are ever the more tangible in Sport Utility Vans and flat
screen televisions. In other words, membership in the EU justifies the aspiration
of the middle class towards a Western European consumer level, regardless of the
economic capacities of their home country.

When it comes to the private consumer standards, the middle class in the West-
ern Balkans, whose countries are not yet EU members, also consider themselves as
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being part of the European aspiration community. First of all, they already have a
perspective on membership. Secondly, the Western European world of consump-
tion is just as present in the Balkans as it is in Central Europe: in commercials, in the
media, and in the products of Western import companies, from Benetton to Audi.
Contrary to Central Europe, the Europeanization of consumption does not corre-
late with the partial Europeanization of production, nor with inclusion in European
value chains (which may be able to make appropriate internationalized consumer
patterns financially feasible).

There are two additional factors in Western Balkan countries which affect its high
importinclination. The first lies in the fact that a considerable part of the former Yu-
goslav populace is now living and working in Western Europe; in part this is already
true for generations. These labour migrants, many of whom have acquired the citi-
zenship of their host countries, have not abandoned their contact to their original
home countries; on the contrary, they send a substantial part of their income to
their countries of origin. The volume of these money transfers frequently exceeds all
foreign direct investment and has significantly contributed to the financing of cur-
rent account deficits in the Western Balkans. Yet, these former Gastarbeiter do not
only bring money into their original home countries, they also “import”a consumer
pattern corresponding to the standards of their guest countries, i.e. into their new
home countries. They demonstrate to their families and communities that Western
European consumer goods represent social status and demand to be emulated.?

The financial transfers of former Gastarbeiter not only intensify the demonstration
effect which comes from the western consumer pattern, they also increase con-
sumer inclination at the cost of production and exports. This transferred money
represents a relevant economic quantity; however, it is divided into smaller sums
and it is almost impossible to put them together into an overall, larger quantity
necessary for investments in the area of internationally tradable goods. These
money transfers are mostly directed to families and relatives, as they support pri-
vate consumption. They do, however, partly finance the construction of residential
buildings, such as the first or second residence after retirement; therein, they also
finance the local construction industry (which does not produce internationally
tradable goods). If these types of transfers finance investments at all, they are small
investments in the service sector - into fast food restaurants, gas stations or repair
shops - which also do not increase the export capacities of a country. Most dam-
aging due to transfers such as these, economic status is associated with working
abroad; as a result, qualified young adults are motivated to look for a job in Western
Europe instead of working or doing business in their own home country, (as either
investors or as employees).

? See.Andras Inotai, The European Union and Southeastern Europe. Troubled Waters Ahead? Brussels 2007
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The second factor which pushes import inclination in the Western Balkans even
above the level of Central European countries is the structure of the economic elite.
In the Western Balkans, so called Tycoons dominate this sector of society, i.e. entre-
preneurs who have become rich in the first phases of privatization under the Mi-
losevic or Tudjman regimes and were able to accumulate enormous wealth in com-
parison to the economic size of their countries. In return for their political support
of the government, they received economic privileges such as monopoly rights
and import licences. These tycoons profited greatly from the wars and embargos
of the region, and they were isolated from any international competition. Hence,
they are not interested in international competition, owing to the fact that their
monopolistic positions in the small markets of their countries are safer and more
lucrative then participation in the broader international market. Finally, after the fall
of Milosevic and the death of Tudjman, these tycoons came to an agreement with
their subsequent governments and developed economic structures, mostly whole-
sale and retail empires, which dutifully profit from the import of consumer goods.
The most powerful economic interests of the Balkans are therefore connected to
importing. For instance, these elites are interested in the highest possible value of
their national currencies, at the expense of the competitiveness of their exports.

No Protagonists on the Export Side

The high import inclination of Western Balkan countries pushes for the build-up of
similar export capacities, as their high current account deficits cannot be sustained
for over a long period of time. Nevertheless, the question at hand is which group
of economic protagonists and entrepreneurs should carry out such development.
These countries’tycoons are no protagonists of an active export strategy per defini-
tion: their economic empires are concentrated on producing internationally (not
tradable goods and services) - such as the wholesale and retail trade internation-
ally unexposed segments of the financial system, construction, property and insur-
ance. Of course, it is still quite possible that the accession of the countries of the
Western Balkans into the EU shall change their competition environment to such
an extent that these same tycoons shall change their strategy; when the potential
market of a company in the Balkans does not merely include two to seven million
but 450 million customers, there will perhaps be sufficient incentive to serve these
larger markets. Additionally, more competition in the domestic market would
break the monopoly positions held by tycoons of the region and would force them
to become more competitive. This hope is, however, crushed by the fact that these
tycoons lack any starting points for an appropriate export oriented strategy, which
is a significant difference compared to Slovenian entrepreneurs who were already
specialised for exports in the former Yugoslavia and who were able to react to the
break-up of the Yugoslav market by quickly steering themselves toward western
markets (see the article by Andrej Kumar).
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A second possible group of protagonists are small and medium privatised com-
panies that are connected to clusters and which would be able, in their intense
interaction with each other and with their clients, suppliers and the institutional
environment, to occupy certain niche markets on the international level - i.e. a
modernisation according to the South German, Austrian or North Italian model.
However, there are only few starting points for this model as well; namely, there
are no craft-industry traditions which small entrepreneurship of this kind would be
able follow. There is also the question as to whether globalization has gone so far
that it no longer leaves space for entrepreneur strategies that had originated in the
19% century, in the transition from craftsmanship to modern the industry.

The export-led growth of Central Europe and the growth pattern which is currently
being strived for in the Western Balkan countries is also different from the Asian
“export-led growth”. This variety of growth had once been a hallmark at East and
Southeast Asian economies where export-led growth was the product of a develop-
ment strategy led by the state and aimed at avoiding international specialization
in the production of raw materials and simple industrial goods, along with its trap
of longstanding sinking terms of trade. In the framework of this strategy, profitable
modern industries were identified and selected “national companies” were put into
the position to operate on the global market through subsidies and other mea-
sures. This strategy was unorthodox, since state authorities pretended to do what
should ultimately be the task of the market: the selection of products, industries
and companies and their preferential treatment (about the industrial policy see the
article by Milan Zivkovic). Still, it was successful. In the sixties, when the World Bank
recommended to Japan that it should specialize in the production of textiles, Japa-
nese industrial politicians and the large companies supported developed a domes-
tic electronic industry. Unfortunately, this form of state-guided industrial policy is
unrepeatable. In regard to Central Europe, there is no similar development strategy,
let alone in the Western Balkans. The choice of those branches and companies priv-
ileged by the state does not only disturb the market and therefore seen as being
inefficient - more importantly, it is prohibited in the regulatory framework of the EU.

The only imaginable carriers of export-led growth are neither small or large com-
panies, nor the state, but transnational companies (see the article by Ana Trbovic),
which integrate local production structures into their value chains and distribution
systems, as has been the case in Central Europe. In that, the state possesses two
other instruments by which it is able to implement export-led growth: first it must
do everything in its power to offer the most favourable investment conditions pos-
sible (i.e. low wages, taxes and duties, developed infrastructure and legal security,
an environment generally friendly for entrepreneurship and investments in the
education of employees) to potential international investors. The state has to try to
attract foreign investors, even though this means that it has no influence on what
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is being produced, nor under which conditions, as well as not having any influence
on any long-term economic consequences. Companies themselves need to decide
whether they will produce for export or whether they will be satisfied with less
risky activities in the smaller markets of their host countries. Therefore, the state
has a second instrument at its disposal: the devaluation of its national currency.
However, for a state to do so, it not only would have to go against the interests of its
tycoons, but also against the import-inclination of its national economy supported
by its middle class. Almost all of social powers would become enemies of the state:
its economic elite, employees (as wages and social dues would have to be lower
than in other countries) and its middle class, which would not be as able to import
and travel as it had been before the introduction of export-led growth.

Reorganization of the Industrial Division of Labour within Europe -
or Business as Usual?

Per capita, the amount of foreign direct investment in Western Balkan countries
is not even one third of that in Central Europe. Most investments have financed
the takeover of companies which had been in state or “social” ownership and were
thusly made in connection to privatization. However, these privatizations did not
open doors to Greenfield-investments, as had been the case in Central Europe. In
regard to the Western Balkans, there were no new production capacities created,
apart from certain exceptions; instead the privatizations caused a reduction in ca-
pacities and employment positions (see the article by Milica Uvalic). In many cases,
the goal of privatization was not the maintenance or expansion of production ca-
pacities, rather an increase in state income. Most important of all, few cases of for-
eign investment supporting export projects exist, as most foreign investment has
financed the production of non-tradable goods and services; such as investments
in telecommunications, property markets, media or the financial system. Evidently,
the potential international competitiveness of the economies of the Western Bal-
kans has been estimated as being too low in order to justify the risk of export ori-
ented investments.

This restraint is logical at first glance, as when the first large investment waves came
to Central Europe in the nineties, war was taking place in the Balkans and conflict
still persisted after its end. The internal order of countries in the Balkans does not
yet seem to be strong: their (small) economies are highly politicised, their legal se-
curity is problematic, they have not overcome their corruption and organised crime
and their infrastructure has not been sufficiently developed. Many of these fac-
tors had also been present in Central European countries during the nineties, but
they did not prevent foreign investment. The difference between the two regions
in transformation has not so much been caused by the internal shape of the host
countries, rather by the dimension of the investment. For instance, foreign direct
investments that went into Central Europe were much more extensive than would
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have been expected, based on the local GDP per capita. Whereas China in the first
years of the 21 century attracted less than half of foreign investment calculated on
a per capita GDP basis, the amount in Central Europe was twice to three times that
in comparison.® This investment boom in Central Europe was outside of the range
of “normal”. Export oriented direct investment was connected to a fundamental
reorganisation of the industrial labour division within Europe wherein Central Eu-
rope very quickly became the “extended workbench” of the Western European -
especially German - car and electronic industry. This process had several layers: the
labour intensive, less knowledge/technology intense sectors distanced from the
end customer segments of production were relocated at the periphery, whereas
the knowledge intensive and close end customer segments remained located in
Western Europe. However, in many cases, the capacity for final production (as in the
car industry) was also created in Central Europe.

The problem of Balkan national economies lies in the fact that an export oriented
growth strategy cannot rely on a continental industrial wave of the sort that Central
Europe originally saw. On the contrary, the Europeanization of the production in
the Balkans is proceeding only according to business as usual. If privatisation prof-
its are possible, they are being accepted, the small domestic markets are served
with limited capacity building. Indeed, even when there are export capacities be-
ing built in exceptional cases, such as in the cases of U.S. Steel and Fiat in Serbia,
they are isolated examples; no true export-clusters have been created. The trans-
formation of the Balkans is missing the historical dimension of the change that had
happened in Central Europe where the management of large Western companies
reacted with an also almost historical international reorganization of industrial pro-
duction. Perhaps cultural preferences had been significant in practice as well: for
the German managers of large companies, Central Europe was a region close to
their own cultural space, although it had been occupied for 40 Years by a hostile
power. The Balkans, on the other hand, was perceived as something “foreign” for
Europe - a picture that seemed to be confirmed by the wars and conflicts of the
nineties.

Additionally, the policies of the EU did influence the perceptions of potential in-
vestors. The treaties closed with countries in Central Europe in the early nineties
consisted not only of a clear road-map for European integration, but also included a
time schedule. Investors knew that the countries of Central Europe would become
EU-members and that they would be subject to EU-regulations. In accordance with
this perspective, long-term investment risks could be classified as relatively low,
definitely lower than in East Asia. The mix of risk assessment on one hand and low
costs (wages, taxes, duties...) on the other, combined with its geographical proxim-
ity, made long-term investments in Central Europe so attractive. Conversely, coun-

*S. Robert A. Lipsey, Measuring the Impact of FDI in Central and Eastern Europe, NBER Working Paper 12808, Cambridge,
MA, 2006
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tries in the Western Balkans have maintained a “European perspective” since 2003,
but there has never been a proper time schedule laid out. These countries were
supposed to come closer to the EU according to the regatta principle, where their
different results would be awarded with different accession dates. This integration
without accession date and accession certainty further strengthens the uncertainty
of potential investors.

Under current conditions, the countries of the Western Balkans (apart from Croatia)
could offer themselves as production locations with the advantages of still being
an outsider, i.e. the advantages of being non-EU members and not yet subject to
certain regulations. Of course, this would especially apply to the lower ends the
value-chain, where wages are extremely low, where there is damage to the envi-
ronment and workers’ health, which hurts social standards, consumer protection is
avoided and intellectual property rights are not seriously followed (services which
are prohibited in the EU could also be added, such as human trafficking, human
organs trafficking, drug trafficking, etc...). Large investments of this type, however,
are extremely risky since the local advantages of the outsider would disappear with
EU-accession.

Nevertheless, investment decisions which keep the future EU-membership of the
Western Balkans in mind and anticipate European regulations are also risky, since
accession into the EU might not take place in the end, as one of the (current) 27
EU-member countries could be against any further enlargement. Due to the uncer-
tainty regarding the future economic order of the region, for now, the most rational
decision of potential investors is to wait.

Perspectives

Is export-led growth in Western Balkan countries possible even though (unlike in
Central Europe) there are no continental industrial reorganization processes and
there is no clear political horizon (certain future EU-membership) to rely on?

Border-crossing industrial reorganization is not a one-time event that will be fin-
ished at a certain moment; rather it is one that is permanently taking place. In the
nineties, foreign direct investment in Central Europe had just created an especially
high wave in this process. As long as industries are under competitive pressure they
will have to use international differences between wages, taxes and other costs and
location advantages. An example of this fact can be seen in the decision of Fiat to
develop its production capacities in Serbia (and to close down a factory in ltaly).
Serbian wages are still below those in Bulgaria and Romania, and this difference
can be significant among the conditions of hard international competition. This ap-
plies even more so to some automotive suppliers, whose production is very labour-
intense and for whom the wage-cost-competition can be a deciding factor in their
economic success. The relocation of industrial activities out of the European centre
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to its semi-periphery and periphery shall surely take place in the future, even if it
will not change the labour division within Europe as suddenly and as deeply as it
had done during the investment boom in Central Europe of the nineties.

For export-led growth, one condition above all is missing in the Balkans: demand
in the EU, the largest trade partner of the region. This demand had been present
in Central Europe during the modernization of its production structures. Those
same companies that had developed the production capacities of Hungary or Slo-
vakia represented demand for their products, which they integrated into their in-
ternational networks. Without this connection, the export chances of the Western
Balkans depend on the general demand of its trade partners, above all of those
countries which had already achieved a large export surplus in the years before the
crisis. Since these surplus producing countries - Germany being the foremost of
which - are all looking for a solution to the crisis in the same manner which pulled
them into the crisis in the first place; namely, surplus export production there is al-
most no possibility that their dynamic of internal demand offers a chance of growth
through exports to deficit-ridden countries. The Western Balkans is therefore a part
of the imbalances within Europe, which are clearly obvious today in Greece. The
economies of the Western Balkans (the periphery of the southern periphery of the
EU) are of course small and their crises will therefore not gather international at-
tention. They are neither EU nor Eurozone members so that any possible financial
consequences will reflect in no influence upon richer EU-member countries. With-
out European economic development, which would take care of both sides of the
imbalance of the (southern) deficit and the (northern) surplus production, there
will be no miracle of self-healing through self-strangulation in Greece, as well as
none in the countries of the Western Balkans.

§

In a comparative perspective, the article by Andras Inotai analyses the basic pat-
tern of transformation in Central Europe and the Western Balkans. Foreign trade
and foreign direct investment are the focus of this analysis, where Central European
countries have been transforming themselves into open national economies with
a large share of foreign trade in their GDP. Due to modernisation of the economy
through foreign direct investment, it has been possible for them to achieve export-
led growth. Conversely, the countries of the Western Balkans have merely opened
their economies to import, resulting in high trade and current account deficits.
Since 2000, they have remained caught up in the “trap” of being fixated on their
smaller internal markets. Inotai notes that the global crisis has been hard on Central
European countries, precisely due to their export orientation. The opinion can be
already heard that it is necessary to reduce their dependency on foreign companies
and markets. The counter-argument is that exports also represent a mechanism
which will help lead them out of the crisis. In contrast, since the start of the crisis,
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the countries of the Western Balkans have been facing the problem that the largest
financial source for their external deficits, namely foreign investments, could dry up.

Discussing Central Europe, Bela Galgoczi continues Inotai’s analysis and further de-
scribes the financial and productive integration of the region into the European
economy. He shows that the transformation driven by foreign direct investment
has given rise to a new pattern of international division of labour, as national econ-
omies of Central Europe have been included in value chains dominated by western
companies, visible through the high ratio of their inter-industrial and inter-compa-
ny trade. Since these value chains are concentrated in two industrial sectors (the
car industry and the production of electronic components) whose rates of growth
are largely influenced by business cycles, Central European national economies are
very susceptible to external shocks, such as the local effects of the global crisis have
shown. Nevertheless, they have also been able to quickly come out of the crisis,
most of all due to their“productivity reserves” (compared to theirincome per capita,
productivity is extremely high in these economies), which have been able to main-
tain their competitiveness even as wages have risen. This is the difference between
Central European and South European countries such as Greece and Portugal: both
country groups have financial and budget problems, but Central Europe no longer
has any trouble being competitive.

The main sector of industrial transformation is the car industry. Martin Muransky
offers the example of Slovakia where the significance of foreign car manufacturing
companies for the local economy can be seen. He also mentions the deficits of such
a production pattern as an industrial monoculture. In his article, he does not find
a direct connection between the extremely neoliberal economic policies between
the years of 2002 - 2006 and the “economic miracle” induced by the car industry,
which has made Slovakia the country with the highest car production per capita
in Europe (noting, the expansion of the car industry is a regional, not Slovakian
phenomenon.) In addition, such neoliberal economic policies have failed to trans-
form the “once in a life-time investments” of three multinational companies into
a foundation of long-term growth. Small and medium companies were not given
the opportunity to connect with final assembly factories, which would have better
strengthened the general economic effects of the foreign investment. An educa-
tion and training policy was lacking as well, which could have been the basis for a
higher participation of Slovakia in the areas of research and development.

As aformer Yugoslav country, Slovenia has historically belonged to the Balkans, but
has also been part of Central Europe according to its economic structure. As Andrej
Kumar writes, it did not have an explicit export-oriented growth strategy, but its
economic growth had been export-oriented while the country was still one of the
republics of the former Yugoslavia. After its independence, companies simply con-
tinued following this pattern and were quite successful into the nineties. Though,
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in the long run, the Slovenian economy has turned out to not be flexible enough in
creating new products and accepting new challenges in markets outside of Europe.
The global crisis has merely demonstrated the problems that had been accumulat-
ing in its economy the decade before, such as insufficient structural adaptability
connected with non-effective regulation of privatization.

Five articles in this book deal with the national economies of individual Western
Balkan countries: three of them deal with Serbia, one with Croatia and one with
Macedonia. In regard to Serbia, Milica Uvalic inquires about the deficits of the
transformation and the causes of Serbia’s insufficient export ability; namely, wheth-
er these deficits are able to be found in the exchange-rate which puts export at a
disadvantage or whether they can be found in structural factors, such as an unfa-
vourable composition of exports. Both factors have played a role, Uvalic says. The
root causes, however, can be found on the microeconomic level, in the inefficient
organization of privatisation. Likewise, the volume of foreign investment has been
small and has not been enough to reorganize large industry sectors. Uvalic thinks
that one of the solutions for Serbia’s weak export lies in industrial policy, which
would not foster “national champions” but would be able to promote investment,
innovation, product quality and high technological standards in accordance with
EU principles. Additionally, she demands a new approach to employment policy
regulations for labour taxation and for an extensive re-organization of Serbia’s sci-
ence and education system.

Also on the topic of Serbia, Ana S. Trbovich claims in her article that foreign invest-
ment is a necessary requirement for export-led growth in a developing country;
therefore, she posits the question of how it would be possible to overcome the
reluctance of potential foreign investors. The cause for this reluctance no longer
lies in Serbia’s political instability, rather in its excessive and inefficient regulations.
Trbovic examines the position of Serbia in different international indices (World
Economic Forum, World Bank, and EBRD) and analyses the activities of the Serbian
National Competitiveness Council. This body, which is composed of state represen-
tatives, as well as representatives from the private sector and the academic sec-
tor, made 214 suggestions altogether for 2009-2010, of which only 32 were imple-
mented. Understandably, without the appropriate “political will’, even meaningful
political instruments will remain fruitless.

T M,

Mihail Arandarenko deals with the political consequences of Serbia’s “post-crisis”
model of economic growth (developed by Serbian economists and officially rec-
ognized), which aims to create the stimulation of export-led growth. He analyses
the effects of Serbia’s proposed currency and exchange course policy, of its state
expenditure policy and of its tax policy on income distribution. According to Aran-
darenko, Serbia’s post-crisis model’s tax policy would cause a hard regression of
income distribution. The model suggests reducing contributions for social insur-
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ance and increasing Serbia’s national value added tax; a combination that should
be neutral. However, since only 1.8 million Serbs out of a total of 7.4 million (below
25%) are actually formally employed and would be able to take advantage of re-
duced contributions for social insurance, the program is in fact directed against
pensioners, the unemployed, dependent persons and those employed in the infor-
mal sector of the economy.

Switching to Croatia, Milan Zivkovic maintains the hypothesis that industrial policy
must be once again included in the country’s social-democratic political catalogue.
In essence, the problem is who decides what is to be produced. Opposed to the
neoliberal belief system that only the market and private companies can answer
this question, he elaborates on the answer of western industrial countries to the
global crisis; an answer which cannot and may not be given to a country like Croa-
tia. Zivkovic also critically discusses the crisis in the former Yugoslavia, the stability
policy of the IMF, and the economic and exchange rate policy of the Croatian gov-
ernment after the country gained independence.

Marija Stambolieva discusses the connection between insufficient economic devel-
opment and the political system in Macedonia. Following Herbert Kitschelt's theory
regarding communist regimes as bureaucratic-authoritarian, national-adjustable
and patrimonial varieties, she classifies Macedonia as belonging to the patrimonial
type, as it survived transformation and was reproduced in the form of a political ma-
chine in which formal democratised institutions became prey to the leading groups
of political parties. Together with uncertainty which followed the break of Yugo-
slavia and sanctions against Macedonia, the continuation of patrimonial traditions
ensured that the privatisation process was manipulated through corruption. Under
these circumstances, the officially represented politics of liberalisation, deregula-
tion and privatisation supported by international financial institutions are and will
not be able to achieve their proclaimed economic development goals.

Jens Bastian analyses the still incomplete and fragile economic recovery of coun-
tries in the Balkans, which has yet to include their labour markets. According to
Bastian, export-led growth requires an expansion of foreign trade. Institutional
framework conditions for such expansion (the Stabilization and Association Agree-
ment of the EU with individual countries, as well as the Central European free trade
zone CEFTA) are there. However, the countries of the Western Balkans do not have
a favourable starting position since their export to the EU is limited to a certain
range of products which have to withstand pressures of price competition. In spite
of many positive attempts of cooperation between these countries, which have
seemed to confirm Tim Judah’s hypotheses of a “Yugosphere” in the economic
area, an export oriented growth strategy is still risky - not to mention the fact that
Greece’s economic crisis continues to threaten to contaminate the national econo-
mies of the Western Balkans.
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ANDRAS INOTAI*

TWENTY YEARS OF ECONOMIC DEVELOPMENT.

THE NEW MEMBER STATES OF THE EUROPEAN UNION AND
WESTERN BALKAN COUNTRIES: A COMPARISON

Introduction

The topic indicated in the title is more than timely, for several reasons. Firstly, after
twenty years of systemic transformation in the countries formerly under Soviet in-
fluence, in military (Warsaw Pact), economic (Comecon), ideological and geograph-
ic terms (less so in historical, cultural and social heritage), a comparative analysis
focusing on two decades is quite overdue, though it is hardly an easy task and cer-
tainly possesses a number of inherent contradictions and persistent uncertainties.
Secondly, following on almost a decade of decomposition of the former Yugoslav
Federation, which was marked by several years of war, ethnic cleansing, widespread
destabilization and socio-economic hardship, the last decade has been dominated
by successful efforts to re-establish security and, not without deficiencies, politi-
cal stability to the Western Balkan region. The basic preconditions for sustainable
economic development may at least be created in most of the new (nation-) states
that have come into existence as a consequence of the dissolution of former Yugo-
slavia. Thirdly, the European Union has become the key external anchor of security
and socio-economic evolution in both Central and Eastern Europe (CEE) and the
Western Balkan countries (WB). In this regard, both the decade-long pre-accession
process and experience of full membership for CEE countries (as of May 2004 and
January 2007 for Bulgaria and Romania) offer interesting foundations for compari-
son and for the formulation of some important lessons for the future of the WB
countries with regard to membership prospects/promises. Finally, the impact of
the global crisis needs to be considered, since it has produced and continues to
generate a number of challenges to the quality and depth of transformation in in-
dividual countries of the region. Moreover, the crisis may also have shifted priorities
within the EU, without“depriving”it of its leading role and key responsibility regard-
ing stability and sustainable development in WB countries.

This paper sets a rather modest objective of offering an economic approach to se-
lected issues, mainly within the context of a comparative study of trade and capital
flows. A comparison of the initial conditions and the trajectory of transformation
over the years for both groups will be presented first. Subsequently, the transfor-
mation process will be linked to the key external anchor, the European Union, in-
cluding the overall adjustment to EU rules and institutions, both within and out-

4 Andras Inotai is the General Director of the Institute for World Economics of the Hungarian Academy of Sciences, a visiting
professor to the College of Europe Bruges (Belgium) and Natolin (Poland), to the Zentrum flir Europaische Integration (ZEl)
in Bonn and to the European Online Academy, Berlin-Nice.
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side the pre-accession (and full membership) stage. Finally, some impacts of the
crisis will be addressed, with particular reference to the “development pattern” of
new member states (NMS), lessons for the WB countries and, last but not least, the
changing (or partially new) priorities of European integration.

The author is obliged to dampen any overly high expectations regarding his analyt-
ical assessment: on the one hand, a comprehensive evaluation, though more than
needed, would require a high-level interdisciplinary team effort, engaging interna-
tional experts mostly from the respective region(s), on the other hand, transforma-
tion, nation-building (in some countries), and post-crisis adjustment are ongoing
processes within a dynamic setting and are influenced by several domestic, region-
al, European and global developments. Consequently, any attempt to offer a static
(closed) picture ought to be avoided. Of course, this does not rule out that, based
on two decades of development, some important policy lessons might be drawn.

Transformation in retrospection - with question marks for the future

In 1989-1990, all CEE countries experienced the effects of a common and unprece-
dented external implosion. Since the Soviet Union was no longer able (and indeed,
luckily, no longer willing) to keep the “empire” together, decades-old institutions
firmly rooted in the post-second-war European “peace structure” ceased to function
within a very short period of time. While the end of the military pact opened up
wide opportunities for political independence (without creating a security vacuum
in Europel), the dissolution of economic “integration” posed unique challenges to
the largely Soviet-oriented economies in the fields of production, employment and
exports. Among Western experts, it was widely thought that the collapse of the
traditional “Eastern” markets would create decades-long barriers to economic de-
velopment following a systemic transformation, as neither the previous geograph-
ic orientation nor the “uncompetitive production and export pattern” could be
changed overnight. In addition, some domestic developments, such as aspirations
of political independence, freedom of the press, multi-party systems or acceleration
towards Western European standards of living, were, at least on the surface, similar,
but hindered by considerable illusions, misunderstandings or even ignorance.

Nevertheless, the common umbrella (or challenge) could not conceal substantial
differences, in both political and economic aspirations and in the socio-economic
patterns of the individual countries. Without going into too much detail, a few ex-
amples can demonstrate these divergences. In political terms, a systemic transfor-
mation was best prepared in Poland and Hungary (a wide social basis in the former
and the benefits of “enlightened self-interest” on the part of the governing party
in the latter). The subsequent political domino-effect that occurred elsewhere was
more a result of the spectacular events at the Berlin Wall than of any well thought
out domestic preparations. In addition, the regained independence of the Baltic
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states originated two years later, and was the product of the (self-imposed) dissolu-
tion of the Soviet Union in 1991.

The economic differences were even greater. Although all CEE countries depended
on the Soviet market for the most part (but partly also on other smaller CMEA mar-
kets), their degree of dependence was different. Of equal importance was the fact
that the microeconomic orientation (on the individual company level) ranged from
totally state-directed companies in most countries and companies with 3.000 joint
ventures with Western firms in Hungary. On the macroeconomic level, some CEE
countries entered transformation with a huge external debt. Bulgaria had to an-
nounce default, Poland, credited mainly by Western European governments, could
write-off half its debt in negotiations with the London and Paris Club, while Hunga-
ry, whose — ambiguous but still feasible — economic modernization projects were
financed by the (private) international financial market, had no other option than
to seek ways to “grow out” of its debt to create some manoeuvring room to finance
the costs of transformation. Conservative or orthodox CEE countries did not face
this challenge. East Germany has been continuously financed by West Germany
and its debts have been taken over by the Bonn government. Romania, with disas-
trous consequences for its future, repaid most of its debt in the eighties by stran-
gling any form of economic growth and increasing overall poverty. Finally, Czecho-
slovakia did not become indebted; however, the price was almost total isolation
from Western Europe and modern technology and highly outdated industrial stock
on the threshold of transformation.

Consequently, the economic policies opted for in the first years of transformation
revealed substantial differences. Poland, within the framework of a unique stabili-
zation (austerity) package, ended up with a decade-long shortage in a very brief
period (the unavoidable price being high unemployment, higher consumer prices,
social differentiation, etc.). Czechoslovakia was not under any external pressure to
take a high-speed transformation path and wished to keep state-owned compa-
nies or privatize them under a voucher-type privatization. Hungary, to get rid at
least of part of the external debt, was obliged to choose market-conform privatiza-
tion, which unequivocally meant selling state-owned companies to foreign buyers.
Bulgaria and Romania entered an almost decade-long phase of economic, financial
(and partly political) turmoil. Meanwhile, to create a new economic structure for
their regained political independence and to make this process unchangeable, the
Baltic countries opted for different kinds of currency board arrangements, fixing
their newly created currencies to the DM (Estonia), the US dollar (Latvia) and the
SDR of the International Monetary Fund (Lithuania).

As a result, after the first years, transformation revealed rather different approaches
to such crucial issues as the passage from state to private ownership, the role of
international capital in the transformation process, the degree and speed of eco-
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nomic liberalization (including trade and capital flows), the balance (or imbalance)
between economic transformation and its social (and political) costs. Moreover,
this period was characterized by a continuous “beauty contest” involving all CEE
countries (and in particular the Visegrad 3 and subsequently 4), to show whose
transformation performance was the best. To be sure, the process was “supported”
by several international institutions, including the World Bank, the EBRD, and also
the European Commission. Initially, Poland and Hungary were the frontrunners. It
was no chance that these two countries were selected by Brussels for funding (the
acronym PHARE starts with their initials). Then Czechoslovakia emerged by virtue
of its lowest level of unemployment (indeed, no unemployment at all) and its stable
(state-owned) industrial structure — eschewing the issue of whether the situation
actually reflected a pre- or post-transformation stage. Then Hungary came to the
fore with market-conform privatization, unprecedented growth of foreign invest-
ments, rapid structural changes and financial stabilization in 1995. A certain sta-
tus quo was achieved in the competition before some new protagonists appeared
on the scene (Slovenia, without raising too much dust, and the new Baltic states).
This situation ended with a crisis that burst the “transformation bubble” in the Bal-
tic (with the partial exception of Estonia), and mainly domestic-policy generated
problems in Hungary (even prior to the crisis). A new light seemed to shine then
from Poland, which was the only country with positive growth in the EU-27 during
the crisis year of 2009. Nonetheless, this transformation saga is far from over.

Despite temporary (time-related) differences in their approach to socio-economic
development, at the end of the day, all these countries are characterized by some
basic similarities. This phenomenon can be explained by several factors. Firstly,
whatever original idea was behind their foundation, all of these countries had to
face the reality of their size, geographic location and close interrelation with inter-
national (economic) developments. Secondly, they were all incorporated into the
EU’s accession strategy, and consequently had clear pre-accession conditions to
comply to. Thirdly, international direct and financial capital treated all the countries
as belonging to the same region (including Turkey!). Decisions on the location of
future investments were taken in light of the regional context and not according to
short-sighted “national priorities”.

To sum up some basic similarities:

+ The liberalization of trade and capital flows, though somewhat delayed in some
countries, but without creating longer-term handicaps for the latter (in case of
rational economic policy-making);

« The openness of national economies that certainly includes both a high level of
vulnerability but also potential for flexibility;

+ Aleading role played by foreign direct investments in the structural moderniza-
tion and geographic reorientation of trade flows;
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+ Sustainable development based on export-driven growth;

« An evident catching-up process with the EU per capita average (and living stan-
dard), over at least one decade, despite some income polarization (both real
and perceived in most countries);

+ The crucial role played by the EU as the external anchor, offering a pre-acces-
sion agenda (sometimes not without uncertainties) and actual membership at-
tained by 10 CEE countries between 2004 and 2007.

In contrast, how can developments in the WB region be characterized? First, a fact
that remains to be recognized by many contemporary thinkers, the Yugoslav Fed-
eration was by far the most significant and immediate victim of the fall of the Berlin
wall and the abrupt abolition of a divided Europe. Over decades, Yugoslavia had
been a clear winner in a divided Europe, thanks to an intelligent balancing act be-
tween the two sides (although it was closer to the East because of its “communist”
ideology). Second, although it came as a rather bad surprise for many politicians,
the widespread disruption in Europe led to military interventions and civil wars in
Yugoslavia. While the CEE countries, despite all the political, economic and social
tensions, could remain stable and managed to avoid any major domestic atrocities,
let alone regional wars or open conflicts, the WB were plunged into almost one
decade of gross instability in military, political, social and ethnic terms. Third, as
a result of the Yugoslav Federation’s disintegration several new states were born:
though Slovenia escaped the decade-long turmoil, all the other republics of ex-
Yugoslavia were deeply embroiled. Of course, new nation-states came into being
in CEE as well, but without the need for any military action: not only the “Velvet
Divorce” of Czechoslovakia (separated into the Czech and Slovak Republics), but
also the independence of the three Baltic states proceeded along a peaceful path.
Fourth, as a continuation of the “Yugoslav drama’, dissolution did not take place in
one clean “cut”: for Serbia, the core of the Federation, it proved to be a protracted
process in several painful stages (starting from the dissolution of the Federation,
passing through the departure of Montenegro from the federation and ultimately
the independence of Kosovo). Fifth, while the new nation-states in CEE have not
left any doubt about their capacity to build, recreate and even strengthen their
“independent statehood’, the new countries in the WB do not all seem to be up to
this task: at least two failed states can be seen in the region at present: Bosnia and
Herzegovina, established in the Dayton Agreement of 1995, and newly-born Koso-
vo, from the political point of view. Taking economic factors into consideration, the
“failure rate” might be deemed even higher: rapid globalization has narrowed the
room for manoeuvre of small national economies and makes them particularly vul-
nerable (whether or not they are open to and highly involved in the international
economy or relatively closed - see the crisis-ridden Baltic countries).

The differences in economic development, though perhaps less spectacular, are not
less enduring. First and foremost, it must be stressed that the difference between
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economic development in the WB and in the CEE countries is not just time related. In
other words, the logic that the development of CEE can simply be copied one decade
later does not hold. For several reasons: the difference is qualitative and structural
and the existing gap cannot be narrowed merely by imitating the “more advanced”
CEE countries. To find a suitable “model’, all the WB countries (in particular Croatia
and Serbia) should first forget their positive memories of the seventies and eighties.
At that time, Yugoslavia was the envy of all CEE countries, because of its economic
progress, relative liberal economic system, freedom of the press and the availability
of hundreds of licensed products from the West produced in the country. Citizens of
several CEE countries were not permitted to visit Yugoslavia because of its different
system! The remnants of this semi-socialist, semi-capitalist, “socialist management-
based” system are still one of the major barriers to economic modernization, as if the
international and especially the European environment had not changed. Second,
over the last 20 years transnational companies have involved the CEE region into
their global or European production, service and retail network. This new structure,
though constantly changing, has established a strong network covering almost all
the markets of Europe (and even beyond). It is increasingly difficult for newcom-
ers to access this network and, consequently, change the already established, stable
links within the given system. A successful approach can no longer be based on
“blindly” following a well-known pattern, involving the new, promising CEE region
in the production and marketing network of European or global enterprises. Third,
the conditions of global cooperation have been changing, particularly as the result
of restructuring in global companies facing post-crisis challenges. Evidently, this can
offer new opportunities as well, but the absence of “stages of genuine and bottom-
up development” can hardly be overcome. Fourth, the anchor role played by the
European Union has undergone significant shifts/modifications over the last years,
particularly in the wake of the “Eastern enlargement” and the impact of the global
financial, macroeconomic and increasingly social crisis.

Structural differences in growth, trade and foreign direct
investments - the statistical evidence

Overall trade

Widespread international experience shows that foreign trade (and foreign direct
investments), particularly for small countries, has become the most important factor
of sustainable economic growth over the last decades. All CEE and WB countries,
with the partial exception of Poland, belong to the category of “small economies”. In
this context, the difference between the two groups is striking. Exports in the new
EU member countries amount to 42.5% of GDP, surpassing 60% in Hungary and Slo-
vakia and reaching almost 60% in the Czech Repubilic. In contrast, this indicator fluc-
tuates between less than 10% for Albania and Montenegro and 29% for Macedonia
(17% for EU candidate Croatia). Import figures are much more similar, indicating
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a heavy dependence among the WB countries on external supply. This poor per-
formance in exports is partly compensated by a specialization on services (mainly
tourism) in Montenegro, Croatia and Albania. Still, the openness of the CEE and WB
groups is strikingly different. As Table 1 shows, the level of openness in the economy
(the total export of goods and services plus the total import of goods and services
expressed in percentages of the GDP) is less than 100% in each WB country (with
75% in Croatia), while it is clearly above this mark for all new EU member countries,
Hungary leading with 148%, 140% for Slovakia and 133% for the Czech Republic.

Table 1 -Trade openness of the Western Balkan countries (figures for 2009 in % of GDP)

Exports of | Imports of | Exportsof | Imports of | Exports + imports of

Country : . :
goods goods services services goods and services

Croatia 16.9 333 186 6.1 749
Macedonia 290 524 9.3 89 99.6
Montenegro 99 555 227 99 98.0
Serbia 19.0 34.2 79 79 69.0
Bosnia and 238 51.7 8.1 37 873
Herzegovina
Albania 84 342 19.2 179 79.7
For
comparison
Bulgaria 34.8 469 144 9.8 105.9
Crech Re- 588 538 106 99 133.1
public
Hungary 63.2 58.8 14.0 124 1484
Slovakia 62.7 60.8 7.1 9.1 139.7
Slovenia 464 482 124 9.5 116.5
NMS-10 42.5 431 9.2 8.0 102.8

Source: wiiw, Current analyses and forecasts, July 2010

Two important conclusions can be drawn from the figures above. Firstly, trade (par-
ticularly export) is a key factor in explaining sustainable and export-led growth in
the CEE group. In contrast, the WB countries have not been able to follow along
this path to date. Their economic growth still depends predominantly on domestic
consumption and the import of consumer goods, indispensable raw materials and
energy. Secondly, the high degree of openness both in export and import reveals
deep integration in the international production (and services) networks. The high
volume and rapid growth of exports is, to a large extent, based on the import of
inputs necessary for mainly export-oriented production. This connection is absent
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in the WB countries, where high dependence on import (figures for Montenegro,
Macedonia and Bosnia and Herzegovina are similar to the Czech Republic and
higher than for Slovenia or Bulgaria) does not generate growth in export, but is
mainly geared towards satisfying domestic consumption.

This structural difference becomes even more obvious when the low volume of ex-
ports (and also of imports to a certain extent) is taken into account. Between 2005
and 2009 the cumulated exports to the rest of the world of all WB countries were a
fraction of Hungary’s total exports, and even less when compared to the Czech Re-
public. In 2008 (the last year before the global crisis), Czech exports were ten times
the total exports of the WB countries, while Hungarian export were almost 8 times
and even Slovenian exports were almost double. It is more than significant that only
two WB countries are among the EU's 50 leading suppliers: Croatia at 39" and Serbia
45, The situation is only marginally better in EU exports: Croatia is 24", Serbia is 31
and Bosnia and Herzegovina is 49" among the EU’s extra-EU markets (see Table 2).

Table 2 - Western Balkan countries among the 50 leading trade partners of the EU
(extra-EU trade) (2009)

Indicators EU - exports | EU-exports EU - exports EU -imports | EU -imports
Croatia Serbia Bosnia & Herzegovina Croatia Serbia
Euromn 10.736 6.587 2939 4.384 3212
Share * 10 06 03 04 03
Ranking 24 31 49 39 45

Source: Eurostat (Comext, Statistical Regime 4) and own calculations

* Exports of the EU to the three WB countries among the first 50 non-EU markets (Euro 20.3 bn) equalled to exports to South Korea

(Euro 21.6 bn), Singapore (Euro 20.4 bn) or Hongkong (Euro 19.7 bn). Similarly, imports from the two WB countries among the first 50
non-EU markets (Euro 7.6 bn) were on the level of imports from Vietnam (Euro 7.8 bn), Chile (Euro 7.5 bn) or Azerbaidjan (Euro 7.3 bn).

Detailed figures comparing trade between the EU and the WB and the EU and CEE

can be found in Tables 3 and 4.

Table 3 - Trade of the Western Balkan countries with the European Union (in euro mn)

Imports of the European Union
Country 2006 2007 2008 2009 2010*
Croatia 4.891 4979 5.169 4384 4.466
Macedonia 1.304 1.858 1.765 1.195 1.500
Serbia 2.835 3.656 4.013 3212 3.690
Montenegro 293 341 271 130 161
Kosovo 28 47 86 79 133
Bosnia and Herzegovina 1.725 1.832 1937 1527 1.847
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Total 11.076 12.713 13.241 10.527 11.797
Share of Croatia (%) 44.2 392 39.0 416 379
?nhZ;irgfng mports (6 082 0.89 085 088 087
For comparison™*

Hungary 46.847 51.110
Luxembourg 13.250 11.160
Romania 21.589 24.720
Slovenia 12.998 14.560
Greece 9.010 9.120
Bulgaria 7.595 8670

Source: Eurostat. External and intra-European Union trade. Monthly statistics — Issue number 02/2011.
* January-November; ** Intra-EU exports

Table 4 - Trade of the Western Balkan countries with the European Union (in euro mn)

Exports of the European Union

Country 2006 2007 2008 2009 2010*
Croatia 12.361 13.258 14.311 10.736 9.504
Macedonia 1.832 2.080 2532 2073 2114
Serbia 5793 8012 9.044 6.587 6.771
Montenegro 517 673 871 530 488
Kosovo 277 424 533 624 569
Bosnia and Herzegovina 2.883 3.123 3.736 2939 2.867
Total 23.663 27.570 31.027 23.489 22313
Share of Croatia (%) 522 481 46.1 45.7 426
ith::(irngvt/JBexports (%) 204 222 237 214 182
For comparison™*

Hungary 38.264 41.380
Greece 27580 22260
Romania 28456 31.060
Bulgaria 10.118 10.150
Slovenia 13476 14.010
Bulgaria 7.595 8.670

Source: Eurostat. External and intra-European Union trade. Monthly statistics. Issue number 02/2011
* January-November; ** intra-EU imports
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EU import statistics confirm a very low and stagnating export capacity in WB coun-
tries. Their share in total EU imports does not reach even 1%. In comparison, their
total export to the EU amounted to €10.5 bn in 2009 and slightly exceeded that of
Greece (a completely uncompetitive economy despite three decades of EU mem-
bership), but were 25% lower than that of Luxembourg! Hungary’s exports alone
were 4 to 5 times higher than the total exports to the EU from the WB countries. In
EU exports, due to the abovementioned, distorted domestic consumption-orient-
ed“development pattern’, the share of the WB countries is about 2%, which is lower
than that of Greece (another distorted pattern) and about 60% of the EU-related
imports of Hungary.

A lack of export competitiveness combined with domestic consumption-driven
imports necessarily results in very high levels of trade deficit. Between 2005 and
2009 no change occurred in this general picture, since not even half the imports
could be covered by exports (Table 5).

Table 5 - Trade of Western Balkan countries* with the world

Vear Exports Imports Trade balance Coverage ratio
(Euro bn) (Euro bn) (Euro bn) (X/M, %)
2005 123 283 -16.0 435
2006 124 268 -144 464
2007 14.0 30.0 -16.0 46.5
2008 14.1 338 -19.6 419
2009 11.0 259 -149 42.5
2010%* 6.4 124 -6.0 515

Source: Eurostat. Intra-European and External Trade of the European Union, Monthly Bulletin, No. 2. 2011. and own calculations
*ex-Yugoslavia minus Slovenia plus Albania; ** January-June

A similar situation exists with the WB countries'largest trading partner: the EU. While
Hungary and the Czech Republic respectively, regularly register a high surplus in
trade with the EU (as a result of export-led and mainly foreign direct investment-
driven development patterns), and in 2009, after two decades of huge deficits, even
Poland reached balanced trade with the EU, total exports of the WB countries have
managed to cover between 43 to 47% of their imports between 2005 and 2009.
Macedonia’s initially “better” coverage fell dramatically, while that of Croatia’s and
Serbia’s remained practically unchanged. Kosovo is a singularly negative example,
since exports (which are minimal in any case) cover only between 10 and 13% of
imports from the EU (Table 6).
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Table 6 - Coverage of trade between the Western Balkan countries and the European

Union (exports in percent of imports)

Country 2006 2007 2008 2009 2010%*
Croatia 396 376 36.1 409 470

Macedonia 71.2 89.3 69.7 573 71.0

Serbia 489 456 444 488 545

Montenegro 56.7 50.7 31.1 244 330

Kosovo 10.1 1.1 16.1 129 234

zgf/':rg and Herze- 598 587 518 519 644

Total 46.8 46.1 42.7 44.8 529
For comparison**

Hungary 1224 1235
Czech Rep. 1168 1184
Poland 100.2 100.7
Slovenia 96.5 103.9
Romania 759 79.6

Bulgaria 75.1 854

Portugal 596 65.0

Malta 343 397

Greece 323 410

Cyprus 14.8 16.5

Source: Eurostat. External and intra-European Union trade. Monthly statistics — Issue number 02/2011
* January-November; ** figures for intra-EU trade

This dramatic imbalance, and the equally important inability to improve the situa-
tion over years, can be seen in Table 7 which illustrates developments in trade bal-

ance between 2006 and 2010.

Table 7 - Cumulative trade balance of the Western Balkan countries with the European
Union (between 2006 and January-July 2010)

Country Exportsineuro | Importsineuro | Balancein euro Coverage
mn mn mn (X/M, %)
Croatia 22.147 56.611 -34.464 39.1
Macedonia 6.979 9.771 -2.792 714
Serbia 15973 33572 -17.599 476
Montenegro 1.124 2.898 -1.774 388
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Kosovo 338 2207 -1.869 153
Bosnia and 8.142 14436 -6.294 564
Herzegovina

Total 54.713% 119.495 -64.782 45.8

For comparison: intra-EU exports in the crisis year of 2009 alone: Czech Republic 68.640, Sweden 55.040,
Ireland 50.850, Hungary 46.850

Source: Eurostat. External and intra-European Union trade. Monthly statistics — Issue number 11/2010 and own calculations

Over this period, the WB countries have accumulated a trade deficit of almost €65
bn that ought to have been covered by other revenues, four of which require seri-
ous consideration: income from services (an important factor for Croatia and Mon-
tenegro), inflow of foreign capital (see below), remittances from migrant workers
(not relevant to this paper) and international aid (mainly from EU sources).

Consequently, current account deficits have been lower than those generated in
trade, but the abovementioned inflows have still been unable to cover the gap
completely. Indeed, all the WB countries are struggling with huge current account
deficits as compared to most new EU member countries (except Bulgaria and to a
certain extent Romania) (See Table 8).

Table 8 - Current account of Western Balkan and selected new EU member countries

Country 2009, in percent of GDP
Croatia -54
Macedonia -7.3
Albania -15.1
Bosnia and Herzegovina -75
Montenegro -29.8
Serbia -55
For comparison

Bulgaria -94
Czech Republic 1.1
Hungary +0.2
Romania -4.5
Slovakia -32
Slovenia -1.0
NMS-10 total -16

Source: wiiw, Current analyses and forecasts, July 2010
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At the end of the day, these deficits lead to higher external debt, and in the medium
term (if not in the short term) this poses questions regarding the sustainability of
the current “development pattern”.

Structural weakness is clearly illustrated by the commodity composition of exports
to the EU from the WB countries. In 2009, 15% of exports consisted in agricultural
products (to a highly protectionist market), 14% was in energy and mineral prod-
ucts, while 22% were semi-manufactured goods (steel, basic chemicals and others).
Machinery and electronic goods made up only 15%, and likewise textiles and cloth-
ing. Twenty years ago, this same type of commodity structure characterized the ex-
port from CEE countries to the EU. Today, more than 60% of exports consist of me-
dium- and high-technology machinery and electronics, while semi-manufactured
goods and (mainly unskilled) labour-intensive products are rapidly declining. Unfor-
tunately, none of the WB countries (Croatia included) are aiming at a similar struc-
ture; indeed, such a“catching up process” has yet to initiate in any WB country. Table
9 shows that WB exports to the EU amount to 0.9% of the EU's total extra-EU imports.
Nevertheless, an above average share is seen in iron and steel (4%), personal and
household goods (3.4%), clothing (2.1%), other semi-manufactured products (2%)
and agricultural commodities (1.7%). However, due to the very low level of exports,
even this “specialization” cannot generate sustainable export-led growth.

Table 9 - Commodity structure of WCB exports to the EU, 2009 (based on EU import statistics)

: Commodity Share of the given
Main commodities \EAL/JBQEOEESJ%? share of imports, | commodity in total extra-
in % EU imports of EU, in %
Total 11.180 100.0 09
agricultural products 1.624 14.5 1.7
fuels and mining products 1.575 14.1 0.5
iron and steel 712 64 40
chemicals 615 55 06
other semi-manufactures 1.142 10.2 20
ggﬁuﬁgaﬁze'ecom 279 25 02
transport equipment 666 6.0 08
other machinery 1428 12.8 1.2
textiles 122 1.1 08
clothing 1.270 114 2.1
Eif?enhaglzn;joods 082 88 34

Source: Eurostat (Comext, Statistical Regime 4)
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Intra-regional trade potential and bottlenecks

Can intensified regional cooperation, concentrated on intra-WB trade flows, offer
a way out of this structural dead end? As a starting point, we have to consider that
by far the region’s most important trading partner is the EU (both as a market and a
supplier). In 2009, the EU absorbed 69% of total exports from the WB and covered
65% of total imports (Table 10).

Table 10 - Trade orientation of the WB countries (2009, in % of total trade)

Target countries Exports of WBCs Imports of WBCs
EU-27 69.1 649
Russia 13 74
China 0.7 55
Turkey 1.5 3.1
USA 19 20
Switzerland 13 19
Croatia 44 45
Serbia 58 19
Bosnia and Herzegovina 94 1.7
Macedonia 1.2 1.0
Montenegro 13 0.2
Albania 09 0.1
Kosovo 20 00
Total WBC 25.0 9.5

Source: Eurostat (Comext, Statistical Regime 4)

Interestingly, from a geographical view on trade, the WB countries are very similar
to the CEE group, since for both groups the EU is the unquestionable “trade anchor”.
Although the EU trade figures for Poland, the Czech Republic, Hungary and Slova-
kia are between 75 and 85% (while Slovenia is within the same margin as the WB
countries), differences arising from the geographic patterns of trade are much less
relevant than in other areas examined. WTO data on individual countries provide
a somewhat different picture, but even here, an EU orientation is obvious (80% of
Albanian exports, and from 54 to 65% for other WB countries’ exports go to the EU
(See Table 11).
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Table 11 - Main trade destinations of selected WB countries, 2008
(export and import shares in per cent of total exports and imports)

Couni Main gxport % of total Main i.mport % of total
directions exports directions imports
EU 80 EU 61
Albania Serbia 8 China 7
Macedonia 3 Turkey 6
EU 55 EU 48
52?2;23%a Croatia 17 Croatia 17
Serbia 15 Serbia 11
EU 61 EU 64
Croatia BiH 15 Russia 10
Serbia 6 China 6
EU 65 EU 50
Macedonia Serbia 19 Russia 12
Croatia 5 Serbia 9
EU 54 EU 53
Serbia BiH 12 Russia 15
Montenegro 12 China 8

Source: WTO Trade Profiles, 2009, www.wto.org

Indeed, the regional market plays an important role in the total exports of the WB
countries, for about one-fourth of exports find markets within the region. At the
same time, in total imports of the region intra-regional trade plays only a minor role,
slightly below 10%. The difference can be attributed to several factors. First, even
if intra-regional trade, on the whole, needs to be balanced (exports have to corre-
spond to imports, with only slight statistical discrepancies), global trade imbalances
(much higher imports than exports) explain the difference. Second, the entire re-
gion depends heavily on energy imported mainly from Russia and on imports of
consumption goods from China and to a lesser extent from Turkey. Third, for many
companies it is easier to export to neighbouring countries, both due to the geo-
graphic distance and, probably more importantly, because of remaining or recov-
ered networks originally created in Yugoslavia. Following international experience,
while many products from the region can enjoy a competitive advantage within the
region itself, they cannot successfully face global or European competition beyond
the WB countries. Within such a context, it is an open question whether and to what
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extent intra-regional trade might be an efficient training ground for broader com-
petitiveness, particularly with regard to the EU markets.

From the very outset of the stabilization and association process, one of the condi-
tions set by the EU was free trade among the WB countries. It should also be remem-
bered that similar attempts were undertaken by Brussels in the nineties concern-
ing free trade among the Visegrad countries. There were, however, two important
differences: first, it was not a strict condition but a “strong recommendation” and
second, although the Visegrad countries agreed to create a free-trade zone well be-
fore EU membership, it was less institutionalized than it has been the case in the
WB region. Among the WB countries, 28 bilateral free trade agreements have been
signed and in 2008, they were all included in a multilateral regional framework. This,
of course, does not automatically create additional trade, but it provided some clear
mutual commitments and excluded protectionist measures. The Visegrad Group
never reached this level prior to EU membership. Indeed each country took care to
avoid this trap. In actual fact, several bilateral protectionist measures remained in
force and were applied several times in intra-regional trade up until accession on
May 1%, 2004. Interestingly, well before official membership, free trade with EU-15
had already been fully established by the beginning of 2002 (except with regard to
some agricultural products). In contrast, national “trade practices” remained in force
among Visegrad countries despite the fact that the EU accounted for at least two-
thirds of total trade, while intra-Visegrad trade was considerably below 10% (except
for Czech-Slovak trade which became “external” after the separation of Czechoslova-
kia). The genuine breakthrough came at the moment of accession, when all national
trade competences had to be transferred to Brussels. As a result, trade among the
new member countries suddenly became the most dynamic part of their total trade
and, despite its relatively low weight, the most dynamic element of overall intra-EU
trade as well. For instance, the participation of the new member countries in Hun-
gary'’s total exports sky-rocketed from 7.5% in 2003 to 20% in 2008-2010. Beyond
doubt, the most important drivers of this development were transnational compa-
nies already located in the region which had clear strategies on how to take full ad-
vantage of complete liberalization within the enlarging EU market.

Concerning the share of intra-regional trade in total trade, there is no great differ-
ence between the new EU member countries and the WB countries. Indeed it is
quite the opposite, intra-regional exports are sometimes actually higher (between
25 and 30% and even more for Bosnia and Herzegovina, Croatia, Macedonia and
Serbia). In contrast, only Bosnia and Herzegovina seems to rely in a significant man-
ner on regional imports. The largest contribution to intra-regional exports is from
Bosnia and Herzegovina, followed by Serbia and Croatia. In intra-regional imports,
Croatia absorbs almost half of the total, followed by Serbia, Bosnia and Herzegovina
and Macedonia, all ranging between 10 and 20%. Albania, Montenegro and Kosovo
are all much less involved in this respect, because of their very modest economic
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performance (see Tables 10, 11 and 12). However, this does not automatically imply
that intra-regional trade is not a significant factor in their total trade.

Table 12 - Share of individual WB countries in total intra-WB-trade (in %)

Country Intra-WB exports | Intra-WBimports | Intra-WB trade turnover
Albania 35 09 23
Bosnia and Herzegovina 375 183 285
Croatia 17.5 48.1 319
Kosovo 8.2 03 45
Macedonia 48 10.7 76
Montenegro 5.1 18 35
Serbia 234 19.9 217

Source: Eurostat. Comext, Statistical Regime 4, and own calculations

Beyond the statistical framework, six points must be underlined:

First, the volume of intra-regional trade is very low when compared to that of the
new member countries. This is consequential, as their total trade is only a fraction of
new members' total trade. The WB countries’ intra-trade in 2009 reached between
€2.5 and €2.6 bn in both directions (the turnover was slightly higher than €5 bn).
In contrast, Hungary’s exports alone to the new member countries amounted to
more than €15 bn (and the total turnover was more than €25 bn), in other words,
five to six times higher than trade among the WB countries.

Second, despite free trade on paper, the practical implementation of the agree-
ments has run into several difficulties. On the one hand, most WB countries pro-
duce the same goods, there is therefore either no additional demand or else do-
mestic producers are in (or will be put into) a privileged position. On the other
hand, deficient infrastructure does not allow for the development of intra-trade to
its full potential. Furthermore, persisting administrative barriers at border check-
points, including the well-known visa issue for traffic between Kosovo and Serbia,
are further hindrances.

Third, the Visegrad countries teach the lesson that sequencing of trade liberaliza-
tion and the subsequent generation of additional trade flows do not come from re-
gional markets with very modest and highly competitive export potential, as they
are burdened with additional measures, but from the leading EU market and its
positive impacts on intra-trade, once an institutional framework has been provided
(in this case EU membership with its clear rules). Of course, obligatory intra-region-
al free trade may abolish some administrative barriers and create better market ac-
cess, but shortcomings in supply, very limited demand and several other barriers
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(e.g. infrastructure bottlenecks) may hinder the full use of the existing or the devel-
opment of new potential.

Fourth, as already mentioned, the basic drivers of intra-regional trade among the
new member countries were transnational companies with large-scale production
localized in several countries of the region. For several reasons, this type of structure
has not developed to date in the WB region; hence, the main drivers of enhanced
intra-regional (and EU-oriented) trade are missing. This role cannot be assumed by
small, under-capitalized and non-competitive regional firms, even if they do have
the advantage of geographic proximity and established contact networks dating
from a time when the entire region was one domestic market. In such a context,
rapidly increasing imports from the EU (and some other countries) cannot improve
the export perspectives of businesses.

Fifth, according to some experts, relevant support to overall export performance
and intra-regional trade could be provided by the recognition of the regional cu-
mulation rule by the EU. The WB countries have free or preferential market access
to the EU with products that have a certain level of “domestic origin” While this
includes domestic inputs and imported inputs from the EU, it does not include im-
ports from other WB countries. If imports from other WB countries were included
in the share of the “domestic origin” of given products, much more commaodities
could enjoy this free or preferential access. Simultaneously, regional cumulation
could give rise to intra-regional trade and, not less importantly, a regional special-
ization with enhanced regional and European competitiveness, at least in the me-
dium-term. Foreign capital, moreover, would be more likely to view the region as
a potential location for future investments. However, repeated attempts (strongly
supported by Slovenia, for understandable reasons), have failed in Brussels, be-
cause of the resistance from France.

Sixth, intra-regional trade has an impact on the trade (and current account) balance
of the respective countries. Since all WB countries have a formidable trade deficit,
intra-regional trade might offer a source of surplus which would, at least to some
degree, finance the huge deficit in other geographic relations. Indeed, the substan-
tial trade deficit of new EU member countries, such as the Czech Republic or Hun-
gary, with Russia in energy trade and China (or the Far East) in imports of industrial
inputs, and to a lesser extent of consumer goods, can be easily financed by surplus
achieved in trade with the EU in general, and in particular with the new member
states. Moreover, Slovenia’s relatively balanced trade is closely linked to the huge
surplus registered in its trade with the WB countries. Considering the overall, high
deficits of each WB country in global trade, a regional trade surplus might only pro-
vide a partial remedy, but it would be a very important one. In contrast, deficits in
intra-WB country trade could further aggravate the trade-financing gap in other
countries of the region. As Table 13 shows Bosnia and Herzegovina is the main sur-
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plus producing country, while Croatia has by far the highest deficit. To what extent
these imbalances remain sustainable is debatable (or requires closer examination),
even if we are aware of the fact that imbalances in intra-regional trade are just a
fraction of the total trade deficit.

Table 13 - Western Balkan intra-regional trade (2009, Euro mn)

Country Exports Imports Balance
Bosnia and Herzegovina 1,031 448 +583
Serbia 642 486 +156
Croatia 481 1177 -696
Kosovo 225 7 +218
Montenegro 141 43 +98
Macedonia 133 262 -129
Albania 95 23 +72
Total intra-trade 2.748 2.446

Source: Eurostat (Comext, Statistical Regime 4) and own calculations

Foreign direct investment (FDI)

Over the last decade, alongside political stabilization and economic recov-
ery, the WB countries have begun to attract foreign capital. With a decade of
delay, they followed the general trend already ongoing in Central and part
of Eastern Europe which had began shortly after the political transforma-
tion. Mainly as result of this delay, the growth of FDI was much higher than in
the CEE region, where this process had started earlier with a certain level of
“maturity” or “saturation” already visible over recent years. In 2004 - 2005, the in-
flow of FDI to the WB countries amounted to € 6.8 bn or just 10% of the inflow to
the new member countries. Due to a rapid increase of inflow, this grew to 20% in
2006 - 2007 and to 23% in 2008 - 2009. In other words, the annual inflow more
than doubled between 2004 and 20009. Still, the total inflow of foreign capital to
the entire region in 2006 — 2007 was only slightly higher than the sum absorbed by
Bulgaria or Romania and just 60% of that registered by Poland.

Nevertheless, as a result of the quantity invested and the relatively small popula-
tion, the per capita figures reached those of some CEE countries in Croatia (€ 5.729)
and Montenegro (€ 5.233), which was comparable to Slovenia (€ 5.400), higher
than Bulgaria, and twice as high as either Romania or Lithuania. When compared to
Croatia and Montenegro, only Estonia, the Czech Republic, Hungary and Slovakia
recorded a higher FDI stock per capita in 2009. However, at the same time, other WB
countries were lagging behind, with FDI stock per capita ranging between € 800 (in
Albania) and € 2.000 in Serbia (see Table 14).
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Table 14 - Inflow of Foreign Direct Invesstment to Central and Eastern Europe, Western
Balkans and CIS-4 (in Euro mn)

Country 2004-05 | 2006-07 | 2008-09 | 2010% St"(CE':/:;‘)ead
Region 105,789 193,850 170,076 66,600 2,200
EU-10 67,957 98,861 62,368 23,300 4,300
Bulgaria 5,888 15,274 9910 1,500 4,670
Czech Republic 13,381 11,989 6,380 3,000 8,049
Estonia 3,078 3,430 2,521 1,300 8407
Hungary 9,805 9,565 5773 1,500 6410
Latvia 1,081 3,024 915 100 3,628
Lithuania 1,449 2,921 1413 400 2,895
Poland 17,349 28,613 17,852 11,000 3,323
Romania 10,396 16,311 14,052 3,500 2,408
Slovakia 4,393 6,115 2,287 1,000 6,300
Slovenia 538 1,619 1,265 0 5,400
SEE 6,783 17,224 14,105 3,400 2,500
Albania 491 740 1,373 400 800
Bosnia and Herzegovina 1,060 2,128 1,087 300 1,500
Croatia 2418 6,435 6,067 1,000 5,729
Macedonia 338 851 581 200 1,500
Montenegro 437 1,166 1,569 500 5,233
Serbia 2,040 5,905 3428 1,000 2,000
Cls-4 31,049 77,765 93,603 39,900 1,100
Belarus 377 1,586 2,808 800 620
Moldova 271 580 543 100 510
Russia 22,758 63,912 79,342 35,000 1,200
Ukraine 7,643 11,687 10,910 4,090 789

Source: WIIW, as quoted by Vilaggazdasag, June 09, 2010. * forecast

Some conclusions can be drawn both from the attached data, and even more, on

the actual structure of FDI in question.

First, despite the rapid growth of FDI in the WB countries, a substantial gap still ex-
ists between the two groups compared in this paper. This can be accounted for by
the quantity of FDI in GDP as well as the highly different per capita indicators used

(except for Croatia and Montenegro).
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Second, and more importantly, there is a qualitative difference in the priority areas
of investment. FDI in the WB countries (in some ways similar to Bulgaria, Romania
and the Baltic states) was fundamentally directed towards the demand for foreign
and domestic market services (tourism, telecommunications, energy, retail trade,
real estate). Very few projects were focused on manufacturing or, more generally,
on export-oriented activities. As a result, no meaningful investment was made in
industry or, broadly speaking, in increasing the competitiveness of the respective
country. In contrast, particularly between 1995 and 2005, substantial foreign capi-
tal supported, or was even the motor of structural modernization and international
competitiveness in CEE economies. Consequently, while CEE countries took the
path of export-driven development, the WB countries, despite the substantial in-
flow of FDI, remained locked in a (very small) domestic market-oriented “trap”.

Third, the differences between the basic features of FDI in CEE and the WB countries
can be explained by two factors. On the one hand, the gap of one decade has to
be understood as being of crucial importance, particularly so when one considers
that the initial conditions in ex-Yugoslavia were far more favourable for FDI than in
any other transitional country. However, this opportunity has already been lost. On
the other hand, still today, outdated legislation can be considered as an obstacle to
FDI and with it the attitude of a society in general. Moreover, the approach of many
politicians and experts needs to be mentioned, who continue to “distrust” foreign
ownership of domestic assets and insist on antiquated and increasingly illusionary
visions of “national independence”in the storm of globalization.

Fourth, due to a domestic market-orientation (to date), the positive impacts of FDI
on growth, employment, technological transfer, new managerial methods, exports,
and, first and foremost, growing integration into the international network of pro-
duction, services, distribution, technology transfer, etc. were unable to develop
in the WB region. Moreover, the global crisis may indeed have strengthened the
convictions of those who were for the protection of “national strategic sectors and
interests”and against opening “too much”.

Some remarks on the role of the European Union

Looking back over the last two decades, the European Union’s reaction to the sys-
temic changes and, more importantly, to the end of the division of Europe, has
been both ambiguous and late. Moreover, most decisions were taken in hindsight,
as a reaction to (unforeseen?) developments. Therefore, instead of a proactive pol-
icy, a reactive “strategy” took place. Fortunately, the driving role was taken over by
the transitional countries (“supported” by the collapse of the Soviet Union) and the
international business community who were able to evaluate the unique oppor-
tunities offered, and assess the security risks much better than political bodies. It
should be added, however, that strategic thinking has started to gain ground in
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the EU (certainly in the Commission, less so in some member states) over the last
decade, also in light of the sad lessons learned from the Western Balkan tragedy.

In pure numerical terms, the accession process of the CEE and the WB countries
reveals some similarities. Three and a half years after the fall of the Berlin Wall, the
EU presented the Copenhagen criteria, which allowed for broad interpretation and
defined the criteria under which candidate countries could be deemed ready and
willing to join. During the same period, between 1999 and 2003, the WB countries
secured a promise of membership in Thessaloniki. The negotiations on accession
for potential new members from CEE started in 1998 (Luxembourg group), in 2000
(Helsinki group) while still others began five years later. Croatia’s accession nego-
tiations were launched just two and a half years after the Thessaloniki declaration,
while negotiations took four years for some CEE countries and, for several reasons,
more in some cases. Considering this scheme, the WB countries, except Croatia, will
be able to join the EU by 2020. However, the dynamism of international, European
and regional processes may easily reschedule this date and shape a scenario some-
where between early accession and no accession at all.

There is no question that the EU played an “anchor role” in the transformation, ad-
justment and accession process of the CEE countries, all of which were, though
with some national and time-related difference, ready and able to follow the route
mapped out and, as a result, became full-fledged members of the EU. However, this
process cannot be automatically applied to the WB countries. There are a number
of reasons or concerns for this:

« The WB countries are in many respects different from CEE, starting with issues of
stability and state-building through economic development to the prospective
economic contribution they can provide to Europe’s global power and competi-
tiveness;

« The last decade has fundamentally altered the global positioning and some ba-
sic priorities of European integration;

« Further enlargement, although still on the agenda, has to be considered within
the framework of the new challenges presented by global macroeconomics and
the financial crisis, and in particular its impact on the Eurozone;

« The EU’s approach to the WB accession process has being focused more on in-
stitution-building rather than on fostering the driving forces of economic devel-
opment (export-oriented growth, reduction of unemployment, cross-regional
infrastructure projects, clear positive signs to transnational companies, etc.);

- However, the WB countries are also to be blamed for the current situation, be-
cause, based on the ex-Yugoslav heritage, they - politicians, experts and a con-
siderable majority of society - were not prepared to meet the challenge of glo-
balization and the changing conditions in Europe;
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« Public opinion in favour of further enlargement is difficult to mobilize, not be-
cause of some unfounded though much publicized “enlargement fatigue”, but
because of other factors (not least the inability and unwillingness of several EU
member states to undertake long-term and somewhat painful domestic re-
forms);

+ There is no imminent security threat to the EU that would change the rational
sequencing of long-term adjustment to accession in favour of a potential “emer-
gency enlargement”;

« The WB countries do not have a convincing agenda to show the EU that their
membership is not only inevitable in long run but also imperative in the shorter
term;

« Finally, while the earlier “Eastern enlargement” was driven by security, political,
economic and, in part, also by social and cultural considerations, no such issues
seem to be vital to the current EU strategy in encouraging rapid (urgent or inevi-
table) enlargement.

Certainly, the EU has to remain the key anchor of stability and (hopefully) develop-
ment for the WB region. However, the arguments connecting EU priorities (though
changing and not always clearly defined) with high-flying expectations and par-
tial adjustments made by various countries in the region are unlikely to create a
strong foundation for any powerful arguments in favour of a quick-track accession
agenda.

Lessons from the crisis and impacts on future development

The global crisis of 2008 — 2009 was the first crisis to interrupt the long-term posi-
tive correlation between growth and trade. Over several decades, export-oriented
economies had higher growth rates than those focused on domestic markets or
unable to switch to exports. In 2009, the GDP growth rate of the developed world
shrunk by 2% and that of the EU by more than 4%. Recession was accompanied by
a dramatic decline of international trade, about 12% in global terms and almost
20% in the EU. Countries that depended heavily on external trade were particularly
hit, including all CEE countries. The WB countries, though much less open (or “vul-
nerable”) to external shocks, did not behave differently. Despite their lower degree
of openness, their total exports fell by more than 20%.

This unexpected and very harsh impact on global trade immediately gave rise
to nationalistic, protectionist and in some cases isolationist measures and voices.
Some experts in the WB countries claimed that concepts and policies to lower the
degree of openness, limiting the role of foreign companies and strengthening the
protection of (mainly uncompetitive) national strongholds and interest groups
were justified by the crisis. Similar reasoning also emerged in several CEE countries
due to their excessive degrees of openness and consequent vulnerability, structur-
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al development and dualistic production structures, exports, and in more general
terms, economic performance and competitiveness.

However, without any better idea about how things could or should be done,
“recommendations” were issued aimed at reducing the degree of openness in
the economy, changing the well-developed and technology-intensive structures
of some Central European countries and ending the “dominance” of international
capital, while, at the same time providing strong support for largely uncompeti-
tive and tax-evading domestic small- and medium-sized enterprises. Such opin-
ions were voiced even stronger in several WB countries, for some experts felt that
the global crisis supported their cautious (protectionist?) attitude against opening
to the world and were in favour of guarding the “family fortune” (often an unsel-
lable (mis)fortune in any case). The sooner and more unexpectedly the collapse
came, the sooner and more unexpectedly it would be overcome. While a return
to the pre-crisis GDP level may take another two years in most developed coun-
tries, international trade can be expected to reach pre-crisis level already by 2010.
Consequently, the export-led development pattern has not been questioned, quite
the opposite, it has once again turned out to be the main element of economic
recovery. The right answer to “excessive” openness is not closing in (which would
be impossible within the EU in any case), but renewed efforts to identify and con-
quer new (mainly extra-EU) markets. Structural vulnerability (mainly in the high-
tech sectors of some CEE countries) needs to be alleviated by improved domestic
value added and upgraded position in the international production (value) chain,
and not by downgrading the structure to low- and medium-level technology and
unskilled to semi-skilled labour-intensive and raw material-intensive production
(with an inevitable drop in wages and living standards). Additionally, foreign com-
panies should not be expelled; instead, they should be incorporated deeper into
the domestic economy, alongside increased cooperation between large foreign
and smaller domestic firms. Finally, the ephemeral illusion of the WB countries of
being less vulnerable to international trade and capital flows, quickly evaporated in
light of the rapid post-crisis recovery.

However, the crisis has not overcome another, fundamentally important element of
sustainable development in the WB region. As already stated, huge trade (and cur-
rent account) deficits in all the countries of the region desperately require sustain-
able sources of external financing. At least two sources are now undergoing rapid
and unpleasant changes. FDI, a basic source of financing deficits over the last years,
faced with the challenges of crisis and post-crisis developments, has been shifted
towards clear restructuring efforts in more competitive global locations. Therefore,
the WB countries can hardly count with this kind of capital inflow. It should also
be pointed out that high expectations in Bulgaria and Romania that international
capital in Central Europe would change location almost automatically as a result of
their latter EU membership and rising wages in Central European countries have
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failed to materialize. Similarly, wages in some parts of the WB region that are higher
than Bulgarian or Romanian wages, are another point against shifting production
from competitive locations in Central Europe towards less competitive South-East-
ern European countries. It is, however, even more significant that domestic market-
oriented FDI will soon have reached its limits of expansion; all the advantages of-
fered by privatization will have been consumed and, therefore, will be depleted.
Further expansion may only be possible towards foreign/international markets.
However, without competitive products (and services) this is highly uncertain. An
unlikely regionalization of what have been until now domestic market-oriented ac-
tivities (such as telecommunication, energy, retail trade) would be of little help ei-
ther, because of the limited purchasing power of the regional market, strong exter-
nal competition (including from the new member states of the EU), intra-regional
legal, institutional and technical barriers, as well as the well-established regional
strategy of international firms. As a result, the inflow of foreign capital is likely to be
less than in previous years, while the need to finance trade imbalance remains high.
Further investments financed by domestic profits, a major FDI component in some
CEE economies (e.g. in recent years, about two-third of the FDI inflow to Hungary
came from this source), can also be questioned, after achieving dominance in lucra-
tive segments of the domestic market, no more foreign capital would be needed
(privatization can only be done once).

Another source that is expected to create (external) financial equilibrium is the in-
flow of money from migrant workers abroad. Indeed, several WB countries have
benefited considerably from such transfers. These are generally based on networks
of WB citizens working in different countries of Western Europe (chiefly in Germa-
ny, France, Austria and Switzerland) and on first-generation migrants (in countries
such as Greece, Ireland, Italy, Spain and the United Kingdom). In some years, such
remittances represented 10% or even more of the GDP and were a key contribu-
tor to the financing of trade and current account imbalances. The crisis has had a
clear negative impacts on the size (and sustainability) of such remittances. On the
one hand, migrant workers were among the first to be affected by the recession
and subsequent unemployment. As a consequence, they had to choose between
returning to their native country or staying abroad and waiting for conditions to
improve. On the other hand, opting for the second alternative, their capacity to
send money back to their home country was seriously compromised, both because
of reduced income (at best an unemployment benefit instead of a salary) and of
the need to finance their period of unemployment. In addition, the EU’s visa policy
hindered the “opportunity for (illegal) migrants” from the WB countries, since the
citizens of most countries could not enter the EU without a visa. (This situation has
now changed; however, visa liberalization did not lead to a massive inflow of new
young migrant groups onto the EU market, which is already struggling with high
level of (post-crisis) unemployment.)
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Finally, the traditional approach to sustainable security will most likely require re-
thinking, both in the WB countries and the EU. More emphasis needs to be placed
on establishing the conditions for sustainable economic development by:

Identifying and supporting potential export-oriented sectors;

Attracting FDI into export-orientation manufacturing;

Minimizing the economic, technical and, not least, cultural, -barriers to intra-re-
gional trade;

Speeding up real (and not only institutional) convergence towards the EU;
Providing access to and implementing instruments aimed at increasing com-
petitiveness as part of the EU's financial transfer to the region;

And, finally, establishing a clear timetable for the accession process, including a
set of “firm” conditions and potential “rewards” - as long as most political circles
and a share of the population (though already declining) are in favour of EU
membership, instead of generating a new “hot spot” in the Western Balkans,
with very high financial and other costs for the EU - provided the situation can
still be kept under control.
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BeLa Galcoczr
PosTt Crisis LEssONS: Is EXxPORT-LED GROWTH
STILL THE WAY FORWARD FOR CENTRAL EASTERN FUROPE?

Introduction

What kind of economy will emerge from the crisis and what foundations will future
growth in Central Eastern Europe have? With the gradual easing of the dramatic
and extraordinary pressures of the 2008-2009 economic crisis long-term structural
processes are gaining more and more attention in temporary crisis management
measures.

What we see on the European level is that short-term, mid-term and long-term
objectives are coming into conflict with each other. Apart from acute crisis man-
agement and longer term perspectives — where resource efficiency and the low-
carbon economy will play a crucial role — we will focus here on the mid-term per-
spective. This mid-term challenge for Europe and for the CEE region is, above all, to
revise the growth model, by drawing lessons from the crisis, and restore economic
equilibrium. The roots of the crisis lay in the accumulation of imbalances in national
and international terms (excessive debt financing, growing inequality, internation-
al imbalances).

In this article, we will first give a brief review of how the crisis has hit Central-Eastern
Europe, focusing on its vulnerability. Then, we will look at the foreign direct invest-
ment (FDI) driven and export based economic development model that has been
viewed as a vulnerability during the crisis. When drawing lessons from the crisis, we
make an attempt at identifying the major components of growth that proved to be
unsustainable in CEE, linking them also to the current Eurozone crisis.

High growth and convergence before the crisis

For the eight Central Eastern European countries (The Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Poland, Slovakia and Slovenia), the fifth anniversary
of EU accession was marked by the devastating effect of the worldwide financial
and economic crisis that swept through the region in 2009. Bulgaria and Romania,
which joined the EU in January 2007, were equally affected.

During the past decade a convergence process had taken place in Central Eastern
European (figure 1), transforming economies in terms of GDP/capita at PPP towards
the standards and realities of developed Western Europe. Their average growth
rates over the last decade were characteristically between 4 and 5%, with Slovakia
and the Baltic states reaching growth of up to 10% in certain years. Productivity was
soaring and national currencies (those not pegged to the Euro) were undergoing a
real effective appreciation.

° Bela Galgoczi is a senior researcher at the European Trade Union Institute, Brussels, Belgium.
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Figure 1 - Convergence of GDP/capita levels of CEE countries towards EU27 average at PPPs
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Source: European Commission, Ameco database

The impact of the crisis on CEE

The growth of CEE economies was largely based on external financing of different
kinds, from bank loans and trade-related lending to foreign direct investment (FDI)
and portfolio investment. They were hit hard within a short period due to a series of
factors that highlighted how the previous high growth had become unsustainable
once the external environment took a turn for the worse.

Economic growth and employment

The dramatic effects of the crisis on the CEE region called into question the sustain-
ability of the economic and social convergence process that had characterized for
the region in the previous decade. Figure 2 provides an overview of GDP growth in
2009 and estimates for 2010. Some new member states in CEE were particularly
hard-hit. In 2009, GDP declined dramatically in the Baltic countries, i.e. by 18% in
Latvia and by 14-15% in Lithuania and Estonia. Falls in GDP clearly below the EU-27
average of -4.1% were recorded in Slovenia (-8.6%), Romania (-7.1%) and Hungary
(-6.3%). The Czech Republic and Slovakia with a 4-5% decrease of GDP were also
hard hit. Only in Poland did GDP growth remain positive (+1.7%).

Figure 2 - Real annual changes in GDP, 2009 and 2010%
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Employment growth had been very weak in Central Eastern Europe even in the
boom years, as illustrated by Figure 3. Both the US and the EU15 experienced higher
increases in employment though with a fraction of the growth found in the new
member states.

Figure 3 - GDP and eployment growth in the US, EU15 and NMS12, cumulative percent
change 1999-2008
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Source: European Commission (2008).

During the crisis jobs were disappearing on a massive scale. Unemployment in the
Baltic states increased sharply from the low levels of May 2008 to around 15% by
May 2009, the increase was most dramatic in Estonia from 3.9% to 15.6% (Eurostat
2009). The unemployment rate also increased substantially in Hungary and Slovakia,
reaching double digit levels by May 2009 (10.2% and 11.1% respectively).

Vulnerability factors of CEE economies

The underlying reasons for these severe effects were rooted in these economies’
vulnerability, the most important factors of which will be addressed in the next sec-
tions.

Macroeconomic imbalances at times of financial turbulence

With the continuing paucity of domestic capital, the ‘catching-up economies’ have
been notoriously reliant on external capital throughout the whole transformation
process. This has included foreign direct investments (FDI), financial investments (in
state bonds and diverse corporate assets), foreign bank and government loans and
EU transfers. This high external financing need made these countries dependent
on the available abundance of investment capital and a high risk-taking attitude
on the part of investors.

In the association between international capital movements, economic wealth
and economic growth - according to the neoclassical theory - capital should
flow from the capital-abundant rich countries to the poorer, capital-scarce re-
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cipient countries, both in terms of flow (through the widening of current ac-
count deficits) and a stock perspective (through deteriorating net foreign as-
set positions) and result in higher growth rates in the recipient countries (see
Herrmann, S. Winkler, A: 2009).

The dramatic increase of financial and trade integration between the EU15 and the
CEE transition economies during the late 1990s and early 2000s, with widening cur-
rent account deficits and deteriorating net foreign asset positions in the latter, gen-
erated considerable interest for external sustainability analysis. While conventional
wisdom suggested that current account deficits exceeding 5% of GDP are a poten-
tial danger to macroeconomic and financial stability, the payment balances on cur-
rent accounts in most European transition economies were well above 10% of GDP.
Given their impressive rates of economic growth during the 2000s, the theoretical
and empirical opinion that the inevitable adjustment (so-called current account
reversals) could have devastating macroeconomic implications no longer seemed
important. The most striking example was Latvia, which was running current ac-
count deficits of 22.5% of GDP and a real GDP growth of 10% in 2007 (Source: IMF,
2009), exactly the country that was most severely hit by the global economic crisis
with a projected negative real GDP growth of 18% in 2009.

In a number of countries consumption and private sector investments were largely
financed by credits, in particular, countries with a pegged currency witnessed high
price and wage inflation together with rising asset prices (especially homes).

Lane and Milesi-Ferretti (2006) argue that the benefits of international financial in-
tegration are tied with the gross holdings of foreign assets and liabilities, rather
than to capital flows. In essence, the stock adjustment approach to external dis-
equilibrium analysis presumes that it is not the current account, but the net foreign
asset position per se that matters. Net foreign assets are defined as the difference
between the stock of foreign assets held by domestic residents and the stock of
domestic liabilities held by foreign residents. The changes in net foreign asset posi-
tions reflect not only the current account balance, but also the changes in valuation
in terms of asset prices and relative exchange rates.

Although government debt (which used to be the focus of attention) in most CEE
countries is (with the exception of Hungary) substantially lower than is usually the
case for developed economies, their total external debt, including enterprise and
household debt, has reached high levels in the most recent period. Table 1 shows cur-
rent account balances for 2008 and 2009 and also indicates levels of total external fi-
nancing need (see more on current account deficits in the region in Shelburne, 2008).

After the shockwaves of the credit crunch and bankruptcies in the US and the West-
ern European financial system, investors’ confidence and appetite for risk suddenly
evaporated. With growing risk aversion, foreign investors turned their backs on
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emerging market assets (including government securities) and retreated to their
domestic markets. According to the IMF, the retreat from cross-border exposures
was faster than the overall deleveraging process (Financial Times 2009b). The needs
of the stimulus packages for G7 economies may also have added to the diversion
of money flows from CEE financial markets, as the amount of state bond issues in
the G7 economies was estimated to grow from 1,000 bn USD in 2008 to 3,000 bn
USD in 20009.

As a result, financial markets in the emerging Europe came under huge pressure
and daily debt financing has suddenly become difficult. National currencies were
shaken with devaluations of up to 30%. The credit ratings of state bonds were
downgraded and country risk indicators deteriorated sharply, resulting in high in-
terest rate margins, making debt financing difficult and in certain cases impossible.
These developments triggered further devaluations of regional currencies (not
only those of the countries affected) having launched a vicious circle and spread-
ing contagion across the region.

Table 1 - Financial indicators for selected CEE countries

comry | Soelamin | Feacraest | Mol | Pptmer
' GDP™ 2008-09
Bulgaria 12,372 294 -24-129 61.0
Czech Republic 25,757 94 -35-28 80.1
Estonia 20,754 200 -10-6.3 720
Hungary 19,830 299 -6.5-39 80.2
Latvia 17,801 243 -14-6.7 406
Lithuania 18,855 27.1 -12-48 59.0
Poland 17,560 13.2 -5-49 42.3
Romania 12,698 20.2 -12-7.5 344
Slovakia 22,242 12.5 -6 90.5
Slovenia 28,894 - -6 70.5

Source: The Economist, February 28", 2009 based on IMF, Moody’s and the Financial Times, 27" February 2009 based on Thomson
Data stream

*Total financing requirement, current account balance, principal due on public and private debts plus IMF debits, 2008 estimate
**IMF prognosis

The role of western banks in the region

Over 80% of the banks of Central and Eastern European countries are affiliates of
Western banks. These banks were eager to grant credit on a mass scale, often de-
nominated in foreign currency (especially in countries where interest rates in local
currency were substantially higher), to the population and enterprises in all the
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countries of the region. According to a study by the Centre for European Policy Stud-
ies (Gros 2009), the residential mortgage debt in the so-called Visegrad Four (V4)
countries — the Czech Republic, Hungary, Poland and Slovakia - ranges between
11.7% of GDP in Poland and 15.3% in the Czech Republic, while levels in the Baltic
states are over 30% (Latvia — 33.7%, Estonia — 36.3%).

Western banks made extraordinary profits in the region with levels over twice that
attained in their home countries. Continued expansion was expected in the region,
even when the financial crisis was just around the corner (Miihlberger 2007).

During the crisis, as a result of falling GDP, rising unemployment and weaker nation-
al currencies, the share of non-performing loans rose quickly and credit placements
to CEE became ‘toxic assets’ for Western banks. Austrian banks have outstanding
credits at their branch offices in Eastern Europe equalling up to 80% of the Austrian
GDP. Eastern European borrowers had to repay $400 billion in debt to Western banks
during 2009. Western headquarters (themselves in trouble) were reluctant to bail
out their eastern affiliates or even to continue credit provision.

Emerging Europe has thus been hit hard by global deleveraging and frozen cross-
border bank lending. The impact has flowed through the same financial linkages
with mature markets that previously allowed the region to build up a high degree of
leverage through rapid foreign-financed credit growth. Cross-border bank funding
was disrupted as the banking crisis in Western Europe intensified. Growth in credit to
the private sector fell rapidly, intensifying the vicious circle between output declines
and deteriorating asset quality (IMF 2009).

Although no western bank withdrew from the operations of its troubled CEE affili-
ates, the dramatic reduction in cross-border credit flows has had a huge impact on
them. Through the activity of Western banks in the region, a large number of CEE
enterprises and a substantial share of the population have become de facto inte-
grated into the Eurozone without the safeguarding mechanisms applied to financial
institutions in the Eurozone. This one-sided and unbalanced financial integration
has greatly contributed not only to irresponsible lending practices by western banks
prior to the crisis, but also to the lack of guarantees and supervision and ultimately
to the absence of a lender of last resort during the crisis. It has contributed consider-
ably to the confidence crisis and the financial turbulences that swept the region and
concluded with IMF intervention in a number of countries of the region.

With household debt in several new member states (such as Hungary and Romania,
for example) largely denominated in foreign exchange, as a consequence of cur-
rency devaluations of 20-25%, families face debt services that are up to 25% higher
than originally planned. This has ceased to be just a problem of financial stability,
indeed it has become a burning social issue.
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Deep economic and trade integration with the West

In most of the region growth and modernisation were largely driven by foreign di-
rectinvestment. Levels of FDI stock reached nearly 100% of GDP in certain CEE coun-
tries (e.g. Estonia, Hungary and the Czech Republic), while almost all have their FDI
stock over 50% of GDP.

Though FDI was, on the one hand, an indispensable modernisation lever, it resulted
in a dependent economic position with strategic decisions made at Western com-
pany headquarters and profit repatriation practices have had a negative impact
on current account balances. This factor added to their vulnerability under stormy
conditions. Moreover, the economies of the new member states have been inte-
grated with the European and world economy to a greater extent than most EU-15
economies and are consequently highly dependent on external demand. The par-
ticular pattern of their economic and trade integration with Western Europe with its
sectoral concentration on the automobile industry has become a risk factor. High
dependence on the export of intermediary manufacturing products to Western
Europe and other developed economies is, in particular, the major factor currently
depressing growth prospects (export shares of CEE countries are shown in Table 7).
The new member states from Central Eastern Europe, and specifically the so-called
Visegrad Four countries, have been particularly exposed to the breakdown of de-
mand from the West, particularly from Germany.

The large automobile production capacities established in the Visegrad Four coun-
tries are highly dependent on the economic cycle, but also on their parent compa-
nies in Western Europe (and in a few cases Japan, Korea and the US). The electronic
components industry (an important part of manufacturing not only in V4 countries
and Romania, but also in the Baltic states), and especially contract manufacturers,
are even more exposed to economic cycles. As these industries constitute a large
part of the reshaped industrial landscape in the new member states, they are vulner-
able to external shocks. Developments in Germany are crucially important for the
new CEE member states as most industrial investments and their industrial exports
involve Germany.

High dependence on external financing and the resulting financial imbalances
were the major factors behind the high exposure of CEE countries to the external
shock derived from the crisis. Having reviewed the role played by different factors
of vulnerability one by one, we can draw the conclusion that apart from individual
weaknesses and vulnerabilities in certain countries (credit financed asset bubbles
in the Baltic states, credit based consumption and high debt levels in Hungary and
Romania) the specific production model was the common regional factor behind
high exposure to the crisis.
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Besides irresponsible fiscal policy, or asset bubbles in individual cases, the funda-
mental vulnerability of the region can thus be found in the one-sided and unbal-
anced nature of its economic and financial integration with the EU15. Apart from ex-
cesses in individual countries, is the sustainability of the whole export and FDI based
growth model also at stake? It is worth looking at the foundations of this model, also
in light of the Eurozone crisis, where the problem of the weaker members is exactly
the opposite.

The main characteristics of the FDI-driven industrial base in CEE

In the next section we show the main characteristics of the FDI-based production
model, where CEE production locations have, since the mid 90s, become integrated
into the value chains of Western European manufacturing enterprises. FDI played a
key role in the modernization and structural renewal of these economies and has
brought about a new division of labour in Europe. The example of the automobile
industry demonstrates a model case of the new division of labour within the inte-
grated Europe.

The new manufacturing base in CEE

Thanks to liberalised trade and investment flows from the early 90s, the economic
integration of Central Eastern Europe into the European economy had largely taken
place before the political and institutional enactment of their accession to the EU in
May 2004. These regions have very different features, whether in terms of labour and
capital, or of commodity price ratios and cost structures.

The combination of large-scale global capital and additional labour supply from
emerging countries has effected a fundamental shift in comparative advantages
worldwide. The arrival of multinational firms helped to open up the emerging coun-
tries to foreign products. It also accelerated the vertical division of labour allowing
emerging countries to specialise in assembly and other labour-intensive activities,
alongside traditional sectors, such as textiles/apparel. This explains the growth in
industrial-product trade between advanced countries and emerging countries at
different stages of the value chain (Feenstra 1998; Sturgeon 2002). The integration of
low-wage countries in CEE into the European economy was deepening year by year
and the pattern of economic activity changed conspicuously, driven by extensive
and fundamental changes in technology, production, investment and trade flows.

Several studies have shown an increase on the global level in the share of vertical
FDI, lured by low production costs. New member states have experienced a rapid
shift in international specialization, thanks to the establishment of facilities by mul-
tinational firms, particularly in the automotive and electronic components indus-
tries (Kaminski and Smarzynska 2001; Sachwald 2005c). The European integration
process thus brought about a new division of labour within Europe and a newly
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emerging industrial landscape in the new CEE member states in the late nineties
and early 2000s. Manufacturing played a larger role in the investment flows towards
Central Eastern Europe than it did on the global level. While the share of manufactur-
ing in total employment has tended to shrink in developed economies (e.g. in the
UK it shrank from 32% in 1970 to 13% by 2003), in CEE a different pattern prevailed.
In the initial phase of transformation in the early 1990s their former manufacturing
base practically collapsed, but from the mid-1990s, primarily due to foreign direct
investments, manufacturing output, especially exports, soared and the share of
manufacturing in GDP and employment was increasing continuously. By the mid
2000s they had a higher share of total employment in manufacturing than most
European economies: Hungary at 23%, Slovakia 25% and the Czech Republic 31%
(OECD 2006).

High levels of manufacturing trade within the same industry (intra-industry trade or
intra-firm trade) are signs of the cross-border integration of manufacturing activities
throughout the value chain. Countries where intra-industry trade is above 70% of
the total manufacturing trade can be seen as highly integrated into international
value chains. In this case, intra-industry trade intensity is a sign that a large part of
production is being carried out in these countries and the intermediate products are
being re-exported to the home country, thereby substituting home labour, clearly
the case in the Czech Republic, Hungary and Slovakia. The share of intra-industry
trade in total manufacturing trade was 81% for the Czech Republic, 79% for Hungary
and 75% for Slovakia (average values for the period 1996-2005), with an increasing
trend (OECD 2006) in line with significant FDI flows into manufacturing.

Strong export expansion was also characteristic of these countries. In the period
1996-2005 the OECD countries that most increased their manufacturing export mar-
ket shares on OECD markets were Hungary (116.2%), Slovakia (86.8%) and Poland
(78.1%). The share of exports in GDP is particularly high in the smaller central-Euro-
pean countries, particularly in the Czech Republic, Hungary and Slovakia (between
80 and 90%, as table 1 shows). As a result, the large initial trade surpluses that EU-15
had with the CEE countries have shrunk and from the early 2000s they transformed
into deficits in the core countries (Broadman 2005). The fact that the Czech Repubilic,
Hungary and Slovakia have maintained a trade surplus with the ‘export champion’
Germany is most significant.

Since the late 1990s, investment patterns have shifted from pure investments that
simply exploited the market towards more complex forms, most notably production
sharing networks. Thanks to this, both the benefits and the challenges have become
more complex. Producer-driven supply networks are based on more complex forms
of international division of labour. Such networks are mostly present in capital-in-
tensive and more skilled labour-intensive industries such as the automobile industry
and information-telecommunications.
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Foreign trade data from the region clearly demonstrate a shift in quality. By 2003
the share of clothing in manufacturing exports had fallen dramatically compared
to the peak in most of the CEE region. In the case of Hungary, clothing exports in
2003 was 80% lower than in the peak year of 1992; in the Czech Republic the de-
crease was 75% and in Poland 73% (Broadman 2005). Evidence from this period also
shows a strong correlation between FDI and the level of involvement in global IT
and automobile production networks. In 2003, the share of network exports in total
manufacturing exports reached 53.8% in Hungary, 40.5% in Slovakia and 34.4% in
the Czech Republic. These figures clearly illustrate that producer-driven-network FDI
had fundamentally transformed the economic and export structure of these coun-
tries and moved their activities up the value chain.

To a large extent, therefore, export capacities in CEE locations were built up through
FDI and relocation and have been subjected to subsequent upgrading. As a result,
a shift from labour-intensive production towards technology and capital-intensive
forms of activity took place (OECD 2006).

Manufacturing FDI in CEE is mainly efficiency seeking and export expanding; it is
concentrated in the production of transport equipment and the electrical com-
ponents industries. While it had partially replaced production in the EU-15, cor-
responding capacities were not downscaled there in parallel, an EU-wide pool of
surplus capacities arose, especially in the automobile sector. The global car compo-
nents industry is concentrated particularly in the CEE region, especially in Poland,
the Czech Republic, Slovakia and Hungary.

Consequently it is worth examining the specific forms of labour division that exist
between EU15 and CEE locations in the automobile industry. The special dynamic of
the automobile sector is the result of four key processes that were undertaken at the
same time: internal company reorganisation, the redefinition of business strategies,
the outsourcing of non-core activities and the restructuring of supply chains. A com-
mon denominator of these change processes is an increase of cross-border activities
taking the form of various outsourcing and off-shoring strategies.

It has often been argued that the initial reason why Western car manufacturers in-
vested directly in CEE locations was to gain access to new markets; however, with
the establishment of new capacities there, export platforms were created that could
undermine the share of value added in the home countries and even threaten in-
dustrial manufacturing in high-wage countries (Sinn 2004; Dudenhoffer 2006).

The labour division patterns among original equipment manufacturers (OEMs) and
first-tier suppliers, with particular attention to the role of CEE locations, cannot be
characterised as exclusively market- or cost-driven and, in contrast to other indus-
tries, automobile production is not characterised by a clear East-West division of
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labour. CEE countries, therefore, cannot be said to have a clear specialisation in the
value chain; for example, as regards labour-intensive or low-skill activities. Apart
from design and core R&D work, almost all tasks are carried out at CEE locations.
A clear division between winners and losers cannot be identified either. With the
establishment of new plants in Central and Eastern Europe the existing sites in West-
ern Europe faced actual or potential competition. To a limited extent, this has led
to the closure of production facilities, yet a more widespread effect seems to have
been stagnation and loss of growth opportunities in the West. Other company func-
tions, such as R&D, and other industries, such as machinery production in the West,
have profited from these developments. The loss of value added due to imported
intermediate inputs has been more than compensated by the export of cars as-
sembled from intermediate products, as prices on the world market have remained
competitive and strong exports have created new jobs.

In the CEE countries the new automobile industry has created around half a mil-
lion jobs and offers opportunities for the further upgrading of capacities established
there.

High intra-industrial trade (the share of which, within total manufacturing trade,
grew within a short period from zero to the level of the EU15), a high share of FDI
inflow into manufacturing (strengthening the manufacturing base in the new CEE
member states, while it shrank in the EU15) and soaring manufacturing exports
were the main features that demonstrated the qualitative shift that took place in
European industry and led to a new division of labour between the West and the
East. Even with this qualitative shift in trade and investment patterns EU15 countries
continued to benefit from market expansion in the CEE region during the economic
upswing until 2008. Within this framework, Western multinationals benefited from
cheap sourcing from Central Eastern European locations and used this to strength-
en their market positions and competitiveness on a global level. The sustainability
of this form of labour division and the consequent production model in CEE had
not been questioned until the huge impact of the crisis on CEE became evident.
The mono-industrial nature of the new manufacture landscape in CEE, focused on
highly cyclical branches, such as automobile assembly and electronic components
production, has proven to be a risk factor in a time of heavy downturn. High depen-
dence on an export demand that is concentrated on cyclical industries became a
factor of vulnerability and added to the intensity of the downturn in CEE.

Lessons from the Eurozone crisis for CEE

While export dependence as a risk factor during the 2009 crisis in CEE raised doubts
about the sustainability of export based and FDI driven growth, the case of the
South-European countries in the 2010 Eurozone crisis led to an opposing set of ar-
guments. Apart from the fiscal aspect of their difficulties, Greece and Portugal have
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suffered from a long-term lack of export competitiveness, which has led to accu-
mulating imbalances within the Eurozone. They were losing competitiveness vis-a-
vis Germany as their unit labour costs rose substantially over German levels (wages
increased faster than productivity). Figure 4 illustrates this divergence, also showing
that the new CEE member states have seen even greater increases in their relative
unit labour costs compared to Germany (this is true also for CEE countries not in-
cluded on the graph).

Figure 4 - Change of nominal unit labour cost relative to Germany

T g 2005 2006 2007 2008

Source: European Commission, Ameco databasis

The paradox is that while the South-European states in crisis have a long-term com-
petitiveness problem, this is not the case for the core CEE countries. Table 2 shows
some key competitiveness indicators based on the Annual Growth Survey report
of the European Commission (European Commission, 2011). The real effective ex-
change rate - a key indicator of competitiveness for the Commission — shows the
combined effect of exchange rate, inflation, nominal wage and developments in
productivity (the higher the figure the greater loss in competitiveness). What we
see is that Slovakia seems to be losing competitiveness on the greatest rate, fol-
lowed by the Czech Republic and Hungary. Greece and Portugal are also losing
competitiveness but to a lesser extent.
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Table 2 - Key indicators for selected CEE and south European countries
(Germany being the reference)

GDP/capita Real effective
’ Labour productivity | exchange rate (REER),

9 =
eIy % EU27=100, 200.9' level, EU27=100 % difference from

exchange rate parity e ——
Slovakia 30 787 542
Czech Republic 38 71.8 415
Hungary 30 70.2 13.0
Greece 78 98 12.8
Portugal 61 74.1 87
Germany 129 104.7 -5.8

Source: European Commission, 2011

The data also reveal that CEE economies have a substantially higher level of pro-
ductivity than their income levels (measured at GDP/capita) would reflect. Even if
these countries are losing cost competitiveness, their low income (and wage) levels
still make them competitive. Slovakia, while losing competitiveness at record level
in the EU in the last years, still maintains a trade surplus and has no fundamental
problem in its economic balances.

Moreover, it is true for the other CEE countries, with an FDI-driven export-based
economy, that productivity and thus unit labour costs in their export sectors (most-
ly manufacturing sector) are significantly higher than their national average values.
This dual aspect of their economies (elsewhere a source of tension) allows them to
maintain export competitiveness even if unit labour costs (or REER) are increasing.

This is a major difference compared to the South-European countries that are in crisis
now. The lesson is that Greece and Portugal lack precisely that FDI-based manufac-
turing export basis that Slovakia and the Czech Republic have. On the other hand,
this also shows how important the competitive export sector is for these CEE coun-
tries, even if this has exposed them to a cyclical downturn during the 2009 crisis.

Even if individual countries have different vulnerabilities, a parallel between the
two countries most exposed to the crisis delivers some lessons. While both Hun-
gary and Greece had serious fiscal problems due to overspending in their govern-
ment sector, Greece also has a competitiveness problem.
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Table 3 - Key indicators for Hungary and Greece

Current account balance Government deficit
2004 2007 2010 2004 2006 2010
Greece -10.2 -145 -8 -7.8 -3 -125
Hungary -9 -6.5 -2 -6.2 -9.2 -3.8

Source: Darvas, 2009

Conclusions

We have shown some characteristics of the FDI-based production model in CEE
that marked a new division of labour in Europe in the period preceding the crisis.
This was seen as the foundation of economic renewal in post-communist countries
leading to economic and social convergence to Western European standards.

Then we identified a number of factors that expose the new CEE members in par-
ticular to the current economic crisis. One central factor, common to all countries
in the region is a high reliance on external financing and a high level of economic
and trade and financial integration with the West. This meant the global shock was
rapidly transmitted to the national economies of CEE.

The 2009 crisis highlighted the fragility in the integration model that, during the
previous period, helped CEE countries to achieve a considerable degree of conver-
gence towards Western Europe.

While FDI-driven export-based growth concentrated in cyclical industries did in-
deed prove to be a risk factor during the downturn, the quick rebound of exports
after the crisis has also shown the strength of this economic structure. The Euro-
zone crisis in 2010 also showed that without a competitive export sector the South-
European crisis countries are in a more difficult situation. Export competitiveness
and high FDI involvement have ultimately proven to be a factor of strength for CEE
economies, even if their concentration in a few cyclical industries makes them vul-
nerable to external shocks.

The case of the South-European crisis countries and the emergence of CEE econ-
omies from the downturn have also provided a lesson for South-Eastern Europe.
Though having competitive, export oriented industry based on productive FDI is
perhaps not an ideal solution, but for small “catching up” countries with scarce do-
mestic capital there does not seem to be a viable alternative.

56 : Export-led Growth



References

Broadman, H. (2005) From disintegration to reintegration: Eastern Europe and the
former Soviet Union in international trade, Washington DC: World Bank.

Dudenhdffer, F. (2006) ‘Wie deutsch ist ein Luxusauto? Handelsblatt (27 January).
The Economist (2009) ‘The whiff of contagion, pp 26-29, February 28"

European Commission (2008) AMECO online data basis, Brussels

European Commission (2009) Spring Economic Forecast, May, Brussels.

European Commission (2011) Annual Growth Survey, Annex 2, Macroeconomic report,
Brussels.

Eurostat (2009) Newsrelease 97/2009, Luxembourg.
Financial Times (2009b) ‘East Europe’s woes set to dominate EU summit, 27" February

Feenstra, R. (1998) Integration of trade and disintegration of production in the global
economy, Journal of Economic Perspectives, Vol. 12, No. 4.

Gros, D (2009) ‘Collapse in Eastern Europe?, CEPS Commentary, Centre for European
Policy Studies, Brussels

Darvas, Zs (2009) The EU’s Role In Supporting Crisis-Hit Countries In Central And East-
ern Europe, Bruegel Policy Contribution, 2009/17, Brussels

Herrmann, S, Winkler, A (2009): Real convergence, financial markets, and the current
account — Emerging Europe versus emerging Asia, The North American Journal of
Economics and Finance, Volume 20, Issue 2, August, Pages 100-123

IMF, (2009) Global Financial Stability Report, April, Washington D.C,, USA.

MuUhlberger, Marion (2007) Stdosteuropas Bankensektor riickt ins Rampenlicht,
Deutsche Bank Research, Aktuelle Themen, 406, 19. Dezember

Kaminski, B, and B. Smarzynska (2001) Foreign direct investment and integration into
global production and distribution networks: the case of Poland, Working Paper 2646,
Washington DC: The World Bank.

Lane, P. R, Milesi-Ferretti, G. M. (2006).“The External Wealth of Nations Mark II: Revised
and Extended Estimates of Foreign Assets and Liabilities,1970-2004, The Institute for
International Integration Studies Discussion Paper Series iiisdp126, llIS

OECD (2006) The changing nature of manufacturing in OECD economies, Paris: OECD.

Sachwald, F. (2005¢) Localisation de la production en Europe: impact de l'elargissement
et de la mondialisation, dans LIndustrie en France et la mondialisation, Paris: Ministere
de I'Economie, des Finances et de I'lndustrie, available at www.minefi.gouv.fr

Central European Experiences ~ Magic Formula for the Western Balkans? : 57



Shelburne, C. Robert (2008) Current Account Deficits in European Emerging Markets,
Discussion paper series, No2, United Nations economic Commission for Europe, Ge-
neva, Switzerland

Sinn, H-W. (2004) Ist Deutschland noch zu retten? Berlin: Econ.

Sturgeon, T. (2002) Modular production networks: a new American model of industrial
organisation, Industrial and Corporate Change, Vol. 11, No. 3.

58 : Export-led Growth



MARTIN MURANSKY®
THE AUTOMOTIVE INDUSTRY
AS THE CORE OF EXPORT-LED GROWTH IN SLOVAKIA

Transformation and its specifics in Slovakia

The success story of the automotive industry in Slovakia can only be grasped within
the context of the transformation processes in Slovakia during the nineties. The
point of departure for the transformation of the economy, ownership, institutions
and life in Slovakia was the loss of the armament industry’s markets, which had
made up for a considerable part of Slovak exports by 1989. Despite this loss, there
still was an engineering tradition, however, without investment resources and
modern technological know-how it remained rather useless. Nevertheless, both
of these prerequisites could be acquired through foreign investment. The flow
of foreign investment became quite complicated between the years 1993-1998,
when the partition of Czechoslovakia led to the establishment of Vladimir Meciar’s
authoritarian regime. During this period Slovakia faced a political blockade of its
EU-integration, pre-accession talks were stopped for the period of two years. At
the same time, the country lacked strategies for the effective acquisition of foreign
investment.

Only after 1998, a strategy for “catching up at any cost” was developed in order to
politically and economically revitalise Slovakia within the shortest possible time.
Mikulas Dzurinda’s administration (1998-2006) expected this fast track modernisa-
tion to operate on the basis of radical neoliberal reforms, such as the introduction
of a flat income tax and other race-to-the-bottom policies. Significant decisions
regarding laws on foreign investments as well as the founding of industrial parks
were also adopted by the government within the framework of neoliberal reforms.

Direct foreign investments in the automotive industry -
A Central European phenomenon

One of the common arguments regarding the reforms that took place between
the years 1997-2002 is that they were highly successful since they initiated an ,eco-
nomic miracle” in Slovakia, due to them the country is known as the “Slovak tiger”.
However, opinions regarding the factors that can best explain the rapid growth of
the Slovak economy prior to the economic crisis will always differ. According to the
former Minister for Finance Brigita Schmognerova, we can certainly assume that
without the economic boom in Western Europe, the economic growth in Slovakia
would have been lower. Regarding the establishment of the automotive industry
in Slovakia, we must also bear in mind that aside from the government reforms car-

 Martin Muransky is a project manager in the Friedrich Ebert Foundation Office in Bratislava.
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ried out between 1998 and 2002, the industry developed in the entire Central Eu-
ropean region, not only in Slovakia. Between 2005 and 2007 around 2 million cars
were produced per year within a perimeter of 500 kilometres around Bratislava,
with a potential to increase production to 4 million per annum. Slovakia’s portion of
this production capacity was 500 000 cars per year. According to data published by
Brigita Schmdgnerova, in 2006 the foreign investments attracted by the countries
of Central and Eastern Europe were a third higher than those in the record-breaking
year 2005, when, according to the Vienna Institute for International Economic Stud-
ies (WIIW), direct foreign investment in Central Europe was worth of € 77 bn. It
certainly is of some interest that this 33% increase in 2006 was seemingly part of
an even wider global trend, when in the same year worldwide direct investments
raised by nearly a third — to € 100 bn per year — as was pointed out at the time in the
Financial Times Deutschland.

That is why a question raised by Lobo Uhlar, President of the Slovak industry, can
be seen as relevant: Why were these investments attracted to the Central European
region? The main positive factors he cites are the political stability of the Central Eu-
ropean region (connected with EU membership) and the convenient geographical
position (in terms of the EU market size and the proximity of the Russian market).
A third positive reason was the health of the inhabitants and the level of elemen-
tary and secondary school education. The basic downsides of the Central European
region for foreign investment were, according to Uhlar, the non-transparent opera-
tion of public institutions, bad infrastructure and the low level of innovation.

The basic facts about the automotive industry in Slovakia

Nowadays, three global car producers operate in Slovakia — Volkswagen, Peugeot
and KIA (VW, PSA, KIA). The arrival of the last two in 2006 meant a 169% increase
of investment in the automotive industry. In 2006-2008, prior to the crisis, about
500,000 vehicles were produced in these plants, and it should be borne in mind
that the target manufacturing capacity of KIA production in Slovakia is one million
vehicles per year. At present the automotive industry makes up 36% of the total
export industry in Slovakia.

However, the automotive industry in Slovakia is not only represented by direct car
manufacture. Suppliers present a second significant economic sector, mainly among
small and medium-sized businesses. Around 240 car component and part produc-
ers participate in the car production in Slovakia. Thus, the Slovak automotive indus-
try employs 68,000 workers and further 28,000 workers are engaged in the automo-
tive distribution network. The automotive industry is the most significant source of
economic growth and industrial production in Slovakia. It became the main form of
“westernization” of the industry in Slovakia and is compatible with the industry in
Western European countries. The import of know-how as well as of new forms of la-
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bour management and new labour culture are also associated with the emergence
of this sector. At the same time, the complexity and multi-sector focus of car produc-
tion has given raise to new supplier branches. From the long-term perspective, the
automotive industry could imply some risk for the economic life of the country; the
main risk is the dependence of GDP growth on a mono-industrial structure.

A deepening in regional diversities is another specific problem in Slovakia. The two
major plants, Volkswagen and Peugeot, are situated close to Bratislava, while the
third big player KIA is located in the northern part of Slovakia. Taking infrastruc-
ture accessibility and highway connections into account, it is not surprising that
a considerable number of suppliers are also located close to the highways. This
shows how manufacture in the automotive industry is centred in the western part
of Slovakia. The traditionally less developed eastern and southern parts of Slovakia
- which lack a continuous highway link — are dragging behind. This indirectly con-
firms the theses on the regional presence of the automotive industry in all Central
and Eastern European countries, which cannot be rebuilt merely by considerations
focused on options for the national state. Applied research development and inno-
vation are also a specific problem to be tackled. The central factor of car production
in Slovakia is “manufacturing”.

The global financial and economic crisis and its impact on car production

Two distinct factors marked the course of the global financial and economic crisis
in Slovakia when compared to neighbouring countries: firstly, the impact the crisis
had on the automotive industry was intensified by the cut-off and considerable
reduction of gas supplies from Ukraine which lasted from 8 - 17 January 2009. The
Gas crisis became a threat to the economic efficiency of businesses and led to a
temporary stoppage of the production at KIA and Peugeot. The second factor in-
fluencing the course of crisis in the country was a healthy bank sector, which as
a result of bank reform in 2000 was not particularly affected by the impact of the
financial crisis. This bank reform had set strict criteria for investment control, based
on lessons learned during the times of “wild” privatisation in the Nineties. Consider-
ing Slovakia's relatively low level of indebtedness before the crisis (c. 35% of GDP,
€ 3,540 pro capita), it is no surprise that a “car-scrapping benefit” (€ 2,000 per old
vehicle) was successfully introduced in the country. Despite both of the abovemen-
tioned peculiarities of the crisis in Slovakia, it should be said that the main influence
of the crisis in the Slovak car industry was due to the fact that its target market are
mainly the old EU member states and partly China and Russia. Car production fell
by almost 35%, which had a bad influence on the consumers’'market and purchase
power and consequently the efficiency of business. When compared to the pres-
ent situation, a total of 10,015 cars registered in January and February of this year,
21.7% up on the same time period last year. At the same time it is 29.66% less than
in the first two months in 2008, when 14,237 new vehicles were registered.
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Let us take a look at the impact of the crisis in numbers: In the oldest (1991) and the
largest car production plant, Volkswagen Slovakia (with earnings at a record high: €
5,7 bn. in 2007), the consequences of the financial crisis were very diverse: car pro-
duction stopped between February 16" and 24* 2009 - which meant a cut in pro-
duction of estimated € 100 - 200 bn. On the one hand, this resulted in redundancy
(from 8,500 employees in 2007 to 7,500 today). On the other hand, the factory man-
agement devised various measures to sustain labour, such as a prolonged general
factory holiday, the introduction of the flexible working hours account (Flexikonto),
as well as generous severance pay for those who accepted voluntary redundancy.

PSA is the second oldest car production plant in Slovakia. It was established in 2003
in Trnava — a convenient location that enjoys a developed infrastructure. Due to
this investment the direct export of Slovakia increased by100 bn krona annually.
The consequences of the financial crisis in PSA were the loss of 190 jobs by the end
of the year; a reduction in the production of Peugeot 207, which was balanced out
by the production of Citroén C3 Picasso; and by the offer of the option to terminate
employment with 4 or 5 month'’s severance pay.

The youngest car production plant is KIA Motors Slovakia. Construction of the plant
began in 2005 and - already in 2007 — a 173% increase in sales was recorded com-
pared to 2006.

The Consequences of the financial crisis were the introduction of a 6-hour shift;
from February 16 to the end of February only one shift operated; employees stay-
ing at home got 60% of their salaries.

Paradoxically, by overcoming the economic crisis substantial structural deficien-
cies were uncovered, which stand in the way of a long-term development of the
automotive industry in Slovakia. First of all, it faces a shortage of trained labour
force, a persistent problem despite a 14% unemployment rate in Slovakia. As Jozef
Uhrik, President of the Slovakia Industry Board and a co-founder of Volkswagen
Bratislava points out, sustaining a satisfactorily qualified labour force is limited by
an insufficient education network and a prevailing interest in University education,
with very little interest in technical specialization. Neither the geographically con-
venient location nor low salary costs can secure the sustainable competitiveness
of the Slovak industry, not to mention the increasing shortage of a qualified labour
force. Sustainability requires a necessary shift from the current line of manufactur-
ing organisation to one focused on research and development. At this point there
is still a lack of infrastructure for research and development, as well as support for
innovative companies. Secondly, according to Uhrik, it is essential to aim at the
completion of an adequate infrastructure, which is a must for the competitiveness
of the supply industry.
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Our Opportunities

Stefan Chudoba, a Managing Director of the automobile cluster in Trnava and a for-
mer manager of Volkswagen Bratislava, suggests that supporting the development
of the supply industry presents the main opportunity for sustainable development
of the automotive industry in Slovakia. According to Chudoba, it is necessary to
make use of the potential of small and medium-sized businesses in the industry
and to find the appropriate stimulus to increase their portion in industrial produc-
tion, thus decreasing the vulnerability of an economy dependant solely on large
foreign investors. In particular, the issue of appropriate stimulus for small and me-
dium-sized businesses in Western Europe must be carefully considered.

By aiming at the supply sector, the flexible sector of production of small and medi-
um-seized businesses is being supported as well as highly sophisticated and inno-
vative production. More than 30% of supplies for the car industry consist of metal
sheet press and welding products and about 30% are plastic components. Within
500 km of Bratislava there are not so many body-work assembly facilities. The life
time of every car model is about 5 years and every year approximately 3 models are
renewed. This requires a system of welding, approximately 80 technological auto-
matic lines with control system and other logistic devices, which opens consider-
able space for innovation within the field of products and technologies. As Chu-
doba points out, it is due to the regional development of innovation centres that
we can aim at the production of technologies for welding, assembly and logistic
facilities, in cooperation with small innovative businesses that are able to generate
such technologies in cooperation with universities, and at the same time able to
preserve the maintenance of technology.

What we lack

From the perspective of the development of the automotive industry, the main
deficiency seems to be a lack of qualified labour force with technical education. A
common opinion within the economic circles regarding this issue is that the main
source of such a qualified labour force was the “blue collar” generation, educated at
technical schools during the era of socialism. Today, we can speak about a genera-
tion gap, which has been created over the past 15 years of the country’s develop-
ment, where now up to 50% the school-leaving population aims at university (for
the 5 million inhabitants of Slovakia, there are 24 universities specializing mainly in
humanities). This unbalanced structure in the education system is closely linked to
a missing relation between applied research and development at universities and
production plants. Stefan Uhrik claims that the poor utilization of European funds
for research and development also presents a specific problem. By the end of 2009
only 8 projects were contracted, which make only 0,24% of the allocation for the
years 2007-2013. Under the heading of competitiveness and economic growth in
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2007/2008, only 0,06% of European funds had been drawn and by the end of 2008
only 4 projects were contracted, this makes only 0,14% of the allocation for 2007-
2013 - the utilization of funds in 2007/2008 was thus only 0,05%.

This is associated with more issues than the utilization of funds itself. Innovative
enterprises gain little support and trust in our own skills is very often lacking.

What we need

Suppliers should take more responsibility for research and development activities
and aim at promoting more research and development. Tax reduction could be
one way of supporting technological development. From the perspective of state
economic policy, an equal approach towards domestic and foreign investors is cer-
tainly lacking. Innovative companies would get considerably greater support in
Slovakia, if we succeeded in creating the same level of field conditions for inves-
tors. Support for automobile clusters, based on networking and the coordination
of cross-regional projects, local authorities as well as universities and companies,
should become a new challenge for education focusing on the practical applica-
tions and the needs of economic development. Supporting an efficient education
system is associated with creating the conditions for the foundation of technologi-
cal centres and research camps linked to universities and aimed at achieving inno-
vations in the business base.

To conclude, European funds could play a key role in supporting all of the above-
mentioned innovations for increased competitiveness in the Slovak industry. The
utilization of these funds should be focused on research - reflecting the needs of
industrial development. The concept of an efficient and optimum use of this source
of financing still needs to be developed when dealing with the strategic role of
development in the automotive industry in Slovakia.

From manufacturing cars to a value added economy

The development of the automotive industry after 2001 has become a “once in a
lifetime investment’, which - to the same extent and with the same significance —
will most likely not occur in the forthcoming years. Nowadays, for logical reason,
the time has come for innovation: investments of such significance are usually not
made within a perspective of 5 or 10 years, but certainly longer, as this long-term
vision depends on global as well as on local factors. Certainly, one cannot rely on
high investment costs from foreign capital. The main path for the sustainable devel-
opment of the automotive industry is to be foreseen in the creation of a stable and
developed network of suppliers — together with an efficient highway infrastructure
- which is a condition that needs to be fulfilled if supply businesses are to enter
the market. In fact, this simple interpretation marks a shift from the short-term per-
spective in favour of the long-term perspective.
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A short-term perspective prevailed in the past: the reform policies of the nineties, a
“flat tax solves every problem” attitude, the result of which was actually a race to the
bottom, based on cutting off costs and tax dumping. This type of macroeconomic
policy-making was oriented solely at the big players and lacked any business con-
cept for small and medium-seized businesses: suppliers. Such neoliberal politics
lacked any properly worked out educational concept and, unfortunately, this is still
missing today. In future, a long-term perspective based on the idea of centres for
applied research and a long-term concept for the regional development of small
and medium-seized businesses could prevail, focused on creating a strong network
of companies and universities and developing technological cooperation within a
500 km range of Bratislava.
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ANDREJ KuMAR’
EXPORT-LED GROWTH IN SLOVENIA -
PAST AND PRESENT

At the time of writing this article Slovenia’s results in economic development, re-
lated to the post economic crisis period, were not yet as distinctly negative as be-
came evident at the beginning of 2011. But it was already evident that the Slovenian
economy was facing serious structural difficulties. Generally, the production sector
was not adjusting adequately to the new competitive challenges of EU membership
and integration. Additionally, the economy and its structures were resistant to the
challenges stemming from the global environment, such as rapid global techno-
logical advancement and general progress in knowledge and industrial innovation.

The global financial and economic crises that occurred from 2008 onwards were
more of a trigger than the major reason behind the economic problems facing Slo-
venia today. The major obstacles in issues of economic performance in Slovenia are
related to two basic issues: the first is rigidity and slow adjustment in the industrial
structure, where products with higher added value were not being developed with
the required intensity; the second issue is closely related to the first: there was no
effective national legislation regulating the responsibilities of managers in busi-
ness development in relation to effective owners’ rights. These gaps in the legal
system were particularly visible when the State (the government) was or is among
the owners of enterprises, banks or public utility and transport systems.

The historical background of the transition process in Slovenia

Twenty years after independence, the growth and development problems in the
Slovenian economy are far beyond the impacts which could be attributed solely to
the global financial and economic crises. In the last five years, more or less, due to
the structural and legal problems inherited, combined with the global economic
crises, Slovenia has turned its previously successful transitional process and eco-
nomic progress into an uncertain and potentially long-lasting struggle with serious
problems in industrial restructuring in combination with, the need for the rapid im-
plementation of a more efficient legal and judiciary system. Indeed, today’s struc-
tural problems had been gradually mounting from the recognition of the country’s
independence. The reasons behind this were varied, but the most significant in-
cluded:

+ After independence, a major national and political objective was the fast
achievement of EU membership, coupled with no reasonable doubts regarding
the eventual negative impact of the process;

7 Andrej Kumar is a full professor at Faculty of Economics, Ljubljana (Slovenia), Faculty of Economics Rijeka (CRO) and oc-
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« In practice, economic growth and sustainability and the national economic de-
velopment policy were subordinated to the objective of EU membership;

« The objective of EU membership led to a legal and economic restructuring and
a transition which were not always consistent with actual implementation or
were not really efficient in the longer term;

+ The privatization process, which was based on public vouchers, led to a slow,
non-transparent and inefficient market-based restructuring of the economy.
Privatization was effected in two waves and was extended over a number of
years reaching some form of finalization in the years before or at the outset of
the global financial and economic crisis.

The structural and developmental problems of the Slovenian economy had already
been observed during the nineties, a period when the results of transition were
still positive. With regard to some of Slovenia’s developmental problems, Andras
Inotai and Peter Stanovnik (2004) pointed out the following: “Repeated delays in
privatization, the slow and selective inflow of foreign capital, the weaknesses in the
banking sector, and the country’s high production costs, compared to the Czech
Republic, Hungary, Poland and Slovakia, noticeably narrowed Slovenia’s competi-
tive advantages in the second half of the 1990s." All the problems mentioned above
have persisted in Slovenian economic development to recent time.

On the other side, Slovenia was relatively successful in achieving economic growth
for a number of years following 1991. Positive growth results were mostly based
on the export oriented production structure inherited from the previous economic
system. Successful growth was supported for more than a decade by more effec-
tive and more market-orientated management and employment structures which
were inherited from the earlier socio-economic system. Market orientation and the
experience of managers and employees in Slovenia were founded on historical dif-
ferences in the previous socio-economic system, which was much stronger and
more efficient than in other transitional countries.

Slovenia's successful development and transitional achievements were based on
these human resources and were, to a great degree, results of export-led growth
development. Export-led, growth oriented development was not a orientation of
national development policy or a strategic orientation of major businesses. Export-
led growth in Slovenia was actually the result of different political, economic and
formal relations which had been developed in former Yugoslavia, including its rela-
tions with the European Community and other countries.

Becoming independent, Slovenia started out with an economic structure which
was more advanced and richer (in GDP per capita) than all other parts of former
Yugoslavia. Prior to 1991, the Slovenian economy and Slovenian businesses had
developed a strong orientation towards increased exports and trade with “west-
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ern” economies. In the Yugoslav period, this export orientation was mostly led by
the need to acquire sufficient hard currency for imports whether on the national
or on the business level. On the other hand, such an orientation in economy and
business helped Slovenia to adjust after the breakdown of the larger Yugoslav do-
mestic market. In the last years of the former state, the export orientation of the
Slovenian economy was additionally accelerated by a gradual slow down in the
domestic market outside of Slovenia. Pressure to survive economically pushed the
economy and businesses to aim at new foreign markets. Searching for new foreign
market partners was combined with efforts to increase export and trade with exist-
ing partners from Western Europe and from other regions.

Slovenia’s export and trade-oriented efforts were more successful because after the
declaration of independence, the sui generis co-operation agreement, between ex-
Yugoslavia and the EC (dated1980), was (silently) extended. It allowed Slovenia to
continue to enjoy privileges, including preferential access to EC markets. On the
bases of the old agreement, a cooperation agreement was successfully concluded
in April 1993 between Slovenia and the EU. The successful reorientation of a large
portion of trade from the previous domestic market to European and other markets
was additionally supported by adopting a political and economic program called
“Europe 1992, which already dated from 1989. The acceptance of such a program
had evidently been reached already some time before the breakup of socialist Yu-
goslavia. It was “buying” Slovenia additional time in preparing for transition to a
market economy. The program supported activities regarding how to prepare for
new economic and political relations with Europe and how to adjust the economy
to actual market conditions. It is worth adding that all this background helped Slo-
venia to be successful in its economic development in the first years of transition.

Economic growth in Slovenia after independence and some theory

In theory (a set of assumptions), we believe that the social welfare of a nation im-
proves when a particular change in the economy leaves at least one individual bet-
ter off and no one worse off. In practical terms, we have better welfare in a coun-
try if at least one person can consume more, while the rest do not decrease their
consumption. This would suggest that increased national consumption creates im-
proved social welfare. An increase in a nation’s consumption depends on the growth
of national income, which is in turn based on GDP growth. Theoretically, we expect
that at certain level of GDP national income can be enhanced by the successful de-
velopment of external trade. GDP growth could be trade or non-trade oriented. If
GDP growth is trade oriented, the economy will have a positive and accelerated
growth in national income, thus creating a higher level of national consumption.

How important the relationship between GDP growth rate and trade is, with its
accelerating impact on national income, might be illustrated by putting one cent
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on the first square of a chess board, two cents on the second, four on the third, etc.
(The case is further explained in Romer, 2007, p.1.). Putting the cents only on all
the white squares, the initial cent will multiply in value thirty-one times, leaving €
21.5 million on the last square. By using both black and white squares, the cent will
grow to € 92,000,000 bn. To obtain higher national income growth, the message is
clear. For a nation, the choices that determine a doubling in income with every gen-
eration or instead with every second generation, make all other economic policy
concerns rather irrelevant. One can figure out how long it takes for something to
double by dividing the growth rate into the number 72: in the 25 years between
1950 and 1975, income per capita in India grew at a rate of 1.8% per year (at that
rate, income doubles every 40 years because 72 divided by 1.8 equals 40); in the 25
years, between 1975 and 2000, income per capita in China grew at almost 6% per
year (income doubles every 12 years).

From 1993 to 2003, Slovenia had an average real growth rate of 3.8%, thus tak-
ing 19 years to double its GDP. Between 2004 and 2009, Slovenia had average real
growth rate of 2.9% (see BS Report October 2010), or 25 years to double its GDP.
The basic reason behind this longer period for GDP doubling was a sharp decrease
in growth in 2009 (-8.1%), as a consequence of the global economic crises and spe-
cific structural and developmental features of the Slovenian economy, partially ex-
plained above as managers buyouts (the second privatization wave) approximately
over the last five years. Additionally, the growth engine of Slovenia’s external trade
is slowing down due to structural production problems (too low value added) and
a suboptimal regional product structure of external trade. Most trade is concentrated
in the EU, almost all the rest is in the Western Balkan region (See table). Trade with
the EU (either 25 or 27) is not actual foreign trade, as it has not the same multipli-
cation effects as external trade with countries outside of the EU. To have a better
acceleration of income growth, Slovenia has to increase its trade with countries
outside the EU.

Table 1 - Slovenia - Exports and imports of goods by groups of countries 2005-2008 in %

Exports Imports

2005 | 2006 | 2007 | 2008 | 2005 | 2006 | 2007 | 2008
TOTAL 100 | 100 | 100 | 100 | 100 | 100 | 100 | 100
EU-25 679 | 684 809 | 802
EU-27 - - 706 | 69.0 - - 789 | 779
Other European countries 250 | 243 | 225 | 239 | 114 | 120 | 110 9.6
Non-European countries 7.2 7.2 6.8 7.0 7.7 7.8 100 | 11.2
Othernec. 0.0 0.1 004 | 004 | 00 0.0 0.1 1.2

Source: http://wwwistat.si/eng/novica_prikazi.aspx?id=3776
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The macroeconomic indicators for 2007 to 2010 show that Slovenia suffered a mas-
sive decline in growth rate in 2009 and that improvements in 2010 were not really
substantial (see the table below).

Table 2 - Slovenia macroeconomic indicators 2007-2010

2010
Q1 Q2 Q3 Q4

2007 | 2008 | 2009

Nominal BDP (Billions €) 364 37.1 357

Real BDP growth (%) 6.8 35 -78 -12 22 1.7 2.1
BDP/capita (€) 17,123 118,367 | 17,657

Inflation (yearly average in %) 36 57 10 1.7 1.9 1.9 1.9
Uneployment rate (%) 7.7 6.7 9.1 10.6 10.6 10.7 11.1

Manufacturing product. growth
(%)

Source: Hypo Group, Daily Report

5.7 1.8 -13.8 -04 44 6 5.1

The problem was aggravated in 2010 and at the beginning of 2011 with a number
of bankruptcies among the largest construction companies in Slovenia and with a
sale of shares of the major nationally-owned retail trading company Mercator on
the financial market. The seller of the Mercator shares was a company in liquidity
difficulties because of management buyout activities from the past.

Can an “export-led growth” orientation create
higher economic growth?

Conventional wisdom suggests that the openness of an economy promotes eco-
nomic growth. Theory, from A. Smith, D. Ricardo to P. Romer (1989), suggests and
even proves that greater trade creates higher economic growth. A significant posi-
tive relationship between growing openness and higher GDP growth is shown in
94 countries out of 124 (Sinha, Tapen, Dipendra, 1999) in the post WWII period.
Openness in a national economy must be combined with an “export-led growth”
strategy to secure “sufficient” external trade and a positive impact on economic
growth. Neoclassical theory suggests that economic growth could be neutral or
trade and anti-trade based. For that reason, a nation needs an export-led growth
strategy which must preserve a continuation of trade-based economic growth. In
the case of Slovenia, trade based economic growth occurred because of specific
circumstances, after 1991 and well on towards EU membership. Surprisingly, such
growth in Slovenia was not actually supported by a national export-led growth
strategy. How can such a paradox be explained? Already before 1991 Slovenia
had a substantial developmental impetus, from its well developed external trade
growth. Apparent “export led growth”was not based on any officially implemented
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national development strategy, whether Slovenian or Yugoslav. It was more a reac-
tion of the economy - of companies - seeing increased exports as a good business
opportunity, based on:

« Generating extra income from selling retained hard currency at above the
official exchange rate;

- Exploiting enhanced import opportunities for raw materials, investment goods
and merchandise within the import restricted ex-Yugoslav trading system.

The creation of economic and political barriers to trade with other former Yugoslav
republics shortly before 1991, found Slovenian companies able - based on their
knowledge and experience and using their preferential access to EU market - to
redirect part of their domestic trade into external trade proper, mostly with EU
partners. Such trade growth and its reorientation continued during the entire EU
accession period. Trade expansion in the years before EU membership was more
a question of inertia rather than the actual implementation of a national “export
led growth” strategy — which formally has never been accepted or systematically
implemented.

Specifics of Slovenian trade growth

As stated above, an export and trade building strategy or export-led development
strategy was never formally implemented in Slovenia. Although export growth and
its importance for Slovenia after independence does indirectly suggest that there
ought to have been a consistent national strategy underlying trade developments.
In actual fact, following the loss of the greater part of the former Yugoslav market,
the business sector and the entire economy behaved as if such a strategy were im-
plemented. The absence of a policy supporting export-led growth, negative privati-
zation processes and a trade concentration on the internal EU market, have gradu-
ally reduced the share of external trade in Slovenia’s total trade balance. Over recent
years, around 70% of trade has been limited to trade with the EU internal markets.
The impact for Slovenia of trade openness in the EU market (based on the coopera-
tion agreement and later on the European accession agreement) made growth in
sales relatively easily, although these cannot be properly defined as exports. These
positive developments created a general belief on the corporate and state level that
Slovenian products were generally competitive and successful on external markets.
Other studies (EF2001, and others) began to show that the growing problems of
export structure were based on the growth of sales on the EU internal market. Trade
with third markets was mostly based on products derived mostly from raw materials
and simple labor. The table below indicates this inefficient trade structure based on
the intra-industry trade index for Slovenia from 1996 to 2005.

The absence of a national strategy supporting export-led growth combined with
the negative impacts of the privatization process, together created a prevailing at-
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mosphere where only rarely did companies base their business development and
growth of trade on innovation and the introduction of new higher added value
products. The data below show how Slovenia’s intra-industry trade index (IIT in-
dexes) decreased in high and medium-low technology products.

Table 3 - Slovenian merchandise trade with EU15

1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001 | 2002
High technology 800 | 814 | 652 | 640 | 594 | 602 | 553 | 628 | 562 | 616

Medium-high 818 | 855 | 844 | 861 | 840 | 904 | 893 | 905 | 905 | 943
Medium-low 985 | 985 | 984 | 904 | 830 | 81.2 | 834 | 814 | 859 | 847
Low technology 804 | 839 | 925 | 960 | 984 | 983 | 957 | 985 | 998 | 96.7

There is no doubt that these products are highly important in increasing trade
value following a national improvement in competitiveness. For Slovenia, indeed,
a growth in the lIT index was achieved in low-technology products. After EU mem-
bership, the IIT index tendencies remained similar to those presented in the above
table. According to the data, Slovenia had not improved its trade competitiveness
through the introduction of new products or products based on high or medium
level technologies. Slovenia’s trade structure predominantly followed the produc-
tion structure inherited from Yugoslavia, using experience and knowledge ac-
cumulated in the pre-independence period. Such a concept has been loosing its
trade and economic growth efficiency over last few years, already before the global
financial and economic crises began.

Current accounts, trade data for recent years and their projections (see the table
below) show poor export-led growth in the economy for the near future.

Table 4 - Current account

Projections
[¥a) O N~ [ee) (&)
S| 8|1 8| 8| 8 2010 2011 2012
o o o o (@N]

Apr| A |Apr| A |Apr| A

Export of merchandise

) 106 | 125 |1 137 | 29 | -156 | 5.1 3.1 60 | 20 | 67
and services

Import of merchandise

A 6.6 122 {163 | 29 | -179 | 30 -03 53 12 6.5
and services
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Table 5 - ITT for Slovenia based on Gruber-Lloyd indexes (3 level SITC)

Grubel-Lloyd IIT index based on 3 level SITC

1996 1999 2003 2004 2005
Foodlive animals 42931 | 42107 | 38749 | 39.030 | 46.303
Beverages and tobacco 75213 | 63.896 | 45470 | 58458 | 60.109
Raw materials excluding fuels 39.135 | 43960 | 44.009 | 47.251 | 53425
Minerak fuels 14.631 12506 | 10.849 | 24391 | 20.526
Animals and vegetable oils, fats and waxes 39.269 | 40.892 | 37.594 | 30.122 | 33.381
Chemical products 56.577 | 56547 | 58008 | 58352 | 60.072
Other semi-manufacures by material 67.714 | 70073 | 69932 | 69.272 | 70626
Machinery and transport equipment 65465 | 65026 | 6450 | 68580 | 64.655
Finished manufactured products 70640 | 68302 | 68499 | 65722 | 66427
Other products 18.348 9.791 87.724 | 59638 | 39.791
TOTAL 61.895 | 62479 | 61.486 | 62.821 | 62.258

Source: Calculated on the bases on Trade Statistics

Conclusions

Export-led growth strategy is based on theoretical and practical evidence, posi-
tively related to GDP growth and national income increases. Though a developing
strategy was lacking in Slovenia, export-led growth helped the economy to sus-
tain the economic changes after 1991 and to achieve a relative high level of GDP
growth for a number of years. Unfortunately, due to the specifics of the privatiza-
tion process and some other reasons (regulatory and otherwise), the potential of
self-induced export, which had led to developmental growth, started to lose mo-
mentum around the time when the country attained EU membership. The principal
reasons for this loss of potential in export-led development lay in the fact that trade
was concentrated and remained concentrated for the most part in the internal EU
market. An additional problem has been created by an increase in exports of prod-
ucts based on low level technology. Unfortunately, Slovenian regional policy and
the product structure of trade were not strategically based on the implementation
of export-led growth policy measures.

The expected recovery of the economy could be faster and more sustainable with
the development and implementation of an active national export-led develop-
ment policy. The projections of current accounts and trade suggest that self-induce
growth in trade and the economy will be low and slow. Should a national develop-
ment strategy be designed, improved incorporation and use of EU common trade
policy measures ought to be among the options considered, especially in cases
where Slovenia intends to penetrate new foreign markets. EU trade measures, such
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as free trade agreements or economic support measures to some countries could
be used as a vehicle to drive Slovenian export-led growth in the future.
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Miuca Uvauc®
SERBIA’S TRANSITION FLAWS:
WHY HAS EXPORT-LED GROWTH NOT BEEN ACHIEVED?’

Introduction

Although export-led growth has been a frequent topic in discussions among aca-
demics and policy-makers in Serbia in recent years, it has re-emerged as one of the
central issues in the current debate on the future growth model that began some
time after the outburst of the global financial and economic crisis in late 2008. Un-
satisfactory export performance after 2001 led to an increasing trade deficit, the
main cause of the rapidly increasing current account deficit, which by late 2008 was
one of the highest in the region. The global financial and economic crisis, which hit
the Serbian economy severely from late 2008 onwards, brought up the question
as to whether the economic model pursued in Serbia after the political changes of
October 2000 has been the best choice among feasible policy options. One of the
key issues raised within this general debate is why the new course of transition ad-
opted in Serbia in late 2000 has not ensured better export performance and faster
economic recovery.

This paper attempts to contribute to the debate by discussing some of the most
important reasons why export-led growth has not been achieved in Serbia. We will
start by recalling the main features of the economic policies and macroeconomic
performance of the Serbian economy after 2001 (part 2). The paper proceeds to
discuss the main reasons of the relatively poor export performance of the Serbian
economy (part 3). The central part of the paper deals with some of the main flaws
of the post-2000 transition strategy in Serbia, providing further explanation for the
disappointing foreign trade performance (section 4). In the concluding section, a
few proposals are advanced regarding future policies (section 5).

Post-2000 macroeconomic policies in Serbia:
Achievements and failures

The new course in economic transition adopted immediately after the political
changes in FR Yugoslavia in October 2000 brought a number of important achieve-
ments. Macroeconomic stabilization was gradually achieved by means of prudent
macroeconomic policies, which brought average inflation down from over 90% in
2001 to less than 11% in 2008. The stabilization of prices was a particularly impor-
tant objective for a country that had experienced several episodes of hyperinflation

8 Milica Uvalic is a professor in the Department of Economics, Finance and Statistics at the Faculty of Political Science, Uni-
versity of Perugia
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since the late 1980s. In addition, a relatively strong annual average GDP growth of
5.4% was achieved in 2001-08 (although this was growth, or rather recovery, from
a very low base). The improved economic prospects and the normalization of the
country’s political relations with the outside world also permitted the gradual re-
vival of foreign trade, which had fallen sharply after the break-up of Yugoslavia and
the introduction of UN sanctions, and again in 1999 under the impact of the NATO
bombing (see Figure 1).

Figure 1- Western Balkan countries, value of exports (million US$), 1993-2001
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Source: Uvalic (2010), p. 224.

After the 1990s, when Serbia practically had no inflows of Foreign Direct Invest-
ment (FDI), it finally attracted quite substantial FDI, especially after 2003; by 2008,
the inward FDI stock amounted to over US$ 19 bn (Kekic, 2010, p. 49). In the mean-
time, there had also been a notable acceleration of institutional reforms, enabling
the convergence of Serbia with other transition economies and its progress towards
a functioning market economy. The transition indicators of the European Bank for
Reconstruction and Development (EBRD) for Serbia in 2009 suggest a low (2 or 2+)
score in only four areas - enterprise governance and restructuring, competition
policy, securities markets, and infrastructure - while in all the other areas Serbia has
reached or even surpassed the average of all 29 EBRD client countries (see EBRD,
2010).

However, there have also been policy failures. Three longer-term problems deserve
particular attention. The first is the highly unsatisfactory situation on the labour mar-
ket in Serbia, since 2006 all the main indicators have deteriorated. During 2001-06,
there was a decline in official employment and high and increasing unemployment,
as measured by both the official and the labour force survey rates, while a slight im-
provement took place only in 2007 (Arandarenko, 2009). The 2008-10 economic cri-
sis led to a further deterioration of most labour market indicators. With such trends
on the labour market, Serbian output has clearly been below its potential.
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Figure 2 - Labour market indicators in Serbia, 2000 - 2008
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The second failure regards the process of recovery from the 1990s recessions. De-
spite relatively high growth rates after 2001, according to the EBRD, Serbia’s real
GDP by 2008 had reached only 72% of its 1989 level. This is the most unfavour-
able position among all SEE countries (see Figure 3); even a country like Bosnia and
Herzegovina, which had war on its territory for almost four years, is in a better posi-
tion, reaching 84% of its 1989 GDP. More recent data suggest a further setback in
Serbia’s recovery process. By 2010, after the negative GDP growth rate in 2009 of
3.1% and only mild recovery in 2010, Serbia’s real GDP was down to 70% of its 1989
level (EBRD, 2010).

Figure 3 - Real GDP growth in Serbia and SEE countries, 1990-2008 (1989=100)
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The third major failure regards the increasing external imbalances of the Serbian
economy. Despite a strong recovery of exports from 2001 onwards, Serbia registers
a continuous increase in the trade deficit, which in 2008 amounted to 22.6% of
GDP. Due to very low coverage of imports by exports, during the whole 2001-08
period the value of imports has regularly been close to twice the value of exports.
The trade deficit has crucially contributed to a rising current account deficit, which

by late 2008 was one of the highest in the region, close to 18% of Serbia’s GDP (see
Figure 4).
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Figure 4 - Serbia’s external sector indicators, 2001-08
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After the outbreak of the global economic crisis that impacted Serbia severely in
late 2008, declining foreign capital inflows and reduced export demand forced a
sharp reduction in Serbia’s current account deficit, down to 7% of its GDP in 2009,
but the trade deficit remains very high. After the sharp drop in both exports and
imports registered in 2009, during the first ten months of 2010 exports grew by
21% while imports by only 8%, to a great extent due to the strong real deprecia-
tion of the dinar from late 2008 onwards. The real exchange rate of the dinar with
respect to the Euro has depreciated by some 18% from September 2008 to August
2010 (see FREN, 2010b, p. 30). Despite such adjustments, Serbia’s very high trade
deficit - 16.9% of its GDP in 2009 - remains problematic. The recent strong export
growth and more balanced trade account has been taken as a first sign of “export-
led growth”in Serbia, but it is yet to be seen whether this trend can continue.

Unsatisfactory export performance

Serbian economists are divided regarding the principal causes of Serbia’s unsat-
isfactory foreign trade performance. One group primarily blames monetary and
exchange rate policy, while the other group considers the main problem to be in
the real sector, namely supply-side factors and the inadequate structure of Serbian
exports. This dichotomy has frequently provoked heated debates among Serbian
economists (see Madzar, 2006 or Marinkovic, 2006), although it is a somewhat ar-
tificial issue since both are important factors in understanding Serbia’s relatively
poor export performance during the past decade.

The exchange rate policy applied in Serbia has been subjected to different and con-
tradictory assessments (see Marinkovic, 2006). After the political changes in late
2000, the question of the most appropriate exchange rate regime for Serbia was
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an important issue discussed by government officials, and national and interna-
tional experts. Although the post-2000 regime that was adopted was officially a
managed float, initially it was referred to as a “near-pegged exchange rate” (EBRD,
2002, p. 146), since during the first two years the NBS intervened continuously
to keep the nominal exchange rate stable vis-a-vis the Euro (Daviddi and Uvalic,
2006). Such an exchange rate policy was criticized as being too rigid, also because
it had features typical of a currency board (Marinkovic, 2006). After 2003, the NBS
implemented a more flexible exchange rate policy, allowing greater fluctuations of
the national currency. In August 2006, the NBS introduced inflation rate targeting
aimed at maintaining inflation within a defined target range through the use of the
key policy interest rate as the main instrument for reaching the targeted inflation.
Although the exchange rate regime remained a managed float, allowing the NBS
to intervene in order to limit excessive daily exchange rate oscillations, to contain
threats to financial and price stability, and to safeguard an adequate level of foreign
exchange reserves (see www.nbs.org), after 2006 the NBS effectively allowed an
almost free float of the national currency (Mladenovic and Petrovic, 2009, p. 14).

To what extent has the NBS's exchange rate policy been responsible for the Serbian
economy’s loss of competitiveness? There are a number of theoretical and practi-
cal problems involved in attempting to identify exchange-rate misalignments,
since various methods provide different results (see Kekic, 2005; Owen, 2010; FREN,
2010a). It is difficult, therefore, to establish precisely how much the exchange rate of
the dinar may have been overvalued during this period. Laza Kekic (2005) employs
different methods as well as a cross-section model to estimate price competitive-
ness in 71 economies, including Serbia. These estimates suggest that the Serbian
dinar in 2004 was significantly overvalued, by some 30% (see Kekic, 2005).

The movements in the dinar/Euro real exchange rate for the entire period 2001-09
are presented in Figure 2, based on estimates by Mladenovic and Petrovic (2009).
After the strong initial devaluation at the end of 2000 and the switch to a more
flexible exchange rate regime, still in conditions of very high inflation, the dinar
displayed a tendency towards strong real appreciation. A large real appreciation
was again experienced, particularly after August 2006, when the NBS changed its
monetary and exchange rate policy. There was even some nominal appreciation of
the currency, the first in a long time, due to large inflows of foreign capital and the
almost free float of the currency from mid-2006 onwards (Mladenovic and Petrovic,
2009, pp. 13-14).
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Figure 5 - Real exchange rate in Serbia, July 2001 — August 2009

Source: Mladenovic and Petrovic (2009),
as reported in Uvalic (2010), p. 146.
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Following the strong depreciation of the dinar that took place after October 2008
under the impact of the global economic crisis, its value against the Euro by Au-
gust 2010 was considered to have “probably reached a level providing sufficient
price competitiveness for the domestic economy” (FREN, 2010a, p. 60). According
to recent calculations, although the August 2010 value of the dinar/Euro had ap-
proached its real 2005 level, the dinar is still around 10% stronger than it was in
2005 (FREN, 20104, p.61). In any case, these adjustments of the exchange rate since
late 2008 have clearly helped exports (as reported earlier) and significantly reduced
the costs of the 2008-09 economic crisis, when compared to countries with more
rigid exchange rate regimes.

Although IMF recommendations to Serbia on exchange rate policy have oscillated
between emphasis on controlling inflation and sustaining competitiveness, the
IMF has tended to give priority to combating inflation; thus in July 2005, the IMF
argued that only non-price competitiveness was the issue for Serbia, although ear-
lier findings reported by Kekic (2005) and others had clearly indicated otherwise.

Therefore, an overvalued exchange rate appears to have been a significant prob-
lem in Serbia, influencing export performance negatively, particularly during 2001-
02 and again from mid-2005 until October 2008. This was the price paid for some of
the benefits of a stronger currency - in combating inflation, increasing purchasing
power over imports, and providing a faster catching up process. Other things be-
ing equal, currency real revaluation contributes to the catching-up process, as the
purchasing power of the domestic currency in terms of imports rises. However, real
revaluation has an adverse effect on net exports and therefore on employment and
on output growth. On balance, in the experience of post-socialist economies, real
revaluation has contributed to the catching up process.

The other interpretation of the causes of increasing external imbalances in Serbia
insists that this stems from supply side (“structural”) problems in the economy. Ac-
cording to this view, the structure of Serbia’s supply of goods and services is such
that the exchange rate is unlikely to have a significant effect on exports; this implies
that a different exchange rate policy would have only endangered price stability,
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without beneficial effects that could compensate for this cost (Stamenkovic and
Savin, 2002, as reported in Madzar, 2006, p. 110). Other Serbian scholars have sus-
tained that long-term competitiveness of the Serbian economy on world markets
cannot be secured with the current economic structure of its exports, without car-
rying out deeper restructuring in its economy (Petrovic, 2005, p. 110).

There is ample evidence to suggest that the structure of Serbian exports has
changed only marginally since 2001 (see Petrovic, 2005; Kovacevic, 2008). Indeed,
despite increasing trade volumes after 2001, Serbia’s exports structure has not
changed substantially; it continues to be dominated by agricultural and low pro-
cessed manufacturing products. This is primarily due to limited enterprise restruc-
turing over the past two decades. Therefore, slow changes in the supply side have
also contributed quite substantially to the rising trade and current account deficit.
Moreover, if Serbian products have limited success on foreign markets because of
lack of non-price competitiveness - attributes such as design, quality, distribution
networks, promotional activities, locations convenience or technical services that
accompany the sale of a product - price competitiveness alone will not guarantee
an increase in exports.

Without other measures to strengthen the supply side, a different exchange rate
policy alone would not have been sufficient to improve Serbian export perfor-
mance substantially (Uvalic 2011). Achieving export-led growth in Serbia requires
not only price competitiveness, but also a deep restructuring of the real sector of
the economy. This has been hampered by some crucial flaws in the transition strat-
egy adopted in 2001, which we will now examine.

The flaws in Serbia’s transition strategy

The transition strategy adopted by the Serbian government in 2001 was based on
priorities which were very much in line with the recommendations of the so-called
“Washington consensus”. After a decade of highly inadequate economic policies
in Serbia, that frequently were reversals of earlier transition-related reforms, the
hyper-liberal model of transition was adopted which emphasised liberalization,
macroeconomic stabilization and privatization; other important reforms were con-
sequently postponed or totally neglected. Many lessons failed to be drawn from
the experiences of other transition countries, the rich experience that had been ac-
cumulated by the late 1990s, known as the “post-Washington consensus” (Kolodko
and Nuti, 1997). The new consensus stressed the importance not only of the privati-
zation of existing firms, but also of easing the conditions for new entries; the impor-
tance not only of the transfer of ownership, but of effective corporate governance
mechanisms; the importance not only of markets, but also of active government
policies.
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Limited microeconomic restructuring in Serbia can be explained by policy failures
in several inter-related areas. In the first place, the new privatization strategy ad-
opted in 2001 proved to be unsuccessful, as it was based on over-optimistic expec-
tations regarding the arrival of foreign investors and also postponed the restruc-
turing of the state sector. In addition, a number of other reforms were neglected,
reforms that were essential for the improvement of the general business climate,
increasing competition, and improved enterprise efficiency.

The core of the new privatization strategy was the new law adopted in 2001, which
proposed the privatization of some 2,400 enterprises sold to strategic investors at
tenders and auctions. The law encountered serious difficulties in its implementa-
tion. Although the initial deadline for the privatization program was 2005, in May
2009 some 535 firms remained unsold (23% of the total), and 272 of these were still
“social property”. Moreover, there have also been a number of broken contracts -
420 since 2001 - for a variety of reasons (obligations not fulfilment by new owners,
illegal sale of assets, non-payment of wages or social security contributions). Little
restructuring has taken place in firms sold to domestic owners and the government
has not used the proceeds of privatization to undertake major investments or en-
terprise restructuring.

One of the main reasons for the delays in privatization is that at the time the new
privatization law was adopted, expectations regarding the arrival of foreign inves-
tors were over-optimistic. Serbia has attracted substantial FDI in the meantime, but
the amounts have not been sufficient to allow for profound restructuring in large
sectors of its industry. Indeed, the total FDI stock, around US$ 19 bn, has actually
been lower than emigrant remittances over the same period. Furthermore, while
FDI has mainly been privatization-related there have been relatively few Greenfield
investments. Of the total FDI that arrived in Serbia after 2004, two-thirds have been
in services (telecommunications, banking, real estate, trade), not in manufacturing,
therefore mainly in non-tradables. Despite the fact that it is precisely the manufac-
turing industry that provides the largest part of Serbia’s exports, many industrial
firms have not been modernized or restructured. During the 1990s, in most Central
East European countries, it was thanks to major foreign investments that key indus-
tries were restructured.

The 2001 privatization strategy also excluded some 550 strategic firms which had
been nationalized in the 1990s and were set for subsequent restructuring and
privatization. The process was initiated only in 2006, after the adoption of the new
Serbian Constitution which clarified the concept of public property, thus enabling
the corporatization and restructuring of public (state-owned) enterprises. Howev-
er, the process has proceeded very slowly to date.
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In addition to the weaknesses of the 2001 privatization strategy in Serbia, a num-
ber of other important reforms were neglected or postponed. Improvements in
the business environment have only been gradual, and not in all areas. Regulations
governing firm entry and exit have changed too slowly, as can be seen from the
World Bank’s ‘Doing Business’ Indicators. Serbia today still has among the worst
rankings in “dealing with construction permits” and “closing a firm". The new bank-
ruptcy law was adopted only in 2004, while the procedure for the write-off of en-
terprise debt was clarified only in 2006. The conditions for firm exit has remained
unclear for too long, and there has even been a recent slowdown in net firm entry:
for every firm closed, 8 new firms were created in 2006, but only 4 in 2008 (see
Uvalic, 2010, p. 192).

The sluggish rhythm of change in the business environment also derives from the
late adoption of laws and institutions dealing with market competition: the Law on
the Protection of Competition was not adopted until 2005, while the Anti-Monop-
oly Commission was set up even later, in 2006, its policies, moreover, have been
largely ineffective and require further reforms that are presently in course. Another
related issue is the selective toughening of enterprise budget constraints. Govern-
ment subsidies have remain important for a number of state-owned enterprises in
a variety of sectors (mining, transport, metallurgy, textiles, chemicals, construction
and wood). Many of these firms are loss-making enterprises that could not survive
without government support. Finally, despite the recent adoption of modern laws
on corporate governance in Serbia, effective governance mechanisms are still not
in place. After privatization, the new domestic owners often lack the skills to run
firms efficiently or control management, they do not have a full understanding of
the new corporate governance laws or they are not willing to implement them.

Two major consequences of these slow microeconomic changes ought to be high-
lighted, as they provide an additional explanation of Serbia’s poor export perfor-
mance. The first is the slow growth of the private sector. Between 2001 and 2010, the
private sector in Serbia increased its share in GDP from 40% to 60%. At the end of
2010, Serbia was one of the seven least privatized economies among all 29 EBRD
client countries — Bosnia and Herzegovina and Ukraine had the same share of pri-
vate sector output, while only four countries were even lower than Serbia (Belarus,
Tajikistan, Turkmenistan and Uzbekistan). Paradoxically, the privatization process
had actually advanced faster in the 1990s than after 2001, considering that the pri-
vate sector grew from about 10% of Serbian GDP in 1991 to 40% in late 2000.

The second consequence of limited microeconomic changes in Serbia has been
inadequate restructuring capacity. By the change of political regime in October
2000, the Serbian economy was in extremely poor conditions. In late 2000, Serbia
re-launched its transition-related economic reforms bearing a very heavy burden
from the 1990s. One of the most cumbersome economic burdens was its ruined in-
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dustry. Most industrial sectors underwent a marked process of de-industrialization
during the early 1990s while after 2001 there had been relatively limited recovery,
by 2008 industrial production was still at only 52% of its 1990 level (see Figure 6).

Figure 6 - Industrial production in Serbia (indices, 1990 = 100)

° Source: Uvalic (2010), p. 202,
FFIF IS TS LTSS S based on national statistics.

In the meantime, structural changes in Serbia primarily favoured the expansion of
services, which have registered the strongest growth rates in recent years, already
contributing over 64% of gross value added in 2008. Thus the importance in GDP
of the productive sectors — industry and agriculture — had been reduced quite sub-
stantially, contributing to a remarkable decline in the share of tradable goods, from
41% of GDP in 2000 to 24.6% in 2007 (Stamenkovic et al, 2009). Such structural
changes, strongly favouring services at the expense of industry, have undoubtedly
contributed greatly to deteriorating the Serbian economy export performance.

Which growth model for the future?

The global financial and economic crisis has severely affected Serbia, leading to a
3.1% drop in GDP in 2009 (though this is much less than in some other countries
in the region). The global crisis was transmitted to Serbia through two main chan-
nels: a substantial reduction in foreign capital inflows and reduced demand for its
exports. Though a mild recovery is on the way, with GDP in 2010 estimated to grow
by 1.6%, the global crisis has uncovered some of the structural weaknesses of the
Serbian economy. By late 2008, what emerged was not only the fragility of Serbia’s
economy due to the model of credit-driven growth and the resulting high depen-
dence on capital inflows from abroad, but also more general flaws of the transition
strategy pursued in Serbia after 2001. The global economic crisis hit Serbia at a mo-
ment when many economic problems were becoming unsustainable: consump-
tion much higher than production financed by foreign savings and investment,
an increasing trade and current account deficit, an high and escalating unemploy-
ment rate, limited enterprise restructuring, insufficient growth in the new private
sector, growing problems in many state-owned enterprises, inadequate structural
changes that favoured the fast expansion of services.
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A study on a post-crisis economic growth and development model, recently pre-
pared by a group of Serbian economists, proposes the replacement of the credit-
driven consumption-based model, with a pro-investment export-oriented model
of growth for Serbia until the year 2020 (see Group of authors, 2010). One of the
main risks of this proposed model is that it relies heavily and rather optimistically
on the arrival of substantial FDI over the coming years. Since the peak reached in
2006, FDI inflows to Serbia have continuously declined and registered a sharp fall
particularly after 2008 (see Figure 7). Despite the remaining privatization opportu-
nities and the expectation of some recovery of FDI inflows in 2011, Serbia cannot
achieve faster economic growth by counting excessively on the arrival of foreign in-
vestors, but must rely much more instead on its own resources: undertaking invest-
ment, modernization, industrial restructuring. Regarding exports, the recent strong
depreciation of the dinar and the gradual recovery of the EU economy have already
facilitated a fast increase in Serbia’s exports in 2010, but more lasting improve-
ments in Serbian export performance must be sought in additional measures. The
Serbian government must concentrate on the more fundamental problems of the
institutional reforms that have yet to be implemented successfully. Serbia still has
a low export base, a largely unmodernised manufacturing industry, and an under-
sized private sector.

Figure 7 - Foreign Direct Investment inflows in the Western Balkans (million US dollars),
2001-2011
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There is no doubt that Serbia ought to proceed with further integration into the
global economy, particularly considering that it is still a rather closed economy. De-
spite the recent gradual increase in Serbia’s export/GDP ratio, it remains very low
—22% in 2008 - in comparison to most countries in the Balkan region (see Figure 8)
and even more if compared to most CEE countries.
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Figure 8 - Balkan countries, exports of goods and services, 2008 (% of GDP)
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What can be done to strengthen the real sector of the Serbian economy and facili-
tate more permanent export-led growth? Three areas of policy measures are par-
ticularly important to facilitate this task. First, the Serbian government needs to
implement an industrial policy, not to support national champions but to promote
investment, encourage innovation, R&D, protect quality and technical standards,
horizontal measures, therefore, for all enterprises that would facilitate restructur-
ing and strengthen and diversify the industrial base. This is very much in line with
the current EU approach to industrial policy, as defined in its most recent docu-
ments. Second, Serbia needs a much more effective employment policy that would
promote wage employment in the private sector. In order to achieve better results
in this field, a thorough reform of the taxation system is necessary which would
reduce labour costs and increase competitiveness. Third, Serbia needs a more ef-
ficient R&D policy that would lead to an increase in investment in science, educa-
tion, skills, namely in the Research-Education-Innovation triangle, since investing in
human capital does seem essential for long-term growth.

All three areas are the direct responsibility of the Serbian government. The global
2008-10 economic crisis has led to a new course in developed market economies
characterized by a return to more state intervention, expansionary fiscal policies
and more government regulation. Serbia also needs to reinforce the role of the
state through more active and better coordinated government policies. Serbia
must improve the quality of government institutions, in order to facilitate priority
investments, ensure the enforcement of laws, and enable a more efficient collection
of taxes and supervision of the financial sector. Without improving government ef-
ficiency in these important areas, many economic reforms will remain incomplete.
Markets are highly imperfect and will not produce the desired outcomes.
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ANA S. TreOVICH!"
How CAN AN IMPROVED BUSINESS ENVIRONMENT
CONTRIBUTE TO EXPORT-LED GROWTH IN SERBIA?

While political stability has been a dominant decision-making factor for interna-
tional investors in the Western Balkans region in the past, it appears that now the
business climate and ease of doing business prevail as the key determinants for
foreign investors, and consequently export-led growth, since foreign investment
remains a prerequisite for increased export in a developing economy. Serbia is a
case in point, and this is confirmed in a survey undertaken in August 2008 by Stra-
tegic Marketing Research on behalf of the United States Agency for International
Development — USAID. Compared to other investment locations, investors found
Serbia’s main disadvantage (alongside a number of advantages not discussed here)
to be the regulatory barriers. The survey concluded as follows: Regulatory barriers
are perceived to be the greatest disadvantage for those who invested in Serbia (48%),
followed by the unstable political situation (40%), and with the unstable market as the
third factor (33%). The dynamics - before and after 2007 - shows that before 2007 the
unstable political situation was the most important disadvantage, while after 2007 it
switched places with the regulatory barriers and fell to second position.

A more recent survey of Serbian exporters, taken in March and April 2011, confirms
the perception of business climate as a barrier rather than enabler. The exporters
have identified “Advocacy for regulatory reform concerning exporting” as one of
the core exporting services, as shown in the table below."

The aim of this article will therefore be to analyze the key regulatory impediments
and suggest how the business climate could be improved to facilitate export-led
growth. The particular economic context of the world economic crisis will also be
taken into account to reflect on the dynamics of the new international trade envi-
ronment.

"' Dr Ana S. Trbovich is Director, Centre for European Integration and Public Administration and Associate Professor at the
Faculty of Economics, Finance and Administration-FEFA, Singidunum University. This article has been produced as part of a
research project"Advancing Serbia’s competitiveness in the process of EU accession’, supported by the Ministry of education
and science of the Republic of Serbia, no. 47028 for the 2011-2014 period.

2The survey entitled “The Investment Climate in Serbia - Investors'Perspective”included in-depth interviews with high-level
executives (who were at the same time key decision-makers on investment in Serbia) from about 120 foreign companies
that chose to invest in Serbia in recent years, as well as with a small research control group of senior executives from 13
companies that actively considered making an investment in Serbia, but ultimately went elsewhere. Although the size of
the control group is statistically not significant, it is still indicative, especially when comparing the views on the investment
climate in Serbia to the perceptions of the target population sample (the main limitation was that respondents are high level
executives who are no longer in Serbia).

13 "Serbian Exporter Needs Survey Analysis” by Ana S. Trbovich for the Support to Enterprise Competitiveness and Export
Promotion Project (SECEP), funded by the European Union in Serbia, 2011.

Note: A total of 106 company representatives participated and 96 completed the survey in entirety. The survey results were
checked against direct interviews with several company and cluster representatives, all of who remain unanimous to main-
tain impartiality. This analysis thus pertains to over 100 relevant opinions of current and future exporters
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M Information on Foreign Markets and Exporting
Issues

w Advocacy for regulatory reform concerning
exparting
& Dpportunity to meet foreign partners / buyers

B Metwaorking with other Serbian exporters

Serbia’s Economic Transition 2001-2008

In the period following the change of regime in Serbia in late 2000, with the over-
throw of Slobodan Milosevic and the initiation of democratic reforms aimed at the
international reintegration of the country, and specifically accession to the Euro-
pean Union, and prior to the onset of the world economic crisis in late 2008, Serbia
exhibited very strong growth rates (averaging at 5.4% per year from 2000 to 2008).
In the 2006 World Bank Doing Business Report, Serbia was praised as the “Number
One Business Reformer in the World.""* FDI Stock in the period 2001-2007 amount-
ed to $13.5 bn, while exports increased at an elevated rate (21% p.a. in the period
2000-2008). Nevertheless, the trade deficit was an increasing concern since imports
were also rising very rapidly:

Figure 2 - Foreign Trade in Goods (USD mn)

18350
—4—|mports —s—Exports
8825
2755 3523
2075
2002 2003 2004 2005 2006 2007

Source: Statistical Office of the Republic of Serbia

“World Bank Press Release: "Doing Business in 2006: East European Nations Encourage Businesses with Aggressive Regula-
tory Reforms; Middle Eastern, African Nations Lag Behind’, September 12, 2005, at http://web.worldbank.org/WBSITE/EXTER-
NAL/NEWS/0,contentMDK:20643009~pagePK:64257043~piPK:437376~theSitePK:4607,00.html
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Integration into international markets was one of the key export growth facilitators,
with autonomous trade measures with the EU (enabling duty free exports for most
products) in place since 2000 (and confirmed for an indefinite period with the Sta-
bilization and Association Agreement, with the Interim Trade Agreement in force
since late 2009), the Central European Free Trade Agreement — CEFTA membership
since 2007 - and a number of free trade agreements
with other countries, including one with the Russian
Federation. Serbia’s World Trade Organization acces-
sion is expected in 2012, with delays caused by mar-
ket differences and, finally, by the separation of Serbia
and Montenegro in 2006. Serbia’s market position is
shown below (source: SIEPA):

Economic Context: Post-World Economic Crisis

With the onslaught of the Global financial crisis, all the relevant indicators for Ser-
bia were negative:” The Stock exchange indices decreased sharply, from BELEXline
4,916 index points in April 2007 to only 848 index points in March 2009; from BEL-
EX 15 highest 3,283 index points in March 2007 to only 354 index points in March
2009. The exchange rate showed a nominal depreciation of the Dinar - from 75.75
Dinars to 1 EUR in August 2007 to 94 Dinars to 1 EUR in February 2009 (~ -24%), a
result of foreign capital withdrawal and other economic changes.

There was a collapse in external demand. Exports decreased from 2.36 bn EUR in
March 2008 to 1.86 bn EUR in March 2009 (25.3% y/y total exports plunge in 2009),
since Serbia exports mostly (more than 55%) to EU markets that have been strongly
affected by the crisis. Furthermore, while Serbian exports have been improving over
the years in terms of value added quality, 60% of all exports have been concentrat-
ed in just six sectors and about 65% reached just
eight countries, mainly neighboring countries and
o1 W0 W w s e geographically closer EU members such as Slove-
nia, Austria, Italy and Germany. The EU indoubt-
edly remains the key market for Serbia (along with
the Western Balkans overall), facilitated by the free
trade instruments, which was demonstrated most
clearly when textiles were added to the list of
freely traded goods not limited by quotas, a factor
that significantly increased exports in this sector.

Figure 3 - Foreign Trade in € Million

At the same time, a fall in domestic consumption
by 4.2% y-o-y in December 2008 increased the

1> Unless otherwise noted, official Serbian government data is quoted, including data produced by the National Bank of
Serbia, Stock Exchange, and Trade statistics.
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cost of imports as the dinar continued to depreciate. This was just the initial effect,
with imports decreasing in the subsequent period due to a fall in domestic demand
and eventually resulting in a fall of the trade deficit, the only silver lining of the cri-
sis, though only in terms of perception and not in real economic benefit. The real
effect could be seen in a sharp fall in industrial production.

Figure 4 - Impact of export demand slump on Serbian industrial production
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(Above chart indicates y/y change in industrial production)

Other discouraging effects of the Crisis included a 13% decrease in foreign reserves
in January 2009 compared to December 2008, resulting from several factors, such
as frequent interventions of the National Bank of Serbia (NBS), the trade deficit, etc.
Notably, there were reduced capital inflows, and a fall in FDI led to a production cut,
lower demand and slower economic growth. Serbia’s FDI in 2008 was half the 2006
inflow and it decreased further in 2009 and 2010.

The privatization of major state owned companies stalled, only to be restarted in
late 2010 with the announced, albeit failed privatization of Telecom Serbia. Impor-
tant investments, such as that made by the Fiat group, were delayed. Finally, the
unemployment rate increased, in the first period (October 2008 - April 2009) from
14 to 15.6% (according to the official data), and by 2011 it had reached almost 20
percent, becoming a key economic problem.

In 2010, Serbia recorded 1.8% GDP Figure 6 -Export growth in 2010, yoy
growth, which officially ended the re- inpercentin Euroterms

cession, with a higher growth of 3% ex- | wuust s epectedimenty 2010
pected for 2011, and potential further
acceleration in 2012 and thereafter. The
relatively positive economic outlook is
based on Serbia’s progress on the path to
EU accession (official EU candidacy sta-
tus is expected in 2011 or 2012 based on f
reform progress), and additional invest- T
ments that will follow. Serbian exports
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have been soaring even post-World economic crisis, superseding expectations,
although this could be said for most of Serbia’s neighbors.

Figure 7 - Emerging Europe. Growth Projections 2010-11 (annual percent change)
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Source: IMF, World Economic Outlook, October 2010, and IMF staff calculations

Reaction of the Serbian Government and Economy to the World Economic
Crisis

After an initial denial that the world economic crisis would affect Serbia, the Gov-
ernment took action. Notably, one of the key steps was to enter into a serious dia-
logue with the banking and the private sector. The product of this dialogue was a
restrictive fiscal policy and support to savings and private sector loans, especially
for domestically produced goods:

a. The insured bank retail deposit amount was increased from € 3,000 to € 50,000;

b.A temporary suspension of tax on foreign exchange savings income was en-
forced as of January 2009 (the tax used to be 20% of the savings income) to
stimulate savings;

c. Similarly, there was a temporary suspension of capital gain’s tax (which used to
be 20%) and of tax on stocks rights transfer (originally 0.35%) until 2012;

d.The government further subsidized the balance between the market interest
rate and a more favorable interest rate on private sector loans - totaling 122 bn
Dinars (~€ 1.2 bn).
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Immediately, in October 2008, the NBS Monetary Policy Committee tightened
monetary policy, intent on sending a clear signal to the public that the National
Bank remained firmly committed to achieving its objective of price stability (in-
flation control). Overall, the conservative stance of the NBS since 2000 and tight
regulation probably had ensured a more subdued reaction of the financial sector
in Serbia to the world economic crisis. In the subsequent period, dialogue with the
banking sector continued and some of the more restrictive measures were relaxed
to some extent. An agreement was also made with the financial sector to maintain
existing credit lines for the Serbian economy in 2009-2010, which will be continued
in 2011.The NBS has participated in the wider Vienna Initiative, which enabled fur-
ther stabilization.

Importantly, the Government of Serbia also agreed on a standby agreement with
the IMF to the amount of € 3 bn until the end of April 2011, and received macroeco-
nomic assistance of € 100 million from the EU for 2009.

A budgetary adjustment was enacted in April 2009 to generate budget savings of
100 Bn Dinars (~€ 1 bn), whereby 85% of savings were to be generated by expen-
diture cuts (decreased expenditure by ministries, public companies and local au-
thorities including cutting the number of employees/salaries in public administra-
tion) and 15% by an increase in budget revenue (increased excise duty on fuels, the
introduction of excise duty on mobile operators, increased tax on yachts, aircraft
and luxury vehicles). The government also announced a possible increase in Value
Added Tax, but this was quickly reconsidered. The stability of the dinar exchange
rate and foreign exchange reserves were achieved, with € 6.4 bn of domestic sav-
ings in June 2010, € 0.7 bn higher than before the economic crisis.

Initially, the Government also considered cutting the working week from 40 to 32
hours and, to facilitate “multilateral” debt, compensation among companies and
debt-for-equity swaps to settle pre-privatization tax and other debts for illiquid
businesses, but these policy proposals were abandoned.

While the reduction in public expenditure, with special emphasis on the streamlin-
ing of the administration, was hailed as a key priority, the government was not con-
sistent in its pursuit of this goal. In contrast to the government, the general man-
agerial response in the private sector, other than streamlining various corporate
strategies and policies, was to cut staff, reduce salaries, and reduce marketing and
training budgets. Based on research conducted by PriceWaterhouseCoopers (PWC)
on the human resources (HR) management reaction to the world economic crisis in
Serbia (March 2009; on a sample of 22 companies), the following conclusions could
be drawn:
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+ All companies decided to make changes in HR management to respond to the
effects of the world Economic crisis;

« The companies assessed planned to decrease: salary costs (42% of companies),
costs of corporate events (58% of companies), travel costs (59% of companies),
training and development (55% of companies), employment costs (35% of
companies);

+ To optimize the number of employees, a no hiring policy was introduced by
50% of companies, while 35% of companies reduced the current number of
employees (an average -14.6% cut);

+ The following measures were taken concerning salaries: salary cuts (13% of
companies), salary freeze (43% of companies);

« Budget changes for bonuses were as follows: decrease (60% of companies),
freezing (30% of companies), increase (10% of companies with an average rise
of 9.5%).

The Business Environment and Entrepreneurship Policy
as an Export Facilitator

Business Environment and Entrepreneurship Policy Indicators

Some of the most relevant international economic surveys that can be studied to
assess the business climate in Serbia include the following:

« World Economic Forum (WEF) Global Competitiveness Index;
+ World Bank Doing Business Report;
» EBRD Transition Report.

According to these indexes, Serbia’s business climate ranks very poorly when mea-
sured against international standards. In the Western Balkans, Serbia is generally
an average performer, surpassed however, by both Croatia and Montenegro.’® Ac-
cording to the results published in the Doing Business 2011 report, Serbia’s overall
ranking (89" among 183 countries) improved by 1 position compared to the previ-
ous year, mainly as a result of improvements in 2 key indicators: “Closing a Business”
(+15) and“Registering Property” (+5). The previous years, “Starting a business” (+35)
and “Getting credit” (+8) had improved Serbia’s ranking by 2 positions. On the other
hand, Serbia has been experiencing a decline in key indicators for two years in a
row, for example: “Dealing with Construction Permits’, “Paying taxes’, “Protecting
Investors’, “Trading across Borders” and “Enforcing Contracts.” Since Doing Business
is a dynamic business climate assessment, this would imply that other countries are
reforming faster.

'® For a more thorough analysis of various policies and indicators relating specifically to Serbia and the Western Balkans, see
also OECD Investment Reform Index, OECD SME Policy Index, and Jennifer Blanke and Stephen Kinnock, The Lisbon Review
2010: Towards a More Competitive Europe? World Economic Forum, 2010.
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Ease of. Doing Business 2011 | Doing Business 2010 Change in Rank
rank rank

Doing Business 89 90 A
Starting a Business 83 75 v -3
chﬁlslsricwtllct): Permits 176 174 v
Registering Property 100 105 A 5
Getting Credit 15 14 A A8
Protecting Investors 74 73 V-
Paying Taxes 138 134 vV 4
gjﬂgg Across 74 71 v 3
Enforcing Contracts 94 94 No change
Closing a Business 86 101 A 15

The World Economic Forum Global Competitiveness Report may be even more
interesting for further analysis, since it includes the opinions of business leaders
to a greater extent', although it is also often criticized for the same reason since
it has a significantly higher degree of subjectivity inherent in its assessments. As
pointed out in the introduction to this report, the Global Competitiveness Report
assesses the ability of countries to provide high levels of prosperity to their citizens. This,
in turn, depends on how productively a country uses available resources. Therefore, the
Global Competitiveness Index measures the set of institutions, policies, and factors that
set the sustainable current and medium-term levels of economic prosperity. The World
Economic Forum places strong emphasis on policy as a determinant of a country’s
competitiveness, which are a key prerequisite for exports: “We define competitive-
ness as the set of institutions, policies, and factors that determine the level of pro-
ductivity of a country”. The Global Competitiveness Index (GCI) is “made up of over
113 variables, of which approximately two thirds come from the Executive Opinion
Survey, and one third comes from publicly available sources. The variables are orga-
nized into 12 pillars, with each pillar representing an area considered as an impor-
tant determinant of competitiveness: Institutions, Infrastructure, Macroeconomic
stability, Health and primary education, Higher education and training, Goods mar-
ket efficiency, Labor market efficiency, Financial market sophistication, Technologi-
cal readiness, Market size, Business sophistication, Innovation.”

7 As officially defined by the World Economic Forum - the Executive Opinion Survey is a major component of the Global
Competitiveness Report and provides the key ingredient that turns the Report into a representative annual measure of a
nation’s economic environment and its ability to achieve sustained growth. The Survey gathers valuable information on a
broad range of variables for which hard data sources are scarce or, frequently, non-existent. It is conducted annually in 131
countries, the number of respondents increases each year (currently just over 11,000).
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According to WEF 2010 Global Competitiveness Report, Serbia declined by 8 places
in the overall ranking (from 85™ to 93') mostly due to a significant fall in macroeco-
nomic stability and labor market efficiency. Another area where Serbia seriously
deteriorated is innovation. In the most recent 2011 WEF Report, Serbia fell by an-
other 3 places (to 96" place), now mainly because of stagnation in the reform pro-
cess (the score remained the same):

+ GCl 2008-09 Rank 85™, Score 3.9 (of 134 countries analyzed)
+ GCl 2009-10 Rank 93, Score 3.8 (of 133 countries analyzed)
« GCl2010-11 Rank 96™, Score 3.8 (of 139 countries analyzed)

Global Competitiveness Index (GCl) 22&?{3 ? 2%2943 0 2OR1a?1/I2 1 222220 22181;]
(1-7) (1-7)
Basic requirements 88 97 93 39 4.1
15t pillar: Institutions 108 110 120 32 32
2" pillar: Infrastructure 102 107 93 28 34
34 pillar: Macroeconomic stability 86 1 109 39 40
4% pillar: Health and primary education 46 46 50 57 6.0
Efficiency enhancers 78 86 93 38 37
5% pillar: Higher education and training 70 76 74 38 40
6" pillar: Goods market efficiency 115 112 125 37 36
7" pillar: Labor market efficiency 66 85 102 4.2 4.1
8" pillar: Financial market sophistication 89 92 94 39 38
9" pillar: Technological readiness 61 78 80 34 34
10" pillar: Market size 65 67 72 37 36
Innovation and sophistication factors 91 94 107 32 3.0
11% pillar: Business sophistication 100 102 125 35 32
12 pillar: Innovation 70 80 88 3.1 29

The most problematic factors in doing business for 2010-11 are still corruption,
unstable policy and inefficient government bureaucracy. This year, tax regulation
became a particularly prominent issue as a result of the continuous struggle with
the effects of the World economic crisis.
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2009-10 2010-11
Corruption 14.3 Corruption 16
Policy instability 125 Inefficient government 126
bureaucracy
Access to Finance 11.7 Policy instability 113
Inefficient government 11.5 Access to Finance 9.1
bureaucracy

Inflation 6.7 Tax Regulations 89
Government instability 56 Criminal and Theft 83

These reports highlight Serbia’s economic developmental challenges, which center
on the following issues:

« Structural problems - delayed restructuring of public enterprises and slow in-
frastructure development (including roads, railways, telecoms);

« Property rights and permit hurdles;

« Inefficient competition policy and corruption;

« Threats to political stability (active border disputes);

« Rising skills gap.

Significantly, these problems have been underscored in all reports over the past
decade (since democratic change and the beginning of reforms in late 2000), and
clearly prioritized in the “Recommendations towards better climate for investing
and operating in Serbia” submitted to the newly-elected Government of Serbia
by the leading business associations (American Chamber of Commerce, National
Alliance for Local Economic Development, Foreign Investors Council and Serbian
Chamber of Commerce) in July 2008:

1.Resolving property ownership issues, particularly those relating to construction
Establishment of titles on construction land, resolving expectations related to
nationalized property, accelerating the process of commercialization of military
property, defining the scope of local government property, resolving of the sta-
tus of cooperative property, updating property registries, development of spe-
cial plans, transformation of public utility companies, facilitation of concessions
and more efficient protection of intellectual property rights.

2.The introduction of efficient public administration
Simplifying and standardizing procedures, enforcing more responsibility in the
operation of public enterprises, creating mechanisms for the coordination of
activities of national and local government institutions and public enterprises
which are involved in permit processes, introducing the electronic flow and
processing of documents, streamlining tax, customs and inspection procedures
and building the capacities of Public Procurement Administration and the Com-
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mission for the Protection of Bidders’ Rights, supported by the introduction of
an electronic system of public procurement.

3.Development of the financial market
The revision of the tax treatment of securities, cutting the expenses involved in
issuing securities, annulling the limitations on investors relating to the purchase
of municipal bonds in order to enable public sale, defining standards in reveal-
ing data for municipalities as bonds issuers, issuing new state bonds which
would fuel the issuing of municipal and corporate bonds, as well as reviewing
the rate schedule of the regulatory authority (Securities Commission).

4.Improvement of the labor market
The harmonization of educational profiles with present and projected econom-
ic needs, the modernization of syllabuses, support to programs for pre-qualifi-
cation and permanent adult education and the liberalization of labor legisla-
tion aimed at achieving a better balance between the protection of employees’
rights and the creation of the optimal business climate.

The fact that year after year, in the first decade of Serbia’s market reforms, interna-
tional reports highlight the very same problems demonstrates that there has been
little action undertaken by the government to resolve these issues. In November
2010, the European Commission also issued a Progress Report on Serbia’s Stabiliza-
tion and Association Process'® which was more critical than usually, and with Ser-
bia’s application for official EU member candidacy status, the long unresolved, for
the most part structural problems have now come to the center of public attention.

The Government of Serbia’s Competitiveness and Entrepreneurship Policy

Serbia’s policy framework, with regard to entrepreneurship and competitiveness
(as preconditions for export creation), could be derived from regional documents,
such as the European Charter for Small Enterprises (to which Serbia is a party since
its inception), the European Union’s Lisbon Strategy — Europe 2020 (which Serbia
unilaterally applies), and numerous government strategies (over 75 adopted be-
tween 2001 and 2010). While the sheer number and relatively ambiguous nature
of these national strategic documents (most do not have defined outcomes, and
seldom quantifiable outcomes or budgeting forecasts) is often an obstacle to effec-
tive policy-making, the overarching goal of Serbia’s government unequivocally re-
mains successful EU accession which then also becomes the key policy framework.

If one takes into account the policy priorities outlined in the European Partnership
and the annual progress reports on Serbia’s Stabilization and Association Process,
as well as specific priorities of the Europe 2020/reformed Lisbon Agenda' and the

' The document is publicly available at http://ec.europa.eu/enlargement/pdf/key_documents/2010/package/sr_rap-
port_2010_en.pdf

19 For more, see http://ec.europa.eu/europe2020/index_en.htm.
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European Charter for Small Enterprises/Small Business Act® with regard to facilitat-
ing exports, the following policies should be given precedence in Serbia:

- Deregulation, aiming at simplified procedures, especially in permits and bor-
der-crossing, and the introduction of e-governance to render public services
more effective and transparent;

« The restructuring of public enterprises, which are not only providing inefficient
services, but also distorting market competition and stalling investments;

- Strengthening regulatory bodies, which are crucial for a functional market and
a climate of fair competition;

« Focused and intensified education reform to bridge the rising skills gap.

Some specific policies aimed at enhancing exports have also been defined in the
Government'’s Exports Strategy 2008-2011, several of which were identified at the
annual Exporters’ summits, and also implemented to the content of the business
sector.

AWorld Bank study focusing on the Western Balkans'future development proposes
the following policies:

“It points to the need for deeper integration between countries, in order to increase
the region’s FDI inflows and help to overcome disadvantages associated with the
small size of individual country markets. Second, it calls for the developing of hu-
man capital as a centerpiece of the country strategies in the Western Balkans - to
improve productivity and thereby reduce the handicap of relatively high wages, to
help overcome the predominance of low skill content in exports, and to attract FDI.
Third, itindicates a need to reduce telecommunication costs, which would improve
competitiveness, offset disadvantages associated with small individual markets,
and facilitate regional integration. Finally, it calls for action to avoid possible energy
shortages, the emergence of which can negatively affect the volume and pattern
of investment.”’

Similarly, the European bank for Reconstruction and Development (EBRD) also un-
derscores the improvement of secondary education as a prerequisite for building
a skilled workforce and one of the key factors for mid-term growth. Other EBRD
policy proposals focus on price liberalization and an upgraded public procurement
system, the finalization of WTO accession, advancing privatization and ensuring
the conditions for effective corporate governance for large enterprises post-privati-
zation, additional banking reform and capital market development, improved state
aid and competition policy, with enforcement mechanisms to protect against the
abuse of market power, and finally the completion of priority infrastructure proj-

0 For more, see http://ec.europa.eu/enterprise/policies/sme/best-practices/charter/.
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ects such as Corridor X, etc.?' In 2011, combating corruption came to the fore of
reform priorities advocated by EBRD as well as other relevant institutions.?

A special policy area that deserves more attention in the aftermath of the world eco-
nomic crisis is access to finance. However, it is difficult to define specific measures
that are different or more effective than what governments generally do to support
business (such as those outlined above), and generally this policy area improves if
the business climate is improved resulting in a greater attraction of foreign capital.
A specific improvement in the case of Serbia and the region of Western Balkans has
been the establishment of the Western Balkans Investment Framework (WBIF). Of-
ficially launched in December 2009, the WBIF is a joint initiative of the European
Commission (EC), the Council of Europe Development Bank (CEB), the European
Bank for Reconstruction and Development (EBRD), the European Investment Bank
(EIB) and bilateral donors endorsed by the European Council. It has been hailed as
“an innovative financing initiative that pools grant resources in order to leverage
loans for the financing of priority infrastructure in the Western Balkans. Its scope is
likely to expand beyond infrastructure into socio-economic and energy efficiency
related areas!”?® Furthermore, Serbia has benefited from a relatively large EBRD and
European Investment Bank loans for the development of research and development
capacities.

Finally, the Opportunities and Constraints Study of 12 (Sub)Sectors of the Serbian
Economy (tourism, ICT, renewable energy, film and production, construction ser-
vices, building materials, education, textile and apparel, wood processing and fur-
niture, logistics and transport, auto-parts), undertaken by USAID Serbia Competi-
tiveness Project in late 2007, demonstrated that there are specific opportunities
and policy interventions required at the sector-level, as well as some cross-cutting
efforts to enhance workforce development and promotion. The promotion policy,
including a country’s branding, merits additional attention in any export policy and
especially in Serbia which still suffers from a negative image resulting from recent
conflicts in the Balkans.**

National Competitiveness Council of Serbia: Business-Government Cooperation

The National Competitiveness Council of Serbia (NCCS) was established to enhance
Serbia’s competitiveness, first in 2003 with the assistance of the USAID, but only for
a relatively short period (activities ceased with the change of government in 2004),
it was re-established in 2008 by government leaders, namely Deputy Prime Minister
Bozidar Djelic, who became the President of the NCCS. He expressed the goal of this

' Transition Report 2008, presented by Erik Berglof, EBRD Chief Economist, Serbia Competitiveness Council, November 28, 2008.
2 EBRD presentation in Belgrade, Serbia, by Erik Berglof, EBRD Chief Economist, June 2011
# For more, see http://www.wbif.eu

2 For more, see www.compete.rs
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advisory government council to be “to move up on the World Economic Forum’s list
and become of the top 70 highest ranking countries by 2011.” The more formal objec-
tive, as written in the organization’s founding act, became “to analyze the current
situation and propose an annual program for enhancing Serbia’s competitiveness.”
The Council has 33 members, including relevant government representatives at the
highest level, representatives of business associations and academic institutions.”

Five Working groups were established in autumn 2009 to render NCCS more effec-
tive:

1.Energy Efficiency;

2.Infrastructure;

3.Internal Market Efficiency;

4.Labor Market Efficiency, Human Capital and Innovations and
5.Public Administration Reform.

These groups are composed of government representatives (technical level), aca-
demic experts, private sector representatives, and experts from international orga-
nizations (e.g. World Bank, USAID, etc). A series of constructive meetings have been
held to define initial policy proposals based on World Economic Forum measures;
the results have been mixed. On the one hand, the working groups defined and
successfully advocated for a set of measures to improve Serbia’s competitiveness
in 2010, the Serbian National Competitiveness Council adopted these measures on
December 14, 2009 and the Government subsequently adopted the plan of action,
with some minor changes, on January 21, 2010%. On the other hand, while some
measures were fully implemented, many have not yet been seriously considered
or applied. In November of the same year (2010), Serbia fell by three places on the
WEF Global Competitiveness Index, which was a further discouragement, though it
will take time for policy to show its results in the rankings.

The most disappointing policy results were in the area of streamlining administra-
tion, identified by NCCS as a priority, in the regulatory reform framework defined by

» For more, see the official Internet presentation of the National Competitiveness Council of Serbia, http://www.konkurent-
nasrbija.gov.rs/

%These policies are in line with the recommendations noted above, and have been defined more specifically, in an attempt
to address the weaknesses demonstrated in the international business climate reports. The full text of the recommenda-
tions is available on-line at this web address: http://www.konkurentnasrbija.gov.rs/pdf/Conclusion_Goverment_Competi-
tiveness.pdf. A summary of the measures is noted here: “A total of 38 measures are envisaged in the field of infrastructure,
energy efficiency, the efficiency of goods and labor markets, the development of human capital, innovations and the im-
provement of efficiency in public administration. These are measures that will eliminate administrative barriers to businesses
and ensure effective law enforcement, through the adoption of missing laws and improvements in transparency of state
institutions. Among other measures proposed is the harmonization of local utility fees in accordance with the practice in
the region (since countries from the region compete with Serbia in attracting foreign investment), to prepare the Law on
rational use of energy, to encourage investments in innovation and the effective funding of result-driven education. It is also
recommended that the recognition of foreign diplomas be facilitated in order to reduce the brain drain, this would include
free or minimal payment for the recognition procedure”
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the Government’s regulatory reform unit in December 2009. Though the deadline
envisaged for this was one year, in December 2010, when the deadline had been
surpassed, business leaders were disappointed: based on publicly available data,
out of 214 recommendations for improvements to the regulatory framework ad-
opted by the Serbian Government, only 31 had actually been implemented?. The
size of the public sector has not been reduced in substance; indeed, some nominal
reductions were followed by new engagements in consulting contracts and even
full employment. The latest announcement of 100 new engagements in the Pen-
sion fund of January 2011 has created a particularly adverse reaction among the
public. At the same time, toward the end of 2010, the government took additional
measures to increase revenue, namely by imposing high increases in property tax
(up to 60%), based on changes introduced to tax regulations.

Two important lessons can be drawn from this experience:

+ There can be no significant results if the government is not fully focused on
raising competitiveness. Political will is crucial to the economic development of
a country. If this argument is turned around, resolute government policy could
appreciably facilitate export-led growth. A source of this type of political will
could be found in the upcoming elections and a desire to reach official candi-
dacy status for EU membership. Increased effectiveness of the government in
2011 strongly supports this argument.

« Private sector and international expert contribution to the improved competi-
tiveness, and thus improved exports of a country can be invaluable. In the case
of Serbia, the interest and expertise provided by businesses and international
development agencies’ can only be commended, and cherished. Therefore, the
work of the National Competitiveness Council should be further supported and
encouraged.

According to a recent London School of Economics publication that analyses South
Eastern Europe after the Crisis: “The real lesson of the economic crisis seems to be
that the days of easy growth are over, and new policies must be designed and in-
troduced to cope with the new realities. These will involve much delayed reforms
in some countries, including structural reforms to improve the business environ-
ment and competitiveness, as well as institutional reforms to improve the func-
tioning of the judicial system, reduce the shadow of the informal economy and
tackle the widespread problems of institutionalized, high-level corruption, as well

¥ For more on the government's efforts, see http://www.srp.gov.rs/srp/default.aspx. For more on the monitoring of imple-
mentation, see activities of the National Alliance for Local Economic Development, which initiated an advocacy campaign
for a regulatory reform in Serbia called “Out of the Maze": http://www.naled-serbia.org.

& Will Bartlett and Vassilis Monastiriotis, South Eastern Europe after the Crisis; A New Dawn or Back to Business as Usual?
(London: LSEE — Research on South Eastern Europe, European Institute, London School of Economics, November 2010), 4.
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as embedded organized crime, which in some countries undermines the trust and
confidence needed to underpin modern economic growth.?

The editors of this volume, Will Bartlett and Vassilis Monastiriotis, suggest that a
new growth model be considered for Southeast Europe following the world eco-
nomic crisis, and they accentuate regional trade growth as a possible source of de-
velopment. Nonetheless, other than reducing red tape, here with an emphasis on
border crossings, no new solutions are on the horizon. An improved way of doing
business seems to be both the least expensive policy available to the government
at present, and the most effective one within the perspective of attaining export-
led growth.
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MIHAIL ARANDARENKO?®
DISTRIBUTIVE CONSEQUENCES
OF THE ‘NEW GROWTH MODEL’ IN SERBIA

Itis axiomatic, that always the affluent will hope to use their money power to resist populist
demands to have the government help the masses, at their expense’

Paul A. Samuelson, 2000.

Introduction

In this brief paper we shall look at and try to analyze the distributive aspects of the
‘New growth model’in Serbia. Here, 'New growth model’is a generic expression for
a number of proposals which have been developed since the start of the economic
crisis in Fall 2008 and which seem to reflect a wide ‘diagnostic’ consensus of eco-
nomic experts in Serbia. In essence, these proposals emphasize the need to make
a decisive shift from a consumption oriented, demand and import driven devel-
opment paradigm to a new, savings and investment-oriented, supply and export
driven growth and development model.

The most comprehensive proposal of this type was put forward within the ‘Serbi-
an Post-Crisis Economic Growth and Development Model 2011-2020’ (Post-crisis
model hereafter, USAID et al, 2010), which was publicly presented and endorsed by
the Prime Minister in September 2010. Although distributional considerations are
not dealt with explicitly, this extensive document gives a lot of clues regarding the
changing size and structure of both public expenditures and fiscal revenues con-
ducive to the new model. However, what is clearly lacking is an assessment of likely
winners and losers based on these changes. As most programmatic and politically
charged documents, it assumes that overall societal benefits far outweigh private
costs, which are, in any case, expected to be only temporary. Contrary to this ap-
proach, we start from the premise that an honest assessment of winners and losers
of reform is a precondition not only to assessing its political viability, but also its
impact on economic equality and social cohesion.

The rest of the paper is organized as follows. First, we explain the motivation behind
the New growth model and describe the principal features of its most elaborate
form: the Post-crisis model. Then we move on to describe concrete proposals put
forward within the Post-crisis model regarding the reform of public expenditures
and public revenues and analyse, ex-ante, their distributional consequences. We
then try to compile a list of population groups which stand to lose from the reform,
as well as the likely winners. Eventually, we will show how the proposed reform

* Mihail Arandarenko is a professor of Labour Economics, Belgrade University and chairman of the board, Foundation for
the Advancement of Economics.
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within the Post-crisis model is not consistent with the societal values of equality and
social cohesion. We conclude with the suggestion that the New growth model for
Serbia should be formulated in such a manner as to support efficiency and equity at
the same time — which is not the case with the Post-crisis model in its present form.

New growth model

In Fall 2008, the global economic crisis hit Serbia, at first in the form of a mild epi-
sode of bank panic. But it soon become clear that the root causes of the Serbian
economic problems were not related to the crisis and that they had only been
brought to light by the crisis somewhat sooner and in a more dramatic fashion.
Faced with a sudden stop in foreign capital inflows, Serbia ran into the archetypical
problem of developing countries: a deficit in the balance of payments.

In the last decade, the economic reforms were carried out in Serbia with a dual
aim, on the one hand, to achieve substantial increases in both personal and pub-
lic consumption and, on the other hand, to create the institutional and material
conditions for sustainable development through market reforms, privatization and
inflows of foreign investment. However, looking at the results achieved over the pe-
riod 2001-2008, it can be concluded that the reforms were much more successful in
increasing consumption than in creating the preconditions for sustainable growth.
At 5.4%, the average annual GDP growth rate seems to be solid, but it was still in-
sufficient to compensate for a large development gap stemming from the 90's.
However, the most serious problem was the unfavorable structure of the creation
and use of that growing GDP, which led to an increasing exports imbalance due to
growing foreign trade and balance of payments deficits. The major components of
the economic growth were non-tradable services (USAID et al, 2010).

The impact of foreign trade imbalances on economic growth prospects is best
captured from the ratio of growth and participation of tradable and non-tradable
goods in GDP. In 2001, the tradable goods (roughly agriculture and manufactur-
ing) participated in the formation of GDP with 32%, and in 2008 the share dropped
to below 24%. Structurally, this meant a reduced supply of goods for exports and
increased demand for imported goods. Furthermore, internal demand and con-
sumption grew faster than GDP - which contributed to the continuous expansion
of the deficit in the balance of payment. Such a model is sustainable only if there
is a sufficient net inflow of foreign capital, creating the surplus in the balance of
financial and capital transactions, and thus covering the current account deficit.
This growth is clearly not sustainable once sources of capital account surplus have
been exhausted.

The growth in domestic demand (7.5% per year) and consumption (7.3%), until
2008 when the global crisis erupted, was significantly faster than the growth in
GDP (5.4% per year). Thus, in 2007 and 2008, the value of domestic demand ex-
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ceeded the value of the gross domestic product by over 23%. About 19% of the
total domestic demand was covered by the excess of imports over exports, i.e. a
deficit of goods and services, which grew by 10.9% per year (USAID et al, 2010).

The well-known remedy for this situation is to shift resources from non-tradable
goods and services to capital-intensive tradable goods sectors. The least costly way
to do this is to devalue the currency, which would raise the price of tradable goods
and services relative to non-tradable goods and services and thus attract resources
into the tradable sectors. As long as tradable goods are capital intensive, this would
also shift the income distribution toward capital. The fear might be that unions or
other wage-preserving institutions would stop relative prices from moving in the
desired direction. Without a price-induced shift in resources, the country would
have to suffer a recession to reduce imports and raise exports, which would be sig-
nificantly more costly than a real devaluation (Freeman, 2009).

Serbia was indeed able to reduce the balance of payments deficit through a real de-
valuation in 2009; however, the adjustment was mostly downward in terms of trade
volumes, with a short-term shift to the tradable sectors, which resulted in a growth
in export and a drop in the foreign trade deficit. But, the adjustment in monetary
policy was far from sufficient to remove all the imbalances and distortions in the
Serbian economy. So attention during 2009 moved to fiscal policy - both expendi-
ture and revenue - and to the ‘real sector’ Early consensus among economists on
what the basic content of a shift from ‘old’ to ‘new’ growth model would be, is sum-
marized below, in Table 1.

Table 1 - New Growth Model in Serbia — Generic Scenario

Area Old model New model
Main sources of growth Demand, consumption, Investments;
Imports; Exports;
Non-tradables; Tradables;
Services; Manufacturing;

Monetary and exchange rate
policy

Appreciation of the dinar to
absorb FDI and remittances

Depreciation of the dinar to
lower ULC and boost exports

Fiscal policy

Expansionary in good times,
led by increase in public
sector salaries and pensions

Reduction in public spend-
ing and restructuring in favor
of public investment

Sectoral policies, Institutions

Captured by interest groups

Supportive to sustainable
growth

Since Serbia missed the chance to change its growth paradigm during the ‘good
times; it became clear that the government would have to start structural reforms
which would be very painful, requiring sacrifices from a wide range, if not all, of
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economic agents and population groups. Under these circumstances, the issues of
distributional justice and how the burden and costs of the necessary reforms would
be shared would naturally come to the forefront of any public debate or expert
assessments. Interestingly enough, distributional issues have not been an integral
part of the debate related to the new growth paradigm.

True, in the Post-crisis model there is repeated reference, among the risk factors,
to the danger that an increase in unemployment and decline in earnings may lead
to wider social problems, political turmoil and a government orientation towards
short-term (populist) goals. However, since there is no explicit elaboration on how
to handle any potential broader social dissatisfaction, the implicit answer to this
challenge is simple — once the optimal model has been found, the government
should simply stick to the recipe suggested in the document. Distributional issues
are exogenous to the model. Efficiency is the key. The new growth model, based on
healthier and firmer foundations, will bring benefits to all, at least in the long term.

This approach is flawed. Distributional issues are not exogenous or second-rated in
the Serbian context, or any other context for that matter. On the contrary, they rep-
resent a major source of imbalances that have been accumulated over the past de-
cade. In a recent paper (Arandarenko, 2010) we sketched an alternative view of the
transition decade in Serbia (2000-2010), in which market reforms and privatization,
as they have been conducted in Serbia, are viewed as a gigantic redistributional
vehicle, rather than the means of economic transformation and growth. The mas-
sive redistribution of income was enacted from the ‘lower’ to ‘middle’ classes, from
private to public sector employees, from families with many children to pensioners,
from beneficiaries to providers of public services, from underdeveloped regions to
the capital city, etc. Fiscal policy — both the regressive taxation of labor and public
expenditures directed toward public sector employees and pensioners — was the
main, but far from the only, vehicle of this redistribution. At the same time, an even
more impressive transfer of wealth was carried out via the privatization of ill-de-
fined ‘social’ property (which was, according to the former ideological fiction, both
everybody’s and nobody’s property), to the closely intertwined political, economic
and technocratic elites.

In any case, the Post-crisis model calls for credible medium-term fiscal adjustment,
or more precisely a reduction of the fiscal deficit, in terms of a relative (to GDP)
reduction of current public expenditures. The fiscal deficit of almost 5% of GDP in
2010 should be reduced to slightly more than 1% in 2015. The main adjustment is
to be achieved through a relative decrease (relative to GDP) in current public ex-
penditures, and in a parallel change in structure. Part of that change will be involun-
tary, since interest payments will inevitably grow due to increased public debt. On
the other hand, as part of the new model, the relative share of public investment
would have to be increased significantly. Consequently, current public spending
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should be cut much more than the fiscal deficit. Since its main components are
public sector salaries and pensions, it appears that, given the relatively modest
growth rates expected in the first half of the current decade, they would have to be
cut both in relative and in absolute terms.

On the revenue side, the main problem will be the relative reduction (as % of GDP)
in tax revenues if tax rates remain unchanged. Future economic growth, to be sus-
tainable, requires diverting the economy from imports and consumption towards
exports and investment. This will lead to a reduction in the tax base, in areas such
as imports and consumption, which will result in reduced revenues (customs fees
and VAT) if the same rates are maintained. If the tax rate does not change, it implies
that current public expenditure must be cut further to achieve this necessary fiscal
adjustment.

According to the Post-crisis model, the extent of fiscal restructuring Serbia is go-
ing to face in the next five years will require the introduction of firm legal rules
to ensure the adjustment. Legally introduced rules increase the credibility of the
planned reduction in fiscal deficit and keep public debt under control. Further-
more, the rules should help maintain the counter-cyclical fiscal policy, i.e. that a
country in good times creates a reserve (budgetary surplus), which is then used in
bad times. Legally introduced fiscal rules should support these policy goals. There
will be two different periods: first, a period of fiscal consolidation, i.e. a significant
reduction of deficit and control of growth in public debt (until 2015), and then,
from 2016 onward, maintenance of the prudent fiscal position and policy. Thus,
two groups of rules are proposed, to match the challenges set: (1) Transitional fis-
cal rules by 2015, and (2) Permanent rules, afterwards. The transitional fiscal rules
should provide for a reduction in the current consolidated fiscal deficit from almost
5% GDP, to approximately 1% by 2015. In order to achieve this, the plan is to reduce
the deficit by 0.75% of GDP every year. Taking into account the current public debt
in Serbia and the possible impact of greater debt (debt intolerance) - public and
external - on the potential crisis and economic growth, the ceiling for public debt
is set at 45% of GDP.

The control of public sector salaries and pensions through 2012 has already been
agreed with the IMF. The new Pensions law envisages that after 2012 average pen-
sions should be indexed according to inflation plus GDP growth above 4%. Growth
of public sector salaries after 2012 also should be limited to inflation plus half the
growth in GDP. The share of public sector salaries in GDP should be reduced from
slightly above 10% in 2010 to 8% by 2015, and in the same period the share of pen-
sions should drop from some 13% to around 10% of GDP.

Another extremely important shift envisaged within the Post-crisis model is the
reform of the tax system, aimed at reducing taxes on labor and increasing taxes on
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consumption in order to ‘contribute to creating favorable conditions for employ-
ment, investment and exports’ (USAID et al, 2010). These objectives, according to
the model, should be achieved by reducing the rate of social security contributions
by a third or a quarter, and increasing the VAT rate by 3 or 4 procentage points. Such
a simultaneous change would preserve the revenue neutrality of the tax system, or
slightly increase the tax revenues by 0.5 to 1% of GDP.

Impact of the Post-crisis model on income distribution

Let us try to ‘deconstruct’the overall distributional impact of the reforms proposed
in the Post-crisis model. On the one hand, reforms related to monetary policy and
fiscal expenditures, if carried out fully, imply that the distributional coalitions, in-
terest groups and classes which were privileged in the course of the last decade,
should voluntarily give up a significant portion of the income and/or resources they
control. On the other hand, the reform of fiscal revenues implies that the heaviest
price of taxation reform will be paid by the most vulnerable groups. Let us analyze
the distributional impact of the model, policy by policy.

In monetary and exchange rate policy, the Post-crisis model envisages tight mon-
etary policy and moderate depreciation of the dinar, as the means to achieve stable
prices and to boost exports. However, price stability is a relative category in Serbia
and may wellimply an average annual inflation of some 5% until 2015. Coupled with
a real depreciation of the dinar, that will have negative effects on families on fixed
incomes as well as families with foreign denominated debts, including mortgages.
Relative winners would, conversely, be families with significant foreign currency
savings and families living on euroized incomes. However, the overall impact on in-
come distribution of the new regime in monetary and exchange rate policy is hard
to predict — although it appears that the winners already belong to the wealthier
part of the population, it is also the case with an important group of losers — for ex-
ample, those who were able to get a mortgage. Uncertainty is underlined further,
since the Post-crisis model shies away from offering any full-blown quantifications
and simulations in monetary and exchange rate policy areas. Nevertheless, our as-
sessment indicates that the application of a monetary and exchange rate policy
that is conducive to the goals of the new model will most likely have a neutral or
somewhat negative impact on income distribution.

Moving on to the new public expenditures policy, it is easy to identify two groups
which can be expected to suffer the highest relative losses: public sector employ-
ees and pensioners. While families with public sector employees clearly have an
above-average position in the income distribution rankings as a group, families
with pensioners are widely dispersed across the cumulative distribution line. Over-
all, the impact of the planned reduction in public expenditures could therefore be
assessed as slightly favorable to greater equality, because of a clearly equalizing
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effect of a reduction in the relative size of the public sector wage bill, and at best an
ambiguous effect on income distribution of a reduction in the relative size of the
pension bill.

The most interesting and yet at the same time most worrisome distributional im-
pact is that of the taxation system reform envisaged by the Post crisis model. It
was widely marketed as a pro-employment, pro-working poor and pro-export re-
form (Arsic et al, 2010). Putting aside a rather unusual claim that a revenue-neutral
tax reform based on a reduction in social security contributions and an increase in
VAT would decisively boost employment and growth, let us focus on its true distri-
butional impact as well as its impact on poverty, using the simplest ex-ante static
analysis.

In Serbia, formal non-agricultural employment comprises less than 1,800,000 per-
sons. Compared with a total population of some 7,400,000, this means that less
than 25% of the population would benefit directly from a reduction in social secu-
rity contributions. On the other hand, the welfare losses caused by an increase in
VAT will be borne by everyone.

Informal employment is widespread in Serbia. According to LSMS 2007, some 35%
of total employment is informal. Such workers tend to have much lower incomes
and their families are at much greater risk of poverty. We can assume that around
a third of the entire population in Serbia lives in families with no formal employees
- note that all families whose head is a pensioner or unemployed or informally em-
ployed fall into this category. Such families would, by definition, be absolute losers
from the taxation reform — they would suffer immediate welfare losses from higher
VAT and would not gain anything from lower social security contributions.

Moving from absolute to relative losers, it is most likely that families with only one
formal employee and more than three members will be among the net losers —
roughly, the more dependents, such as children, the larger the overall welfare loss
for the family. Such families tend to be found more frequently in poorer regions,
rural areas, among the deprived Roma ethnic minority, etc. Pensioners and all per-
sons above working age as a group will also only experience losses, and as a conse-
quence poverty among the elderly will increase.

Formal employment is at its historical minimum in Serbia today. Consequently, the
number and share of families without formal employees (one of the Laeken indi-
cators not widely used in Serbia) is at a historical maximum. Even in a long term
perspective, the absorption capacity of formal Serbia will remain very limited - ac-
cording to the optimistic projections of the Post-crisis model, by 2020 total employ-
ment will increase by a mere 440,000 jobs (most of them formal), the majority of
which will be created after 2015.
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The overall impact of the Post-crisis model on income distribution within three
main policy areas — monetary and exchange rate policy, public expenditures re-
form and taxation reform - is summarized in Table 2.

Table 2 - Post-crisis Model — Ex-ante Assessment of Winners and Losers within the Population

Policy area Winners Losers Impact on in-
come distribution
Monetary and Forex creditors; Forex debtors; Ambivalent to
exchange rate policy | Families on euroized Families on fixed greater inequality
incomes incomes

Public expenditures | Population atlargein | Public sectoremploy- | Greater equality
reduction the long term ees; Pensioners; to ambivalent
Population at large in
the short term

Taxation reform Public sector Families without formal | Greater inequality
(lower SSC, higher employees; employees;
VAT) Families with a Families with a
higher share of formal | lower share of formal
employees (e.g.an employees (e.g.a
employed couple | single mother with four
without children) children)

Conclusion and alternative taxation reform proposal

Our main concern regarding the distribution effects of the Post-crisis model relates
to the suggested direction of the taxation reform. Our firm conclusion, based on
a simple ex-ante analysis, but also supported by micro-simulations, based on the
Living Standard Measurement Survey Data, is that a significant increase in the VAT
rate will widen the divide between the first and the second Serbia - one privileged and
formal, the other vulnerable and informal. The impact of such a measure on inequal-
ity and poverty could be assessed as ranging from very serious to dramatic, and
morally and politically unacceptable.

What should be done in order to make the Post-crisis model more equitable,
without losing efficiency gains? We feel that an alternative taxation reform would
enhance efficiency and equity in parallel. Instead of centering reform around an
increase in the VAT rate by 4 (or 3)percentage points, it should be based on the fol-
lowing pillars:

1.The assumption of revenue neutrality should be abandoned - cutting public
expenditures should be accompanied by cuts in public revenue - somewhat
milder, to allow for a gradual reduction in fiscal deficit.

2.The introduction of progressive income taxation, which would in terms of tax
wedge imply collecting slightly more from the middle class and much more
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from the rich (instead of proposing, as in current Post-crisis model, an across-
the-board labor tax reduction). A tax-based incomes policy maybe sounds old
fashioned, but it is well suited to Serbia’s huge public sector.

3.An increase in excise on luxury and harmful goods, such as tobacco and alco-
holic beverages, etc.

4.Increase effective (not necessarily headline) tax rate on corporate income.
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MiLaN Zivkovic®®
A CROATIAN QUESTION: WHY SHOULD INDUSTRIAL PoLICY
BE SociAL DEMOCRATS’ PRIORITY?

It could seem obvious, yet | shall offer three answers: because of the global crisis,
because of the domestic crisis and eventually because of the crisis of political ideas.
Aware that most arguments are not that much social democratic, but mostly com-
monsensical, | hope they will fit together. Anyway, its other advocates also cannot
agree about what social democracy is today, if not just an attempt to agree about
common sense in politics.

Why do we need industrial policy?*' And who should determine what kind of it?
The questions are not rhetorical at all. If production in Croatia is not an EU priority
as well as it is not a priority of the Croatian state, whose priority it actually is? Many
people would say: If anything should be produced at all, it is to be decided upon
by the private sector — this time free of tax and “parafiscal burdens”. Shouldn't we
search for an answer in the withdrawal of the state in favour of the private sec-
tor? “Simultaneously, with less employees in the state administration, the burdens
which are currently slowing down the new business incentives and the creation
of new jobs would decrease’, says one Croatian daily’s columnist, summarizing his
standpoint: “It is presumed that once they are free of burdens, and with a redun-
dant labour on the market, the investors would be encouraged to start new busi-
nesses.” (Jutarnji list, 2009).

If we leave behind the cynicism of this policy that acknowledges itself that it does
not work without “redundant labour on the market’, what makes such “presump-
tion” problematic? Immanuel Wallerstein explained it nicely: “There’s the little prob-
lem of what Keynes and Kalecki wrote about - effective demand. In any medium-
run calculation, if there are not enough customers, there will not be enough sales,
and very soon the profits will dry up. The industries that are increasing their profits
by reducing their work force and squeezing their remaining labourers are going to
have surging profits for a very short run until they run into the hard brick wall of
serious deflation. And then they'll crash. Can't they see this? Sure, some can, but

30 Milan Zivkovic is the Secretary of the National Policy Commission of the Social Democratic Party of Croatia and the Presi-
dent of its Culture and Media Policy Commission. He is also the Director of the social democratic Political Academy New
Society.

*'The term "industrial policy”refers here very broadly to any strategic behaviour of the government with regard to economic
activity. These activities include even “cultural industries” like audio-visual services, tourism and agriculture — not just manu-
facturing of internationally tradable goods. Even the absence of any evident 'no, we're not going to deal with it, but cut the
taxes and let everything to the business sector” government policy is, of course, an industrial policy as well. However, it is
a quite aggressive one. Giving up the possibility to record and strategically/in sustainable manner utilize local resources in
favour of the active, future and pension generations — well, that exhausts the same resources at an accelerated and inef-
ficient manner, while just redirecting the profits to the few and/or elsewhere. Such approach, to say the truth, could favour
the owners of some corporation or perhaps — | would agree - even workers too, but the majority of the inhabitants of certain
territory are likely to experience unemployment, debt or higher prices.
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they (...) hope they'll escape with their personal profits before the whole industry
collapses. Good luck!” (Wallerstein, 2010).

The Age of Stimulus:
Why do We Need an Active Policy to Overcome the Crisis?

“There were good grounds for some of the disillusion with state-managed industries and
public administration that became so common in the 1980s. (...) Nevertheless, the mere
belief that business was good and government bad (in president Reagan’s words govern-
ment was not the solution but the problent’) was not an alternative economic policy. (...)
In any case most neo-liberal governments were obliged to manage and steer their econo-
mies, while claiming that they were only encouraging market forces.”

Eric J. Hobsbawm: The Age of Extremes, 1996

“Barack Obama said in 2009 that the government must make Strategic decisions about
strategic industries’. His stimulus plan last year earmarked bn for innovation in sectors
such as renewable energy, high-speed rail and advanced vehicles. Japan’s prime minister,
Naoto Kan, said in April that the government wanted to create a new Japan Inc’, deepen-
ing the links between business and the state. In June the Ministry of Economy, Trade and
Industry (METI) announced a strategy to combat the ‘increasingly aggressive’ industrial
policies of America, Britain, China, France, Germany and South Korea.”

The Economist: The Global Revival of Industrial Policy, 2010

Promoting 59 bn dollar government investments in the clean energy and technol-
ogy in March 2009, the American president Barack Obama used effective synec-
doche (part for the whole). Among others, he gave an example of an insulated-
windows manufacturer. “Last year, that factory was shuttered and more than one
hundred jobs were lost” The whole picture is much worse: “We've lost 4.4 million
jobs since this recession began.” And then, because of the government’s measures,
the same factory “is rehiring the folks who lost their jobs. And these workers will
now have a new mission: producing some of the most energy-efficient windows in
the world" The other examples include manufacturers of more reliable solar-ener-
gy technology, energy-saving computer chips, and batteries for electric vehicles as
well as construction companies refurbishing office and school buildings to be more
energy-efficient. These examples speak for all government policies: “My adminis-
tration has begun implementing the American Recovery and Reinvestment Act,
which will create or save 3.5 million jobs - and 90% of those, will be in the private
sector”

On www.recovery.gov we may track the increase of jobs supported by the law.
Although such number will hardly reach the optimistic announcement given by
the President, which his opponents will probably often gloatingly remind about,
it is important to clearly see the goal: employment. In fact, the word is about the
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nominal amount of 787 bn dollars for stimulation of employment, investments
and spending, which the American Congress approved in 2009 based on the men-
tioned Act. Such so-called stimulus foresees investments in infrastructure and en-
ergy, science and education, tax relieves, support to the poor and unemployed... in
the amount of 2% of the American GDP (IMF, 2009: 18). The other highly developed
countries showed similar antirecession gestures: Great Britain with the amount of
1.4 % of GDP (in 2009), Germany 1.5, Japan 1.4, and Spain 2.3 etc. (Drezgic, 2010:
204). With somewhat different accentuation - “trust” instead of “employment” - the
European Economic Recovery Plan foresaw the stimulus in the amount of app. 2 %
of GDP in 2009 and 2010. Among the transition states, the Czech Republic and Ro-
mania preceded (Roeger and in‘t Veld, 2010), and the newspaper articles recycled
the phrase that the American President said some forty years ago, saying that we
are all now Keynesians — again.

One of them, John Kenneth Galbraith, did not live to see our crisis; however, study-
ing the previous ones made him sure about the simplicity of the political antireces-
sion alternatives. Taxes can be reduced, writes Galbraith pére, but nobody “is be-
lieved to be so inclined to desuetude, so aroused by the prospect of mere income,
as the affluent taxpayer” (Galbraith, 1997: 36). Interest can be decreased, although
“it may have little or no effect on the flow of aggregate demand” (Galbraith, 1997:
38), because “the broader perspective is too much insecure”. Eventually, “the gov-
ernment can contribute directly to flow of demand by new expenditure in excess of
tax receipts — by deliberatively accepted or deliberately increased deficit”(Galbraith,
1997: 36-37). Now, if we want such deficit to represent anything but an additional
burden to the new generations, the antirecession stimuli must not be intended for
financing of the current state expenditures. In other words, we need industrial pol-
icy. If that means insulated-windows, all right. If it means production of renewable
energy, the better; but in any case, it must be clear that the discretionary decision
about deficit financing is intended for the (economic) activity that encourages fu-
ture wellbeing and economic growth.

In the economic crises the markets cannot offer an answer to the core question
of capitalism — what should be produced? Namely, at the time of the economic
crises the markets keep silent, which is also the definition of crisis. The honourable
investor is “in big trouble’, even the lower interest rates are not of much help. Does
he want lower taxes? Of course, but it still does not mean he is willing and has an
idea of where to invest. Who is going to show “the investment direction” to our
“responsible investor”? Where do the future profits hide? In new models of mobile
phones? Insulated windows? Marketing? Public transport? Financial operations?
Quality food? With all reasonable doubts about our ability to solve the problem
collectively, we shall hardly find a more reliable framework than the developmental
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state. Or maybe even the developmental region or town3? but, someone has to
make a list of common resources, assess their potential and merge two of them by
an investment line of industrial policy.

Whole such factory revival as well as rebalancing of the national economies away
from finance and property (see The Economist, 2010) and closer to the production
and thereto related services has, of course, not ended without various opinions, or
attempts to use stimuli for the bank bailouts, or fierce criticism from the left and
right. The latter summarizes the traditional ideological “red card” that the state re-
ceives from the editorial board of The Economist. It all can seem very reasonable,
theoretical and proven in practice, but such a historic passiveness can always tell
that “the governments rarely assess the expenditures and benefits correctly”. Of
course, the left criticism is not attacking the stimulus itself, but its possible delay,
small scope or certain structural indecisiveness. Even if we leave all money intend-
ed for the rescuing of banks aside, you do not have to be Paul Krugman to see
“strayings” in all recession plans, in the form of concessions to the rich trapped by
liquidity.

How do you call “stimulus” in Croatian? - We don't, because there isn’t one. The en-
tire absurdity about staggering of the majority of the Croatian business community,
the supporting media, economic “experts” and actual Government advised by all
of them, is only an illustration of the campaign at the beginning of 2011 which an-
nounces 30 projects searching for their investor. “Many potential investors gave up
long time ago because of the bureaucracy. How could they be persuaded to change
their mind?”wonders one Croatian daily in the genre of its 13.8 bn Euro fantasy (one
third of GDP (Jutarnji, 2011)."“A paradox of fiscal policy”in most transition countries
whose space to manoeuvre has been limited by their previous debts, warns the
young economist Sasa Drezgic, is that “the share of the public spending in GDP rises
in times of conjuncture, and falls in times of recession” (Drezgic, 2010: 208). Instead
of balancing their spending and their production during the good times, and now

32 Or maybe, for member-states, European Union? “Now more than ever, Europe needs industry and industry needs Europe,’
proudly declares European Integrated Industrial Policy (European Commission, 2010:3). The advantages, i.e. disadvantages,
of the narrower, local, or broader, national and supranational focus, have been obvious. Namely, all resources and all future
jobs are local, whereas more significant amount of money and coordination are on the national and supranational levels.
The same as it was at the time of those “original” Keynesians. What should this time be taken into account are crises in the
1970s and 1980s. If all dimensions of oil shocks, interest crises and currency wars could be reduced to one moral, such
moral would be: inability of the national economy. Regardless of how difficult it is for us to accept it, as precisely warned by
Hobsbawm, the state-nation has not been the place of the Keynesian consensus ever since. Do we have to look for a new
“state” on the global or local level, by creation of more food and energy sustainable communities — or do we have “to break
down the antisocial conspiracy” on the level of the state-nation? — this will probably be a matter of dispute for a long time.
What seems certain though, is that there is still a need of and possibility to make the collective answer to the question what
should be produced?

% (riticizing the Economist, Steven Ezell suggests that ‘it would be more constructive to envision a continuum of govern-
ment-market engagement, increasing from left to right in four steps from alaissez faire, leave it to the market'approach to
‘supporting factor conditions for innovation (such as education); to going further by ‘supporting key technologies/indus-
tries; to at the most extreme ‘picking specific national champion companies; that is, ‘picking winners” (Ezell, 2010).
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using stimuli**, the transition deficit hawks literally compete whose cuts will be more
painful. IMF's new Neo-Keynesian face, if existing at all, is clandestine from the tran-
sition perspective: the West is just encouraging the cuts. As with the crisis on the
Balkans backyard of Europe, we shall see that there is nothing new in it.

Huge Problems and Disturbances*®

“In the period from 1500 and 2000, Croatia had just two short periods - we shall call them
episodes - during which it “caught up” with the developed countries. That was between
1870 and 1913 - when GDP per capita multiplied 2.3 times, and between 1950 and 1980,
when it mounted up four times. About that fact we should give ourselves a proper think,
analyse it and learn our lessons.”

Gordan Druzic: Croatian Tropic, 2004

“Postponement of understanding the hazards of such an extensive development and its
limited resources was possible as long as the excessive sources of spending and external
loans has not reached and went beyond our capacities.”

Starting points of the long-term policy of economic stabilisation, 1982

If the decades after 1973 — an era of decay of the nation-state’s economic pow-
er - meant a period of more or less awkward failure and fix of social consensus
(Hobsbawm, 1996: 403), the crisis hit ex-Yugoslavia in a more than obvious manner,
though some years later. The Breakdown of the Bretton-Woods regime, the Yom
Kippur war and the first oil shock - when the price for a barrel went from three to
twelve USD in the last three months of 1973 - Yugoslavia passed through these
crises quite painless, mostly thanks to “friendly” oil from Libya. However, the offer
of cheap credits in petro-dollars was much harder to resist. External debt rose from
just 1.2 bn USD in 1971 to significant 20.8 bn in 1981. Although a lot of people
around still remember the seventies as - in their memory maybe the only - era of
progress, social mobility and general optimism, all of it turned to be very tricky
when the second oil shock struck in 1979 (40 USD per barrel), followed by FED's
rise of the price of the dollar and the interest rate (from 8 to 22 % between 1980
and 1982). Countries in development then started to export everything they could.
Agricultural products, crude materials... what else - whose prices sunk even more,
because of that collective export-offensive. It was in the beginning of the eighties
when such a sad anecdote spread, the one with the message from the worker of

*"Spend now, while the economy remains depressed; save later, once it has recovered. How hard is that to understand?”
writes Krugman in one of his most effective activist-contributions to the new developmental paradigm, “But if we need to
raise taxes and cut spending eventually, shouldn't we start now? No, we shouldn't. Right now, we have a severely depressed
economy - and that depressed economy is inflicting long-run damage. Every year that goes by with extremely high un-
employment increases the chance that many of the long-term unemployed will never come back to the work force, and
become a permanent underclass’ (Krugman, 2010a).

*"An outline of report on activities of Alliance of Communists of Croatia and its bodies between 10" and 11% congress’, cited
according to Duda, 2010: 387.
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the Zastava Kragujevac car factory which a buyer of the “Yugo’, that undesirable
symbol-car, found later on a piece of paper in the broken car-door: “My payment
is like your compartment”. Well, in period 1980 - 1983 “payment” fell to the end of
sixties level, in real terms (see Druzic, 2004 and Duda, 2010). The story about po-
litical elites hiding the crisis not to spoil the last days of Tito and not to add fuel of
economic crisis to the fire of the Yugoslav coat of arms belongs probably to the
local mythology.

Today we know that it is all about indigenous inability of most constituents of busi-
ness, economic sciences and political elites to admit that the crisis is not just a tem-
porary disturbance in their careers that have just started to develop. (“There was no
need o change the policies that had served so well for a generation,” Hobsbawm,
1996: 408). The fact is, however, that the collapse of the whole developmental
model based on external debt, was for at least two years ignored with legendary
euphemism:“The situation is complex”. The first counter-measures were prolonged
until 1983. Although Yugoslavia, of course, was not among the worse cases of debt
crisis — Brazil, Mexico and Argentina with 60 to 110 bn USD of debt - but among
some thirty countries in the middle category, the International Monetary Fund sce-
nario was there for it. The IMF's domestic proponents were not proud owners of
“expert’s” tags at the time. The idiom of the era set them with the quite unprom-
ising title of “federal commission”. “Austerity” and “fiscal discipline” was not titled
“stand-by arrangement’, but “long-term economic stabilisation program” at the
time. But everything else was pretty much the same. Open call to restructuring by
privatisation was not possible in socialism, but the market was for sure precisely
recognized as “a precondition to development of the system of socialist self-de-
termination” (Duda, 2010: 30). The Fund was, like in Stiglitz's classic analysis, taking
in account just the account balance, not the real life. Actually, at the decade’s end,
the only positive outcome of the long-term programme was the improvement of
the external trade account deficit: Almost 90% of imports were covered by exports.
However, as noted by the Croatian economist Gordan Druzic, “there were lots of
negative consequences for the Croatian economy stemming from the fact that the
improvement of the foreign trade balance was mostly thanks to the decrease of
imports and not to the increase of exports” (Druzic, 2004: 38). The Fund entered
collective memory with odd rationing of car-fuel, comical shortages of coffee and
light bulb - supplies (or it was dark just because reductions of electricity?), and cer-
tain sort of “sugar-bars” instead of chocolate-bars on the shelves of supermarkets
just recently opened. Now, for a long time silent factory-buildings remind of the
first shortages of raw materials, yet an interesting aspect of stabilisation instead of
industrial policy was outlined by the theatre-artist Zlatko Buric in his recent Diary of
a Railwayman. It reminds us on ultra-modern high-speed train, produced domesti-
cally and called Silver Arrow. That kin of Japanese Shinkansen and peer to French
TGV, produced in Slavonski Brod, was namely stuck at the prototype-stage. Import
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restrictions of Yugoslavia in the eighties prevented the supply of a minimum of
necessary parts. Three trains of futurist design (even for today’s taste) were pow-
ered by totally inappropriate tank engines, which broke all the time. The trains were
riding just because of the enthusiasm of its designer-engineers, who were repair-
ing it at the rail, during their travel, resisting for a moment the “bigger and bigger
technological decline and lack of innovation in the manufacturing process (...) as a
result of the stabilisation programme” (Druzic, 2004: 38). To make bad thing worse,
unemployment was swept under the carpet of an already unproductive economy.
As investments declined, all workers coming from the village or the classroom has
to be swallowed by the existing companies. The total number of employed grew
15% during the decade, while the domestic production stagnated. Gordan Druzic
suggests that managerial performance of self-managed companies was measured
more by number of the newly employed than by the financial records. It is not my
intent to speculate here about the social cost comparison between real and hidden
unemployment. Likewise, it will be inappropriate to compare such policy of social-
ist instinct of full employment with the recent, for example, German agreements
on shorter working hours to preserve jobs during the crisis (Kurzarbeit). The fact is
however that ever since 1980 the politics and economy of Croatia have been un-
able to find a job for some half million of its workers. At least in the case of 1980s
stabilization program, IMF did not show any intent to help them.

Under the Auspices of Expertise

“If production costs of an item produced in Croatia were 4 HRD (HRK nowadays), and
the price of the same item in Germany was 1 DM, the relation between the prices in
Croatia and Europe would be determined by the exchange rate. Should the exchange
rate of DM be five HRK, the price of a German product on the Croatian market would
be five, and of a Croatian one four HRK. Thus, the Croatian product on the domestic
market would be more competitive. On the other hand, the price of the German prod-
uct on the German market would be 1 DM, and with the exchange rate of 5 HRK, the
Croatian product on the German market would be 0.8 DM. The Croatian product in
Germany would be more competitive. Unfortunately, the exchange rate of DM is “fixed”
at 3.7 HRK, with minor deviation. The consequences of such a low exchange rate wee that
domestic products have become expensive, both on domestic market as well as on foreign
markets, while imported products have become cheaper in Croatia. The import has been
growing faster than the export. Due to the unfavourable exchange rate, the structure of
the export has been changing — from more complex to relatively simple products.”

Ljubo Jurcic: Croatia. A Great Transformation, 2009
“Should we look for the main reason for negative tendencies in Croatian economy, espe-

cially since 1994, then, in the first place, it is macroeconomic policy whose main goal was
stability of prices and exchange rate, and not the development.”

Gordan Druzic: Croatian Tropic, 2004
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“What will you do with the economy after winning the elections?”-“Well, open (in-
sert here a really huge number) of new workplaces,” — was a standard answer by a
politician in the transition country during the 1990s — given the fact that someone
actually cared to ask for the economy in 1990s. That motto was relatively sufficient
until recently, when it was replaced by the rhetoric of painful cuts and dismissals.
If the journalist was really hostile asking “how do you plan to achieve that goal?”
a few of most successful (actual election winners) were prepared: “Obviously, by
abolishing the administrative barriers and creating a positive environment for FDI,
especially greenfield investments, together with encouraging SME’s!” (Adding “old
crafts” from time to time.)

Even before | became more familiar with the work of Joze Mencinger, a renowned
Slovenian economist who argued against FDI in transition economies — | was con-
vinced that Croatia is not Hungary and that “greenfield” and “export oriented” will
not work. As far as SME's are concerned, | had a privilege to discuss with Ljubo Jur-
cic, who was former minister of economy and the social democratic candidate for
PM in spe. No way, he said, sharing with me the example of the Slovenian Govern-
ment, which was not interested in selling Gorenje, the Slovenian manufacturer of
home appliances. German Siemens - which was ambitiously acquiring similar fac-
tories in the Central and Eastern Europe, laying off thereafter a significant number
of workers and retaining quite a few, introducing new technology, and only then
selling the factory to a multinational with a powerful design and marketing — was
ready to offer more. And even more. Luckily, Slovenian economists and politicians
were not bluffing. They argued, according to Ljubo, that many Slovenian families, in
their backyards, assemble parts of future Gorenje washing machines. Until, togeth-
er with Gorenje, they do not switch to digital programmators (i.e. “higher level of
competitiveness”), we will not be able to talk about “restructuring by privatization”

Following the principle first things first in neighbouring Croatia, the war in the nine-
ties put the industrial policy off the agenda. In the same way, crawling interethnic
conflict dominated the political agenda of the decade before. We could not have an
authentic development policy until we settled our complex relationship with Bel-
grade, then we could not have it until we regained our freedom, but why we could
not have it afterwards? On one hand, the answer to that question should be looked
for in the “negative heritage of our past system” (always described quite easily, as
with amnesia, and as if that yesterday’s soup was cooked without any Croatian in-
gredient), in the vast collapse caused by the war, and on the other hand, in the sta-
bilization program which the Croatian Government adopted on 4" October 1993.

The result of such policy of imbalance between (lower) domestic production and
consumption is most visible in the constant growth of current the account deficit
that “pumped” the foreign debt in 2009 to more than 43 bn EUR, i.e. 95% of GDP
(HNB, 2010). Steady retreat of production can be illustrated by the fact that in over-
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all export of transition countries Croatia’s part has decreased from 3.2% in 2001
to 2.9% in 2006, whereas export of complex products has been replaced mainly
with raw materials (Jurcic, 2009: 746). Instead of producing furniture, for example,
we mostly just export wood! Only beverages and tobacco have a positive balance.
And food is another story. Cereal production between 1985 and 1989 compared to
the period between 1995 and 1999 decreased from 3,826 to 3,086 thousand tons
(Druzic, 2009: 328).

What happened to those apparently employed in the eighties? They are, of course,
not “hiding” somewhere in the “factory circle’, since most of the neglected fac-
tories have been replaced by shopping malls. “Guys in blue caps’, as the popular
rock group Haustor announced in the eighties, “have hit the road”. Those who sur-
vived the war became redundant, early retired or simply long-term unemployed
and socially excluded. In the same way, the Communist Alliance of Croatia (SKH)
concluded about “huge problems and disturbances” in the eighties, and “quite a
comprehensive book or two could and actually has been written about war and
privatization profiteers”3 Since it is quite widely and in the same time quite pre-
cisely understood that these processes have negatively influenced the develop-
ment perspective of Croatia, | will here focus on the relatively concise view of the
fiscal and monetary policy of the Croatian National Bank, based on the analysis by
Ljubo Jurcic, Gordan Druzic and Stjepan Zdunic. To ignore its pro-recession effects
is also quite widespread. Certainly independent when interests of Croatian society
are concerned, the policy of the Croatian National Bank is often described in the
private media as “the only light” on the dark transition horizon, and its governor,
Zeljko Rohatinski, as a kind of a superhero known by its nickname “Roha” (“His col-
leagues remember that nobody wanted to take the exam together with Roha be-
cause nobody could beat him. He was also given the Zagreb University Rector’s
Award”; Globus, 2010; see Perisic, 2010).

Becoming a part of the brave, new world of the global market, the transition econ-
omy desperately needed to replace the old protective measures (customs), at least
to some extent, with the exchange rate — most Croatian development economists
go along with Mencinger’s policy. Jurcic argues that “the exchange rate is the stron-
gest economic policy instrument”. It is even more important for small, open coun-
tries that naturally depend on export. Starting with the Stabilization programme in
1993, Croatia gave up the exchange rate as “the most powerful instrument, trans-

% “This generation is certainly a crisis generation’, Communist Alliance of Croatia not at all optimistically concluded in its
Annual Report in 1989 (Duda, 2009: 387). Gordan Druzic in his analysis shows that the “Croatian economy is in crisis that has
been constantly increasing, sometimes in leaps, during the last 30 years”With many evidences for that, his books contain a
precisely documented war and privatization ‘damage list” Let me hereby mention only a comparison of total costs of bank
rehabilitation, that “main instrument of robbery and devastation of Croatian economy’, which is estimated at more than 10
bn dollars — and public income from selling the same banks: 3.9 bn, but HRK, not dollars."How could have that happened?,’
the usually quite calm author doubts, “would not it have been smarter and cheaper just giving the banks to new owners
together with, let’s say a 100 million US dollars just as allowance’?" (Druzic, 2004: 97).
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forming it into the aim” (Jurcic, 2009: 748). Why should the exchange rate be the
instrument? — It was supposed to preserve domestic production and employment,
of course. It was supposed to give a chance for surviving, like Slovenia provided
for Gorenje washing machines and the subcontractors. Zvonimir Baletic and col-
leagues (Radosevic, 2010: 22), also notice that Croatia has given up on that pos-
sibility, leaving its transition Enterprise — already shaken by the meteor rain of debt
crises in the eighties and privatization during nineties — without any shields against
a heavy attack from the imperial Borgs and their local compradors (see Vujic, 2009).
Anchored to German mark and, afterwards, to the Euro — at a level that abolishes
the competitiveness of the domestic production - the exchange rate was created
forimport dependant elites who defend it by all means. From spreading fearamong
citizens encumbered by loans to creating illusions that middleclass aspirants will
develop thanks to a stable exchange rate, the rhetoric remains the same: “If Roha
falls, property loans will break down!’, “Look at the prices - they will increase if the
kuna falls and inflation will be on the way!” the columnists in the daily newspapers
shouted out loudly (Jutarnji, 2010a, Vecerniji, 2010), while dr. Darko Polsek warns:
“Inflation is opium for the masses.” (Obucina, 2010). If some trade unionist, without
any real chance for electoral positioning asked whether the currency clause is in ac-
cordance with the Constitution since Croatia has its national currency, they will not
wait to make a threat: “Banks will increase interest rates!” (Jutarnji, 2010a).

Let's leave the question of whether it is possible to increase interest rates even
more in an recession and in a country, where the interest rate spread (the differ-
ence between interest rate that you pay to the bank and pocket money that bank is
paying to you) is the biggest in Universe, anyway (Druzic, 2004:109). Seriously, why
are interest rates we pay that high?

Besides the bank earnings, the main reason for that are high foreign currency re-
serves needed for the“protection” of the fixed exchange rate and the interests of im-
porters.“Most people believe that money reserves belong to the state, i. e. Croatian
National Bank’, Druzic explains, “but most of it belong to the commercial banks. The
Croatian National Bank has taken that money and immobilized it There are more of
these bn of dollars and euros than the huge loans that we have taken “unadvisedly”
and following our “debt mentality” that we now have to finance through interest
rates. In 2005, for example, the share of “sterile” deposits in money supply (M1) was
higher than 80%! It means that if you had taken a 20 thousand euro loan, the bank
would calculate an interest rate as if you have taken a 100 thousand euro loan!
And this is not the end: high interest rates in Croatia should be added to artificially
created lack of loans and an insolvent economy, old losses in bank sector, various
“wages for fear” (i.e. premium risks) as well as a system of transferring money from
Croatia to mother banks, and placing foreign money via their Croatian branches
(daughter banks).
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In 1993 — approximately ten years after first stabilization programme - macroeco-
nomic policy that has not changed ever since it has been putin place.”The experts”
said: it is not worthwhile producing in Croatia. During the last years of global cri-
sis, devastating effects of that policy have been accompanied with the long last-
ing domestic crisis that has its roots back in 1980. Not even the first years of the
last decade, a period of economic growth, boosted by imports and infrastructure
projects of the former social democratic dominated government, could solve the
basic structural problem: We have more consumption than production. Quickly all
growth went back to where we used to be. Rising unemployment reminds of the
nineties, while the atmosphere of pessimism and collective guilt remind on the de-
cade before. In preparations for winning the elections in 2011, the social democrats
in Croatia must answer these questions — what is to be produced and what (mac-
roeconomic) conditions should be created for such a production to be successful?

Why are political ideas so important for Finding the way out of crisis?

“Contrary to the seventies, when economic and technological development was perceived
as an advantage for all, whilst the state steered an economic policy - today, in the era of
globalisation, there is a dominant sector of round 20% of population (financial-owner-
managerial elite plus workers supplying them with labour on competitive market) not
being geographically limited but mobile across national and regional borders (in another
words, incorporating also peripheral elite). The biggest sector consists of round 50% of
population nevertheless excluded from the global system, not being of service to any man-
ufacturing function, neither contributing to the market. The worst is, however, that there
is not a single idea, program or action to involve that majority into global development
which practically makes progress an empty word.”

“It even seem that the sphere of thought which should correspond to the needs of periphery
have been hit by a stroke.”

Vjeran Katunaric: Colonised Thought.
Periphery without Developmental Perspective, 2007

So the progressive optimism — which served the official communist party to carpet
the “deviations” of the last decades of Yugoslavia — got the transition slap into its
face from which it still has not recovered. Effusive and illusionary confidence about
the high education level of all the barefoot kids playing football in the dust — while
cold war superpowers obstruct them in fulfilling all their talents — has declined to
peripheral “self-colonisation’, as described by the Croatian social scientist Vjeran Ka-
tunaric referring, among others, to his Bulgarian colleague Aleksandar Kiossev. That
interspace has lost its authentic developmental prospect with the change of geo-
political balance that took place between 1989 and 1991. It was left - in the best case
scenario - deep into the peripheral anonymity of accelerating the association process
to the western mainstream “which now acts as hierarchically higher instance to the
former East” (Katunaric, 2007: 385).
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New peripheral elites engage themselves “routinely” with finance and marketing.
Their constituents would observe the adventure of the Silver Arrow engineers — if
only they knew about it - with the feigned languor of someone whose grandparents
also have been through the mills of the Wall Street. They do not know what the lo-
cal economy should produce, but they are sure that “not being competitive in the
knowledge society” has been the workers’ own fault. And they do know that the
trains, or, even better, the cars, should be imported!

Under such rules of the game, the question of industrial policy becomes high a
ranking question on the ideological menu. On the level of the political idea it is not
enough any more just to tell the followers what is to be done? It requires an answer
to the question - equally inspiring whilst economically compelling — what is to be
produced?!

For the mainstream political parties it was more than enough, all until recently, just
to define the subject (let’s say, the coalition of working and the middle classes),
their values (e. g. solidarity) and objectives (income equality and full employment),
while redistribution policies were bringing social theory into reality. If the national
economy needed some step on the gas to get going, one could reach for Keynes-
ian stimulus or consensual wage policy, and the things were working. There always
were, as Paul Krugman says, wealthy families who hate taxes (Krugman, 2007: 169),
and all that welfare state situation must have been getting on their nerves, but they
have not been worse off. They were just rich.

Such policy, however, is not sustainable any more. Usual explanations all sum up to
— in the neo-liberal attacks regularly exaggerated - political elites’incompetence to
use deficit spending just for developmental projects and not for the current service
of the state — or, even worse, their household-budget. In the same package, politi-
cians are guilty for not being able to switch to middle and long term stability, too.
However, there are reasons which, I'm afraid, are not problems of human error, but of
more structural nature (although quite a lot of people do identify with it). These are
the problems stemming from the change of geo-political relations of the post-war
(or Cold War, if you like) world. Such change was followed by the disappearance of
“any effective barriers to the global mobility of capital” (Gray, 1996: 5). At one point
of New Deal policies, the highest inheritance tax rate was 79% - it was 91% for some
time during Cold War mid-fifties (Krugman, 2007: 47). The question how to perform
such policy under conditions of tight nerves of capital’s electronic herd, still remains
unanswered, of course. Eric Hobsbawm, as | already mentioned, locate the collapse
of the social democratic consensus as early as at the beginning of the seventies
(Hobsbawm, 1996: 403-432).

Social democrats face profound changes in their voter base since. They have wit-
nessed the rise of a new white-collar middle class, which apparently appeared not
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to be such a good ally to the workers as peasants were. They were caught by cultur-
alisation of politics, ascent of individuals and identities, but nothing struck them so
hard as the free market. Even in most competitive Western economies the jobs went
away and we stayed, still in need of work and protection from the risks of the market.
We can continue trying to switch responsibility for fulfilling that need on an individ-
ual, European union or private sector. We can blame immigrants, the state or the bad
business climate, but the solution will, anyway, be just in new economic activities.
It is not another issue of economic or technological expertise, but the issue of the
political idea. It is not the matter of any new or high added value technology, but the
matter of workplace at a certain place. Not the case for industry, but rather policy.
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MARIJA STAMBOLIEVA®

THE NEXUS BETWEEN PoOLITICS AND Socio-EcoNoMIC
DEVELOPMENT IN SOUTH-EASTERN EUROPEAN TRANSITION —
THE MACEDONIAN CASE

Two decades after the fall of communism, the countries of South-Eastern Europe
are still lagging behind the rest of the former communist countries in Europe. This
is especially the case for some of the former Yugoslav countries and Albania. Just
when the region was starting to slowly pick up, the world was shaken by another
crisis. The fact that these countries had experienced a painful regression and had
barely recovered, even to the level of development that had been achieved in
1989, testifies to the prolonged situation of crisis in the region. In this sense, at first
glance, one might have the impression that these countries are not particularly af-
fected by the current crisis. Nevertheless, a serious threat is posed to the pace of
progress over the last few years, considering that within the constellation of the
global crisis, South-Eastern Europe would have to make an extra effort in attract-
ing investment and improving its trade performance, something at which it had
not been particularly successful in any case. Consequently, one has to ask what
has hindered development of the region so far. Before coming up with adequate
policy recommendations concerning the region’s reaction to the latest challenge,
this paper seeks to identify the factors which have influenced the transformations
and explore the links between politics and the economy. This will be done primarily
through the prism of the Macedonian case.

What happened to the Economies - the Current Situation

According to data the economic situation in South-Eastern Europe after the fall of
communism was devastating. Economic activity fell, inflation and unemployment
rose. The nineties in particular were detrimental to the region’s economies?®. Eco-
nomic recovery resumed only after 2000. Nevertheless, it was still not enough to
reach the level of GDP achieved in 1989; it has taken some countries two decades
to return to the 1989 level, for example Macedonia, while some, like Bosnia and
Herzegovina, Montenegro and Serbia, have yet to recover. Over the last few years,
the GDP growth rates had stabilized, up until 2009 when the global financial crisis
took its toll in the region and growth rates turned negative. While inflation soared
at the beginning of the nineties, prices were stabilized, mostly through the help of
IMF arrangements, towards the end of the decade. Inflation in 2000 was still tre-
mendously high in Serbia and Montenegro and only started to gradually stabilize

37 Marija Stambolieva is a PhD candidate in Political Science at the University of Kassel in Germany..

*The data demonstrated in the following paragraphs are from the EBRD Economic data. The data provided by LFS surveys
may differ from the data given by EBRD, which, for example, may explain the decline in the unemployment rate in Bosnia and
Herzegovina from 44.8% in 2006 to 28.9 in 2007 when the LFS was first carried out. The data on unemployment in Macedonia,
Serbia and Montenegro are taken from their State Statistical Offices and given according to the LFS.
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afterwards. As a result of the economic decline, unemployment grew. Unemploy-
ment rates were especially high in Bosnia and Herzegovina, Macedonia and Kosovo,
and to some extent also in Serbia and Montenegro. In Bosnia and Herzegovina, the
registered unemployment rate remained stable at around 40% until 2007, when it
dropped to 28,9%. After 1992, and for the whole transition period, unemployment
remained stable in Macedonia at around 30%. In Serbia and Montenegro the unem-
ployment rate has been declining in the last few years: 20,8% in Serbia and 30,3% in
Montenegro in 2005, and 13,6% in Serbia and 16,8% in Montenegro in 2008.

Trade performance during transition was poor. While preexisting commercial links
were disrupted, new ones were hard to create. The value of total exports and im-
ports of goods and services has steadily expanded over the past decade. Growth has
been faster in Slovenia, Bulgaria and Romania than in the rest of the South-Eastern
Europe region. The export to import coverage of goods and services remains below
60% in SEE5 - Albania, Bosnia and Herzegovina, Macedonia, Montenegro, Serbia -
(see table 1), compared to an average of about 95% in Slovenia. The ratio of goods
and service exports to GDP (in Purchasing Power Parity terms) in 2005 varied from
highs of 32 and 23% in Croatia and Bulgaria respectively, to lows of 17% in Romania
and Macedonia, and only 11% in Albania, Bosnia and Herzegovina, and Serbia and
Montenegro. Despite recent growth, overall export and trade volumes have fallen
short of their potential. In 2003, South-Eastern Europe was trading at only 77% of
its potential, while comparatively EU8 was trading at 133%. Albania was at 53%;
Bosnia and Herzegovina at 56%; Macedonia at 61%; and Bulgaria, Croatia, and Ro-
mania were at 94, 98 and 102% respectively (Kathuria 2008, 27-29).

Table 1 - Growth of Goods and Services Trade in South-Eastern Europe

Country / Export growth (%) Import growth (%) Total trade ($ millions)
Region 1996-2005 | 2000-05 | 1996-2005 | 2000-05 | 1996 | 2000 | 2005
Albania 229 198 173 200 | 1468 | 2228 | 5844
Eii;gi’;fﬂa 146 199 120 184 | 2592 | 4269 | 10960
Bulgaria 109 182 142 206 | 12576 | 15171 | 37608
Croatia 102 17.4 92 176 | 17,200 | 18211 | 40,653
Macedonia 56 101 64 116 | 3258 | 4001 | 6247
Romania 142 209 141 230 | 23031 | 27161 | 78582
,%/T;E]itaeizgro 104 25 104 201 | 5944 | 6339 | 17,79
Western Balkans | 108 180 99 179 | 30441 | 35047 | 81501
SEE 120 192 121 203 | 66048 | 77379 | 197,691

Source: (Kathuria 2008, 28)
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The slowest growth in per-capita exports has occurred in Macedonia. This sug-
gests low foreign investor confidence (thus smaller capital inflows) or low domestic
demand for foreign savings, or both (Kathuria 2008, 14). Inflows of foreign direct
investment rose by about 2% of the regional GDP between 2000 and 2005. Out
of the SEE5 the FDI inflow, as a%age of GDP, was strongest in Serbia and weak-
est in Macedonia, with changes in FDI inflows in 2000-2005 amounting to 5.7% of
GDP and -3,2% respectively. Domestic investment rates also rose by 4.4% of the
regional GDP. Outside SEE5 the strongest growth in investment rates was in Croatia
(the change between 2000 and 2005 was 8.1% of GDP) and the weakest in Albania
(-3,9% between 2000 and 2005), followed by Macedonia (-2,3%). The participation
of domestic investments in GDP was smallest in Bosnia and Herzegovina and Ser-
bia, with Serbia showing a growing trend also in this field. After 2005, these indica-
tors began to rise in the region, though at different paces in different countries,
until the global financial crisis.

The selected economic indicators (GDP, unemployment rates, price stability, trade
performance and investments) show the region’s level of economic success. How-
ever, they do not show the kind of regime that was being developed throughout
the transition period. From an economic point of view, the former communist
countries chose the path towards a market economy. The EBRD has developed a
set of indicators to measure reform progress and macroeconomic developments
in transitional countries. Each indicator is scored from 1 to 4 and +, where 1 means
little progress and 4+ indicates standards and performances typical of advanced
industrial economies. Figure 1 shows the opening up of the Macedonian economy
according to this EBRD classification system. Compared to other countries in the
region, Macedonia’s reform rate is somewhere in the middle, between the most
and least successful reformers.

Figure 1 - Macedonia-Transition indicators in 1995 and 2010
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In the political sense, after the fall of communism the countries chose to develop
democratic political systems. In figure 2 a democracy score, developed by Freedom
House, shows the success rate of democratization in the South-Eastern European
countries. The score is based on a selected number of indicators, such as the elec-
toral process, civil society, independent media, governance (national and local),
the judicial framework and its independence and finally corruption. The ratings are
based on a scale of 1 to 7, with 1 representing the highest level of democratic prog-
ress and 7 the lowest.

Figure 2 - Democracy score for selected South-Eastern European countries
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What matters — Explaining the Transformations

To analyze economic performance and reform data, one first has to identify the
influential factors and then establish the correlation between influence and out-
come. Two dominant factors which certainly influenced transformation in South-
Eastern Europe are tradition and context. First, it is important to understand the
point of departure for each of the countries, and then to examine the general or
specific conditions under which transition occurred.

Tradition

Initially, the countries of the former Yugoslavia shared a common institutional
framework. The former Yugoslavia developed a specific kind of socialist economy,
which was a quasi-market-economy. This concept was in contrast with the rest of
the Communist Bloc, to which Albania, Bulgaria and Romania belonged, which
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practiced a soviet-type planned economy. The semi-openness of the Yugoslav
economy allowed for a transformation process to commence even before the po-
litical dissolution of the federal state and the time which is commonly referred to
as the fall of communism. Under the 1988 law, popularly known as Markovic law,
the transformation of self-managed enterprises through the privatization of social
capital had already been initiated. After the break-up of Yugoslavia, the successor
states then adopted their own national privatization laws.

Despite the fact that the countries of the former Yugoslavia were part of one eco-
nomic and political system, inside the federation they were relatively diverse. In
the economic sense, the differences were most apparent on the level of economic
development. Post-war industrial development had not been homogeneous in the
common state and already in 1947 certain republics or regions were less developed
than others. These imbalances were partly due to the federal policies of allocating
economic resources and capacities, policies which were less favorable to primary
industry and agriculture and were aimed at stimulating the export of products with
a higher value added, and partly due to the concept of the decentralized self-man-
agement in enterprises and the managerial abilities and preferences of the national
political elites (Blazevski 2003). These disparities were to remain more or less unal-
tered so that the underdeveloped areas, such as Macedonia, Kosovo, Montenegro
and Bosnia and Herzegovina, continued to depend on federal transfers until the
very end.

The Yugoslav political and economic model was based on what was called the self-
management principle. This concept was developed as an alternative to soviet com-
munism and its main intention was to bring power closer to the citizens (workers)
through decision-making in a decentralized manner. In practice, it was the national
political elites which steered the socio-economic and political life of the republic/
province, either through direct decision-making in the national and local political
communities or indirectly by appointing party members to top economic positions.
It was inevitable, therefore, that certain national actors’ specificities and cultural dif-
ferences would have already come to the fore under the common system.

Kitschelt et al. have published a typology of former communist regimes, which ac-
cording to them, appear consequential to the transition to democracy (Kitschelt,
et al. 1999). The three types of rule they distinguish are: bureaucratic-authoritarian,
national-accommodative and patrimonial communism. Contrary perhaps to what
might be expected, among the states included in the research, not all the member
states of the former Yugoslavia are classified under the same type. Slovenia and
Croatia are placed under national-accommodative communism, Macedonia in
the framework of patrimonial communism and Serbia as a mix of both types. This
has to do with the characteristics attributed to the different types. Bureaucratic-
authoritarian communism was a totalitarian model of party state which relied on
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powerful bureaucratic machinery to govern a planned economy. It developed in
countries where the pre-communist political economy already relied on a relatively
developed industrial capitalism, with less than 40% of the population working in
agriculture. It was the organizational discipline and encapsulation of the already
developed working class that allowed for the hegemony of the ruling communist
parties. National-accommodative communism produced regimes with partially
separated party rule and technical state administration. It developed in countries
with a partially industrialized pre-communist market economy. Patrimonial com-
munism relied on personal chains of dependence between leaders in the state
and party apparatus and their entourage, buttressed by extensive patronage and
clientelist networks. It was present in countries whose pre-communist economy
depended primarily on agriculture. As these regimes relied strongly on personal
ties, corruption was also widespread.

Kitschelt et al. created this typology to demonstrate how history is important and
influences future developments. The pre-communist economic, cultural and politi-
cal traditions had an effect over subsequent communist rule, which, following this
same reasoning, was bound to have its effect on the way transformation would be
undertaken in seceding countries. In political terms, the argument of Kitschelt et al.
complements the argument of different levels of economic development inherited
by the various countries and provides a useful tool in understanding the nexus be-
tween politics and socio-economic development.

Context

Given their starting points it is not difficult to see why some countries managed to
recuperate faster from the economic downturn in the eighties and were economi-
cally more successful in the aftermath of transition. Bearing the above mentioned
arguments in mind, it was the economic traditions and the national actors’attitudes
which accounted for the specific transformation of each country towards market
economy and democracy. Other aspects, whether connected to national circum-
stances or of external nature, were not insignificant for transition either, for example
the constellation of war and its relative consequences, and the international setting.

Towards the end, the economic situation in former Yugoslavia was severe and na-
tional antagonisms escalated into war. Slovenia was the first to secede with minor
tensions. The main conflicts were on the territory of Croatia and Bosnia and Herze-
govina and they created serious damage to their economies. These effects were par-
ticularly damaging in Bosnia and Herzegovina, also because the war lasted longest
there. From 1993 to 1995 the level of GDP in Bosnia and Herzegovina dropped as
low as 10 to 20% of the 1989 GDP*° while in Croatia the drop in 1993 was 60% of the
1989 GDP. The other states of the former Yugoslavia were also affected by the war.

*The data on the GDP levels are from the EBRD 2009 Transition report.
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As direct participants in the war, Serbia and Montenegro, at that time still within the
Federal Republic of Yugoslavia, had respective declines of GDP in 1993 of as much
as 40 and 50% of the 1989 level. In 1992, the sanctions imposed against the Federal
Republic of Yugoslavia by the UN and the EU were felt in Macedonia as well, as its
primary trade partner was Serbia. During the same period, the EU members from
the Balkans also fueled the conflicts which accompanied the dissolution of Yugosla-
via: Greece imposed a trade embargo against Macedonia and frequently closed its
border, thus blocking the flow of goods and supply of petrol. In 1995, Macedonia’s
GDP fell to 70% of the 1989 level. In 1998, UN and EU sanctions were again imposed
against the Federal Republic of Yugoslavia, in connection with Kosovo. Therefore, it
has taken longer for the Serbian, Montenegrin and Macedonian economies to pick
up. Furthermore, Macedonia experienced its own civil conflict in 2001, which had a
negative effect on the restoration of its economy. Apart from GDP levels, other mac-
roeconomic indicators complete the negative economic picture above: a decline in
trading performance and rising inflation and unemployment.

On the international stage, the 80s was a period when the popularity of Keynes-
ianism was diminishing. Keynes's concept of demand stimulation through public
spending was in a crisis of its own. State debt which occurred for the sake of fi-
nancing public spending was not returned during times of economic growth or
grew much faster than revenue, which contributed to a further increase of the state
deficit. Another problem was the appearance of stagflation, a combination of infla-
tion due to increased wages and stagnation of economic growth due to the oil
crisis. This made way for the neo-liberals on the world stage, promoting a reduction
of government spending, price stabilization, liberalization and the deregulation
of markets. This trend, originally from the US and the UK, spread quickly to other
market economy countries. The opening of markets facilitated the global mobil-
ity of capital and thus put additional pressure on national governments. This was
primarily the case for developed® countries, where both Keynesian and neo-liberal
policies had emerged and had been applied. For developed countries in Europe,
the economic recession, accumulated debt, the neo-liberal political trends, the col-
lapse of neighboring communist countries, German reunification and the creation
of the European Monetary Union had contributed to the adoption of austere mon-
etary and fiscal policies (Huber und Stephens D. 2001, 234). The group of coun-
tries that were defined as emerging and developing economies* were extremely
diverse and therefore had diverse reactions to these new conditions. Some of these
countries turned to the international financial institutions. The International Finan-
cial Institutions, such as the IMF and the World Bank, to which countries in trouble
turn or which offer their help in line with the main trend, had a free market policy

‘O For a list of developed countries, refer to the IMF classification ‘advanced economies’

41 For a list of countries classified as ‘emerging and developing economies; refer to the IMF classification. It includes the list
of the former communist regimes. Of these, in recent years Slovenia, Slovakia and the Czech Republic have been moved to
the‘advanced economies'list.
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agenda. The reasoning of the International Financial Institutions was that it is first
necessary to achieve macroeconomic stability and “once prices are set right, the
state will be efficient in its task of rule enforcement, protection of property rights
and public administration. Market actors could then invest, generate growth and
reduce poverty” (United Nations Research Institute for Social Development 2010,
257). Regarding post-communist countries, the priority of the International Fi-
nancial Institutions was to facilitate the opening of formerly closed economies by
means of liberalization and privatization, paying little attention to the quality of
these processes, under the assumption that the free markets would lead to growth
and good governance in any case.

Between Tradition and Context - the Macedonian Case

In the subsequent text | will establish a connection between the above-identified
factors and demonstrate the influence of each one on post-communist transition.
The Macedonian case is a good illustration of this.

In the traditional sense, Macedonia was among the least developed republics of
the former Yugoslavia. Nevertheless, within the federation the country developed
and advanced economically as never before and the population’s standard of living
improved significantly. At the end of the eighties, the economy was doing poorly,
because, among other problems, technology was underdeveloped, there was a
high dependence on imports and the export orientation was insufficient, quality
products were absent and competitiveness was weak (Blazevski 2003, 115). Part
of this situation was rooted in general federal policies, but a greater part of the
problem could be ascribed to the competence and preferences of the internal de-
cision-makers in the different republics. In the classification of Kitschelt et al. (1999),
Macedonian communism was classified as patrimonial. The country had had a long
history of authoritarian rule before communism and there was a lack of collective
memory among the population of any civic or political participation. After the es-
tablishment of the new political regime, it took the Yugoslav authorities some time
to introduce the self-management concept. The authoritarian practices assumed
during the administrative period* in Yugoslavia were difficult to break, especially
in Macedonia where there was an absence of any pluralist traditions. Self-manage-
ment in Macedonia translated into a formal confirmation by the workers’ councils
of decisions already taken by the League of Communists of Macedonia. Because
of this specific legacy and the form that the communist regime was to develop,
political monism in Macedonia was an obstacle to the full realization of self-man-
agement-driven pluralism. Ultimately, this concept of self-managed socialism was
flawed, its economic and political failures contributed to the break-up of Yugosla-

“2 There were two phases in the development of the economic and political system in the Socialist Federal Republic of
Yugoslavia: the period of administrative socialism, which took after the soviet model, and the period of self-management
introduced after 1950, which was a unique Yugoslav socialist model.
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via, and the seceding countries initiated their transition towards a market economy
and democracy.

Transition itself took on various forms, depending primarily on the social and po-
litical relations existent in the various post-communist societies. Where the civic
maturity of the masses was lacking, the path to democracy was besieged by the
elites, who manipulated the political arena to their advantage without encounter-
ing much resistance. Thus the continuity of patrimonial politics in Macedonia was
secured yet again under these new conditions. “Macedonian parties are atypical
members of a particular famille spirituelle as a result of the interaction of the poli-
tics of patronage and the politics of ideology. They are very much under the per-
sonal control of their leaders and the party camarillas” (Siljanovska-Davkova 2005,
28). The capture of parties within patronage-clientelist relations reproduces the
capture of public institutions and perpetuates a behavior pattern that hinders the
path to full democratization and development.

In a contextual sense, Macedonia was affected by the violent and painful break-up
of Yugoslavia. Its economic performance suffered significantly during the sanctions
against Federal Republic of Yugoslavia and the Greek embargo. At the same time, a
transformation of social capital into private ownership was taking place. For most
of the citizens, who lacked experience in taking action, this new historical moment
was a leap into the unknown and once again it was guaranteed that the political
elites would have the main say. The combination of economic blockade and politi-
cal uncertainty set the stage for manipulation of the privatization process and du-
bious business deals. The primary method of privatization was management and
employee buy-outs, which in practice turned out to be management take-overs
of formerly common enterprises. As Bartlett points: “In several cases, managers
subsequently acquired employee shareholders’ shares using dubious methods
or simply appropriated the employees’ voting rights and consolidating majority
holdings for the management group” (Bartlett 2008, 68). During the same period
a vicious circle of corrupt links among large enterprises, state organs and political
parties was created and such behavior patterns were difficult to overcome in the
subsequent period (International Crisis Group 2002). The ICG report attributes this
to the country’s political culture and not to any group in particular. Thus, the new
elites, which came to power after the 1998 elections, maintained these patterns of
corruption in further privatizations and business methods to create advantages for
themselves and their supporters. The nexus between the main choice of internal
privatization model, political instability, both within and surrounding the country,
and corruption discouraged foreign investors. Some of the foreign investors that
did come may have even exacerbated the problem by exploiting the political situ-
ation to attain a privileged position on the market. An example is the case of the
Okta refinery which was sold under direct negotiations, without an open tender
and at a price believed to be extremely favorable for the buyer, allowing not only
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to gain ownership of the refinery, but also a monopoly over the import and pricing
of oil. An internal investigation into Deutsche Telecom AG and its Hungarian unit,
through which Deutsche Telecom became the owner of the privatized Macedonian
Telekom, has revealed large spending on contracts, “a number of which were un-
dertaken to obtain specific regulatory and other benefits from the government of
Macedonia”®. An additional investigation was carried out by German authorities to
see if officials in Deutsche Telecom AG had been involved in the bribery payments.
These payments had taken place in a period when other parties than in the Okta
case were in government. Furthermore, the development of the domestic small
business sector was also hindered by the adverse influence of political parties, sig-
nificant resistance from established business interests, a lack of government sup-
port and unfair competition from the informal economy (Bartlett 2008).

Beginning from 1992, the Republic of Macedonia established relations with the
International Financial Institutions and started making agreements (for a more
detailed description of these see Mojsovska 2005). At first these agreements, es-
pecially with the IMF, targeted the macroeconomic stabilization of the country. In
accordance with the dominant international trends, these policies were intended
to serve as a precondition for successful transition towards a market economy
through stabilization, liberalization and privatization. The goals of stabilization,
liberalization and privatization were thus being approached simultaneously; how-
ever, the modest results of Macedonia’s economic performance showed that oth-
er important aspects were being neglected. In global terms, the response to the
policy reforms of the 80s and the 90s in developing countries’ growth rates had
not been as expected. There was an ongoing debate among researchers and in
the International Financial Institutions themselves about the effectiveness of their
adjustment lending (Easterly 2001, World Bank 2001). The weaknesses of these
policies had been an incentive to link certain regulatory aspects to market perfor-
mance expectations. In other words, internal structural and institutional reforms
were seen as a necessity for the development of market economies. The concepts
of good governance, managerial reforms and decentralization emerged during
the 90s as addenda to the programs of international organizations (United Nations
Research Institute for Social Development 2010). These good governance goals
concentrated on the enforcement of property rights, the rule of law, efficiency and
accountability of governments and curbing corruption. Managerial reforms were
promoted primarily to make public services more efficient by incorporating pri-
vate sector techniques into the delivery of services. Decentralization, as a feature
of good governance, was intended to reduce rent-seeking behavior and inefficient
resource allocation by dispersing powers to lower levels of government, where lo-
cal actors would more likely have an influence. Such reform projects were primarily
part of the World Bank agenda in Macedonia.

“ httpy//www.bbc.co.uk/news/business-11311325.
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It is clear that all of the abovementioned factors, the economic legacy, political cul-
ture, regional instability and international policies, played a specific role in shaping
national policies and their related economic output during transition. The fact that
Macedonia inherited a relatively weak economic base meant it was disadvantaged
from the start. The war, the conflicts and their consequences were a serious hurdle
to be overcome in achieving economic progress throughout the region. Not only
were the wars a physical obstacle to economic activities, they also fostered profi-
teering in certain structures at the expense of overall economic performance. In-
herited social relations also had an impact on the development of political culture
in the new regime. The interweaving of economics and politics through patron-
age and corruption slowed down the country’s economic development. While the
international policies that came with loans and aid focused on stabilization and
liberalization, they did not tackle these correlated impediments. Some structural
reform projects were in place but their priority was on the efficiency of institutions
and the transfer of experiences from the private to the public sphere. This was con-
sistent with the dominant belief that liberalization and privatization are sufficient
prerequisites for economic growth. It was perhaps therefore that the international
community, though occasionally critical towards Macedonian officials, gave “few
indications that it recognizes how powerfully corruption works against its funda-
mental objectives in Macedonia” (International Crisis Group 2002, i).

Latest Trends, Perceptions and Remaining Challenges

Over the last few years, critical voices on the neo-liberal policies of the IFls have
become more prominent and visible. Nevertheless, it is debatable whether, espe-
cially in the wake of the global financial crisis, this has brought about any changes
in the International Financial Institutions policies. On the other hand, some other
factors identified as inhibitors of the economy, such as the regional instability in
South-Eastern Europe, have diminished. Furthermore, Macedonia has resumed the
path towards EU membership and the EU has been especially critical regarding the
country’s corruption, identifying anti-corruption measures as a condition for candi-
date status*, negotiations and eventual membership.

Since 2005, there has also been a shift in public perception in Macedonia. Among
the business community, some of the problems which were ranked* as most se-
vere in 2005 were no longer seen as such in 2008. Similar problems did reach the
top of the ranks, however the order was different: in 2008, the business community

# (The Former Yugoslav) Republic of Macedonia was granted candidate status in 2005. The European Commission decided
to postpone recommending the opening of negotiations until the country has reached a sufficient degree of compliance
with membership criteria. The ‘'name-issue’ was not part of the agenda at that time. http://eur-lex.europa.eu/LexUriServ/
LexUriServ.do?uri=COM:2005:056 2:FIN:EN:PDF.

*The data are from the EBRD-World Bank Business Environment and Enterprise Performance Survey (BEEPS). One has to
bear in mind that the BEEPS questionnaire and sampling methodology was modified between the 2005 and 2008 cycles.
The comparison is therefore illustrative and should be interpreted with caution.
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in Macedonia rated access to finance, the judicial system, tax rates and corruption
(in that order) as the most problematic issues, while in 2005 corruption had been at
the top of the list. Currently, the issues of access to finance together with unprofit-
able business account for 70% of the reasons behind discontinued business (Global
Entrepreneurship Monitor 2009). This study, which measured citizens’ perceptions
and attitudes towards entrepreneurship, found that entrepreneurship enjoyed
high indexes in Macedonia. 80% of respondents consider entrepreneurship as a
good career choice.

These are among the highest figures world-wide (in the countries where the Global
Entrepreneurship Monitor survey has been carried out). By way of comparison with
other countries in Europe and the region, the percentages of people that consider
entrepreneurship as a good career choice are as follows: Serbia 31%, Bosnia and
Herzegovina 25%, Croatia 10% and Slovenia 7% while in the EU the percentage is
most often a single digit. Thirty nine% of non-entrepreneurs in Macedonia expect
to start a business within the next 3 years. Only 9.19% of respondents described
themselves as nascent entrepreneurs, which highlights a gap between desire and
reality. Furthermore, half the entrepreneurs in Macedonia are entrepreneurs by ne-
cessity whereas the other half is motivated by opportunity. In conditions of high
unemployment and low economic growth, people choose to start a business pri-
marily out of need.

Further corroboration of this fact is provided by the general level of distrust*
shown towards economic and political institutions. In 2010, 51.7% of respondents
expressed little or no trust in financial institutions. Even taking the effects of the
global financial crisis into account, the percentage one year earlier was 41.2%,
which is already high enough. To exclude the possible effects on citizens’ percep-
tions of the crisis, | am using data from 2009. Likewise, trust in the political institu-
tions is rather low: 53.7% of respondents expressed little or no trust in the judicial
system and 58.6 had little or no trust in the political parties. Corruption is still con-
sidered wide-spread: 41.8% believe that corruption is the same as it was 5 years
earlier, 26.2% consider the level of corruption higher and 24.6% consider it lower.
The only institutions that enjoy an improved level of trust are international organi-
zations, such as NATO, the EU and the UN. Among the national political institutions
the government also enjoys a higher degree of trust: 52.2% have a lot or some trust
in the Government; 45.2% evaluate the work of the current government as excel-
lent or good - this is higher than in 2006 when the percentage was 37.6.

The party which came to power in 2006 and was reelected in 2008 was elected
mainly based on their pre-electoral promises of economic development. The new
government initiated a project called ‘Invest in Macedonia™, aimed at attracting

“The following data presented are from the Gallup Balkan Monitor: http://www.balkan-monitor.eu/.
“ More on the project at http://www.investinmacedonia.com/Default.aspx.
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foreign investment to the country. The World Bank ‘Doing Business™® ranking posi-
tioned Macedonia at 36" and 38" position in 2010 and 2011 respectively. This is a
better ranking than all the other countries in the South-Eastern European region,
some of which are EU members. However, despite these promotions and posi-
tive reports, investments have been dropping. What is more, the only Greenfield
investment dated 2006, the Dairy factory Swedmilk, a project supported by both
the Swedish and Macedonian governments, went bankrupt under mysterious cir-
cumstances; the debts arising from the case have not been paid off to date nor
has the case been clarified to the public. Regarding the ‘Doing Business’ Ranking,
former finance minister Xhevdet Hajredini stated that “it is clear that such ranking
and actual praxis do not match”#. The government used the global financial crisis
to justify the mismatch and chose to concentrate on being the country’s most sub-
stantial investor, thanks to public spending on cultural objects within the project
‘Skopje 2014, a project which has been severely criticized by the opposition and
some civic organizations.

Such logic is in contrast with the transition efforts over the last twenty years, es-
pecially on the part of international organizations, to boost the market economy
in the country. Nevertheless, public trust in the government remains high, while
trust in political parties is low, which raises some legitimate and concrete questions
regarding the credibility of the opposition parties and their ability to act as a demo-
cratic counterweight to the parties in power. Furthermore, such questions are in-
herently connected to some fundamental concerns about the political capture of
the economy, the citizens' inherited and acquired immunity to corruption and the
country’s overall slow democratization.

Conclusion and suggestions

As this paper shows, the interconnectedness of politics and the country’s economic
performance may be more significant than has been officially recognized. Achiev-
ing a relatively favorable placement on certain international reform ratings does
not necessarily guarantee economic development. This also means that economic
development cannot be fostered through economic measures alone. There are
other factors which must not be overlooked and it is high time for them to be taken
into account.

If a fertile grounding has not been inherited, suitable conditions for future develop-
ment need to be created. The factors identified in this text show how the proper
regional and international setting is a prerequisite for the necessary shift in national
political culture.

% The Doing Business project measures business regulations and their enforcement across 183 economies and selected
cities at the sub-national and regional levels: http://www.doingbusiness.org/.

# Statement given in the Macedonian daily newspaper “Dnevnik’, 20" November 2010, p.6.
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In light of the financial crisis, the position of the International Financial Institutions
is critical. As the experience from the 90s has shown, policies of unconditional
privatization and liberalization did not give the expected results. To simply insist
upon a good governance agenda and managerial reforms is most likely not an ad-
equate response (United Nations Research Institute for Social Development 2010).
Rather than having efficiency as the main goal, it is much more important to build
political and administrative capacities, which will then be able to mobilize resourc-
es and implement policies. The UNRISD report points to some successful East-Asian
cases where states chose to develop services in infrastructure, credit, research, in-
vestments in health, education and social security etc. In democratic regimes there
has been greater citizen participation in capacity building and the formulation of
public policies, thus ensuring greater sustainability of the goals achieved.

Considering that the above is easier said than done, it is obvious that pressure
needs to come from outside as well as from within. Now the region has more or less
achieved stability, though there are still unresolved issues that hinder progress. In
the Macedonian case this is the bilateral dispute between Macedonia and Greece
over the name of the country, which has become a serious threat to Macedonia’s
economic and political integration in Europe. Then, there is skepticism regarding
the willingness of the International Financial Institutions and ability to reform their
agendas (Wallerstein 2010), the eurozone crisis and the role that the EU will as-
sume in the region’s future (Bartlett and Monastiriotis (Eds.) 2010). Regarding inter-
nal pressures, it is imperative that Macedonian society abandons the vicious circle
of patronage politics and improves institutional capacity.

Considering what has been achieved to date, all the tasks mentioned above are ex-
tremely challenging. However, to fulfill the expectations of further reform they do
have to be recognized. Some concrete recommendations which could be included
in this sense are:

Small successes should be presented as example to be followed and celebrated
as good starting points. Sectors or areas in which reforms have achieved most ad-
vancement and given positive results, need to be studied and multiplied;

The focus of international partners (not necessarily only the International Financial
Institutions) should be on the democratic empowerment of the population, given
that patronage politics, as practiced by the political elites, hinders economic devel-
opment. One way of improving civic participation and creating the conditions for
democratic alternatives is through a more equitable distribution of funds in order
to curb corruption.
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JENs BasTian®®
RECOVERY THROUGH EXPORTS?
OPPORTUNITIES IN AND OBSTACLES FOR THE WESTERN BALKANS

Introduction

Is exporting to become the new way forward for economies in the Western Balkans?
At first glance, a policy focused on exports appears easy to subscribe to. Prescrib-
ing it as a feasible solution to the economic challenges to countries in the region
in search of ways out of economic recession, is becoming increasingly the order of
the day. But such ready-made remedies and text book alternatives are much harder
(and much more complex) to implement over time and face manifest obstacles.

Ever since the global economic recession and the financial crisis hit the region of the
Western Balkans,®” with some delay in the second half of 2008, international trade
has been significantly affected in the countries of the region. After years of current
account deficits at levels of 8-18%, a sharp decline in imports and reduced export
capacity in 2008/09, shifted the focus of debate on the region’s trajectory, from crisis
to recovery. As imports across the region fell faster than exports, the merchandise
trade deficit simultaneously narrowed, in particular for countries such as Serbia and
Montenegro, which had registered staggering levels of above 20% (Anastasakis,
Bastian and Watson, 2011).

While economic growth is gradually coming back to the region, recovery is fragile
and un-even. Precisely for this reason it remains fragile across South-East Europe-
an economies. In 2010, as the international economic environment gradually im-
proved, for the European Union in particular, regarding the economic turnaround
in Germany, the external position of countries in the region returned to more solid
foundations. In the wake of improving export growth, following a revitalized indus-
trial demand from the EU, the main trading bloc of the region, is contributing to
an economic turnaround that nevertheless needs further domestic consolidation,
deeper institutional anchors and sustainability over time.

Moreover, advocacy of export-led growth must bear in mind that countries in the
region risk becoming excessively dependent on one country, i.e. Germany as an ex-
port destination at a time of growing concern over inflation pressure, inequality of
living standards and inflated property and food commodity markets. If history is any
indication, then countries in the region should consider the lessons learned from
previous experiences in export-led growth drives.>?

%% Alpha Bank Visiting Fellow for the Political Economy of Southeast Europe St. Antony’s College, Oxford, UK.
*IThe term Western Balkans encompasses Albania, Bosnia-Herzegovina, Croatia, Macedonia, Montenegro, Serbia and Kosovo.
*2 See Raghuram, Rajan (2010): Fault Lines. Chapter 2:Exporting to Grow; pp. 46-67, Princeton University Press, Princeton 2010.
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A more worrying aspect for the region and the sustainability of economic perfor-
mance is the fact the recovery - so far — has been a jobless recovery. GDP growth
in whatever form, export-led, through domestic consumption or investment-driven
must convert into employment gains for the population at large. Already during the
past decade most countries in the region have witnessed an economic performance
that is based on credit growth but much less so on employment gains.

The EU [trade] dimension in an export-led growth agenda

Designing an export-led growth agenda for countries in the region of the Western
Balkans is difficult to achieve without taking economic integration through trade
facilitation into consideration. A crucial determinant for the formulation of such an
agenda is the nature of the trade policies that countries have between each other
and with EU member states.

Mobilizing the institutional, regulatory and corporate resources for an export-led
growth agenda in the region cannot happen in isolation from a deeper consider-
ation of the EU dimension, i.e. involvement in the shaping of such an agenda. The
EU’s toolbox has expanded over time and is becoming increasingly diversified. Ini-
tially, the EU’s (trade) relations with the Western Balkans were governed by the Sta-
bilization and Association Process (SAP) launched at the Zagreb Summit in November
2000 and reiterated at the watershed EU summit in Thessaloniki, Greece in 2003,
which provided a roadmap towards Brussels — but no timetable - for countries from
the region. There are currently four Stabilization and Association Agreements (SAA)
in force: with Macedonia (since 2004), Croatia (since 2005), Albania (since 2009) and
Montenegro (since 2010). The trade part of the SAA came into force through a so-
called Interim Agreement with Bosnia and Herzegovina (2007) and Serbia (2010).
The agreements aim to progressively establish a free-trade area between the EU and
the Western Balkan countries. Where trade is specifically concerned, the SAA focuses
on liberalizing trade in goods and services, aligning rules to EU standards and prac-
tice as well as protecting intellectual property.

The Central European Free Trade Agreement (CEFTA) is a single free trade arrange-
ment linking all the Western Balkan countries and Moldova. It replaced a previous
network of more than 30 bilateral agreements, thereby setting uniform trade rules
across the whole region of South Eastern Europe. CEFTA came into force in Novem-
ber 2007. Although not a party to CEFTA, the EU supports the process, which it sees
as complementing the Stabilization and Association process.

In addition, the Lisbon Treaty (December 2009) extends the Union's external policy-
making competences in Common Commercial Policy (CCP) to the entirety of trade in
services, the commercial aspects of intellectual property rights and foreign direct
investment, insofar as the latter is connected to international trade law.
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In this respect, one of the most important instruments of EU trade policy within the
region is the regional trade agreements. These RTAs may have different political and
economic objectives for individual countries; however, their common aim is to re-
inforce internal regulatory [trade] reforms through external treaty obligations with
the EU, and on a bilateral basis between participating countries. RTA's can have posi-
tive or negative effects on trade depending on their design and implementation
requirements as well as their timetables. Therefore, the determinants for success can
vary and the broader policy context within which an RTA is adopted is of crucial im-
portance for its medium-term performance. Agreements that have been designed
to complement a general problem of economic reform have been most effective
in raising trade volumes. The most important ingredient for the success of a RTA is
low non-tariff trade barriers among and between trading partners and intermediary
institutions, such as the EU serving as trade facilitators.>®

Moreover, the EU strongly supports the Western Balkan countries’ membership
in the World Trade Organization (WTO). Albania (2000), Croatia (2000) and Mace-
donia (2003) are already members; Bosnia and Herzegovina applied in May 1999,
Montenegro’s application was submitted in February 2005, while Serbia’s accession
process commenced in December 2004 and is currently the most advanced. In all
cases, bilateral market access negotiations are underway on the basis of revised of-
fers on goods and services. Multilateral work is proceeding on the basis of revised
draft Working Party Reports. Examinations of the countries’ foreign trade regimes
continue as a key precondition for WTO membership. Only Kosovo has yet to sub-
mit a WTO membership application.

Considering the dynamics of trade over the past decade, in 2000 the EU granted
autonomous trade preferences to the whole Western Balkans, thereby allowing
nearly all exports to enter the EU without customs duties or limitations of quantity.
Some exceptions were applied which continue to be in force. Only wine, sugar, veal
and certain fish products enter the EU under preferential tariff quotas. These prefer-
ences, which were renewed in 2005 until the end of 2010, have contributed to an
increase in the Western Balkans' share of exports to the EU. In 2009, the EU was the
region’s largest trading partner for both imports (64.9%) and exports (69.1%).

531 am grateful to Ms Kristina Cuculoska, MPhil candidate at St. Peter’s College in Oxford, UK. for pointing out various aspects
of EU trade agreements to me.
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Table 1 - European Union, Trade with Western Balkan Countries, 2005-2010 (millions of € %)*

Period | Imports | < = | Shareof | Exports | = < | Shareof | Balance | Trade
S o | Total EU S o | Total EU
[CEES O >
5 Imports ss Exports
= (%) = (%)
2005 9,003 115 0.8 21,584 50 2.1 12,581 30,587
2006 11,573 286 09 25,204 16.8 22 13,631 36,777
2007 13,340 153 09 29,374 16.5 24 16,034 42,714
2008 13,928 44 09 33,030 124 25 19,102 46,957
2009 11,180 -19.7 09 25455 -229 23 14,275 36,635
2009 Q1 2,688 09 6,079 24 3,391 8,767
2009 Q2 2,683 09 6,576 24 3,894 9,259
2009 Q3 2,898 1.0 6,375 23 3477 9,273
2009 Q4 2912 09 6,424 22 3,513 9,336
2010Q1 3,019 12.3 09 5,788 -4.8 20 2,769 8,807
2010Q2 3,442 283 09 6,767 29 20 3,325 10,208
2010Q3 3,556 22.7 09 6,749 59 19 3,193 10,305
Average 2005
annual - 56 42 46
growth 2009

Source: Eurostat (Comext, Statistical regime 4), Trade A2 — CG/MP, January 18, 2011.
*Trade figures for Western Balkan countries from Eurostat include Croatia.

When looking in more detail at the EU’s main trading partners in 2009 (for which
the latest comparative data is available), the dynamics and ranking of trade with
the Western Balkans is rather sobering, to say the least. More specifically, among
the EU’s major export partners (out of a list of the 50 leading countries), the first
country to appear in the ranking is Croatia, in 24™ position (1.0% of the total), fol-
lowed by Serbia in 31 place (0.6%) and then Bosnia and Herzegovina at 49% (0.3%).
Only 2.3%, or € 25.5 bn of the EU's exports went to the Western Balkans in 2009 and
Croatia’s share alone accounts for 40%of the total.

Among the EU’s major import partners (out of a list of the 50 leading countries),
the first country from the region to appear is Croatia in 39" position, followed by
Serbia in 45™ place. The overall share of imports to the EU in 2009 from the Western
Balkans reached € 11.2 bn, equivalent to 0.9% of total imports to the EU. If Croatia’s
share (as an accession country) were subtracted from the ranking, imports from the
Western Balkans would reach roughly € 7.8 bn or 0.6% of total imports to the EU.
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Table 2 - Western Balkan Countries, Trade with the European Union 2005-10 (millions of €, %)*

Period | Imports EU Exports EU Balance | Trade

S > | Share S > | Share

= O =)

T 3 of Total T > of Total

< & | Imports S & | Exports

(%) (%)

2005 19,196 -4.0 679 8,170 3.7 664 -11,025 | 27,366
2006 17,839 -7.1 66.5 8577 50 689 -9,262 26416
2007 19,635 10.1 65.5 9,379 94 67.2 -10,256 | 29,015
2008 22457 144 66.5 9,827 48 69.5 -12,630 | 32,284
2009 16,779 -25.3 64.9 7,591 -22.8 69.1 -0,188 24,370
2009 Q1 3,971 64.6 1,892 705 -2,078 5,863
2009 Q2 4328 654 1,829 679 -2,500 6,157
2009 Q3 4,285 649 1,925 694 -2,270 6,119
2009 Q4 3,702 64.6 1,945 685 -2,340 6,231
2010Q1 4417 -6.8 64.7 2,045 8.1 69.2 -1,657 5,748
2010Q2 2.1 65.7 2,502 36.8 72.5 -1,915 6,919
2010Q3 227
Average 2005
annual - -3.3 -1.8 -4.5
growth 2009

Source: Eurostat (Comext, Statistical regime 4), Trade A2 — CG/MP, January 18, 2011.
*Trade figures for Western Balkan countries from Eurostat include Croatia.

Taking imports and exports together, in 2009 only two countries from the 50 coun-
try ranking of the EU’s major trading partners originated from the region of the
Western Balkans. The ‘usual suspects; if one could call them as such, are Croatia in
33 place (accounting for 0.7%) and Serbia in 38" (accounting for 0.4%), respec-
tively. In total, the Western Balkans had a volume of trade with the EU in 2009 that
reached € 36.7 bn or 1.6% of the EU’s total trade across a 50 country ranking.

The configuration of EU imports from the Western Balkan countries is heavily tilted
towards manufactured products, which accounts for over 67% of the total. Within
this product group, machinery & transport equipment accounts for 21.2% of the
total, followed by other machinery (12.8%), and clothing (11.4%). The second larg-
est product category of EU imports from the region is primary products (28.6%).
The leading category among these is agricultural products, making up 14.5% of the
total in 2009, followed by fuels and mining products (14.1%).
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In terms of exports delivered to EU-27, during the past years these have been fo-
cused on base metals, machinery and mechanical appliances, electrical equipment
and textiles. Any shift advocated in favor of an export-led recovery will have to take
this specific trade configuration into account and identify both the opportunities
and the obstacles to reshaping this export composition in the Western Balkans.

The EU has remained the main trading partner for every country of the Western
Balkans.>* In 2009 the EU accounted for

« 62% of FYR of Macedonia’s total exports and 53% of total imports;

« 60% of Croatia’s total exports and 63% of total imports;

« 58% of Serbia’s total exports and 57% of total imports;

« roughly 70% of traded goods in Albania;

« 54.5% of Bosnia & Herzegovina's total exports and 45.9% of total imports (first
eight months of 2010);

« 48% of Montenegro's total exports and 40% of total imports;

« 41.5% of Kosovo's total exports and 38.7% of total imports;

Let us now look at the Western Balkan countries’ exports and imports with their
main trading partners. As the graph below illustrates, the bulk of the trading vol-
ume of the Western Balkan economies is concentrated within the 27 members of
the EU, followed by Russia in a distant second position. The first country from the
region to register as a major trading partner of the Western Balkan countries, not
surprisingly considering the data on the previous page, is Croatia. China follows in
fourth place with a share of slightly over 4% of total trade. Somewhat surprisingly,
given its geographical proximity, increasing diplomatic activity in the region and
assertiveness as a foreign direct investor, Turkey continues to rank behind Bosnia
and Herzegovina and Serbia in seventh place with a total share of only 2.6%.

Concluding this overview, let us take a final look at intra-regional trade activity and
developments. How much do Western Balkan economies trade with each other
and with Turkey? To what degree does this reflect increased regional cooperation
and trade integration? The short hand answer is that while the volumes are increas-
ing, they are still rather minuscule when compared to the primary trading destina-
tions in the EU-27, i.e. Germany, France, Austria and Italy.

Table 3 - Western Balkan Countries'Trade in Southeast Europe (2009, in million of €)

Croatia | Bosniaand | Serbia | Turkey FYR Kosovo | Montene- | Albania
Herzegovina Macedonia gro
1.66 148 1.18 951 395 232 184 11

Source: IMF (DoTS), DG Trade, European Commission, January 18, 2011.

* See the annual Progress Reports prepared by the European Commission for each individual country in the region, Brussels,
November 9, 2010, SEC (2010), http://ec.europa.eu/enlargement/press_corner/key-documents/reports_nov_2010_en.htm
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Figure 1 - Western Balkans Major Trade Partners 2009 (in %)
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Source: IMF (DoTS), DG Trade, European Commission, January 18" 2011.

What is striking about the country-by-country differentiation of trade volumes
among Western Balkan economies is the sheer distance between, for example,
Bosnia and Herzegovina on the one hand and Albania as the regional ‘laggard’ on
the other. The former trades roughly 11 times more with regional partners than
the latter! Even Kosovo, a country that has existed for only two years, has a higher
trade volume with regional peers than Albania and Montenegro. The exports from
Western Balkan countries to the four candidate countries (i.e. Croatia, FYR Mace-
donia, Turkey and Montenegro) amounted to 7.2% of their total exports in 2009,
accounting for approximately € 950 million, half of which was attributed to Croatia.

The EU-27 and CEFTA remain the two most important trading partners for coun-
tries in the Western Balkans. With the secondary effects of the global economic
recession manifesting itself in the region, 2009 witnessed a significant decline in
trade and current account imbalances between individual countries and their two
main trading blocs. In particular, declining trade volumes with the EU could not be
compensated for by CEFTA.>®

Regarding comparative trade volumes with CEFTA member countries, the regional
configuration shows how trade with the countries in the region remains a critical
benchmark. In the case of the FYR Macedonia, CEFTA is the country’s second most
important trading partner after the EU-27. Regarding Albania, the EU remains by far
the major trading partner, representing roughly 70% of total trade, while exports
and imports with CEFTA countries accounts for 9.4%. The country facing the big-

> However, there are noticeable exceptions. Regarding Montenegro, exports to CEFTA countries increased from 33% in 2008
t0 46% in 2009
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gest challenge in CEFTA trade is evidently Kosovo, where difficulties related to the
recognition of customs stamps with Serbia constrain trade volumes.

Figure 2 - Trade with CEFTA countries, 2009 (in % of total trade)
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Source: Progress Reports prepared by the European Commission for each individual country in the region, Brussels, 9th November
2010, SEC (2010), http://ec.europa.eu/enlargement/press_corner/key-documents/reports_nov_2010_en.htm

However, though the dynamics in CEFTA trade volumes are guaranteed to increase,
some countries in the region have recently illustrated a reverse trend. According
to the European Commission, in Croatia the share of trade with CEFTA countries
decreased to 9.7% in the first seven months of 2010. Over this period, CEFTA coun-
tries generated 5% of total imports into Croatia and 18% of all exports from Croatia
(European Commission, Progress Report on Croatia, November 2010, p. 26).

Regional [economic] cooperation

This is another cornerstone of the work towards sustainable export-led growth in
the region, yet is often more difficult to identify and does not feature prominently
on observers'’radar; even if it is constantly at play. It concerns the growing impor-
tance of regional and/or bilateral economic cooperation in South-Eastern Europe.
One of the striking - and for that matter, often underreported — developments in
the region during the past five years is the level and intensity of cross-border eco-
nomic activity, increasing trade flows and the coordination of joint investment, in
particular in large-scale infrastructure projects.

More specifically, this new narrative emerging in regional economic cooperation
has been termed the return of the ‘Yugosphere’. Tim Judah coined the expression,
but does not apply it to developments in the economic and financial sectors. Rath-
er, he focuses on countries in the former Yugoslav federation and highlights the
re-emergence of the Yugosphere in the arts, culture and tourism. However, over
and above this particular focus, other countries in the wider region are engaging in-
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creasingly in economic cooperation and cross border investments. Some examples
to illustrate the case in point:

Slovenia, Croatia and Serbia have recently created a joint venture in rail transport.
After nearly 18 years of involuntary interruption and disruption, the train line from
Sarajevo to Belgrade reopened in January 2010. A year later, in January 2011, Serbia
and Hungary held auctions of cross-border electricity supplies. The Croatian con-
sumer goods group Atlantic Grupa acquired the Slovenian food processor Droga
Kolinska for € 243 million in 2010; the single largest takeover in South-Eastern Eu-
rope during the five year period.

Even in the military-industrial sector, recent foes in former Yugoslavia are now
working together to build military facilities and modernize tanks in Arab countries.
A Serbia-Croatia defense agreement was signed in June 2010, which also includes
cooperation. Serbia is currently trying to win a US$400 million contract to modern-
ize 149 M-84 tanks that Yugoslavia exported to Kuwait in 1991. If the procurement
contract is awarded to Serbia, some of the work will be shared between Bosnian,
Croatian and Slovenian companies.

What do these examples of growing and diversified regional economic coopera-
tion among countries tell us about the prospects for a Balkan recovery? First and
foremost, as Cviic & Sanfey (2010) emphasized, the political and economic recovery
under way in the region might lead one to a thought-provoking exercise in recon-
sideration of the stereotypes and cheap prejudice held regarding the individual
countries of South-Eastern Europe. This is no longer a ‘powder keg’ waiting to ex-
plode. Rather, the region is steadily turning into a laboratory for the achievement
of multiple objectives: integration into the EU, completion of the political and eco-
nomic transition process and reconciliation through cross-border investments and
coordination.

This will take time, and will still require considerable resources from the interna-
tional [financiall community. There will be challenges and contradictions along the
way, even slippage at times. The unfinished business of Kosovo, its stalled recogni-
tion process and cross-border relations with neighboring Serbia and the institu-
tional stability of Bosnia and Herzegovina remain pressing issues on domestic and
international agendas. However, these challenges are being addressed today in the
‘courts’ of public opinion, while solutions are sought in legal proceedings as well
as in the myriad corridors of Brussels. Politically, at times, they persist as highly-
charged issues.

Nonetheless, these issues and challenges no longer mobilize the region’s citizenry
which has moved on emotionally and is now preoccupied with more urgent and
mundane issues, such as jobs, repaying foreign currency mortgages, using the ad-
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vantages of visa-free travel inside the EU and making a decent living despite per-
sistent corruption, the continued presence of oligarchs in economic affairs and a
prevailing clientelism in the public sector.

Regional cooperation even extends beyond the region of South-East Europe and
may serve other purposes. Recently, and for the first time, Serbia contributed seven
soldiers to UNFICIP, the United Nations peace-keeping force on Cyprus. This token
participation may appear insignificant at first sight when compared to other na-
tions’ contributions. Nonetheless, putting the Serbian flag on the ground in a UN
mission in Cyprus provides a small contribution to regional peace keeping, bilateral
cooperation and the active practice of synergies. It also includes greater rewards
and serves far-reaching objectives. The fact that Serbia can gain additional interna-
tional credibility and prestige should not be underestimated, especially consider-
ing that involvement in Cyprus enhances Serbia’s standing with regard to its the
ultimate prize, i.e. EU integration.>

Spill over effects from Greece?

As the twin fiscal and public debt crises unfold in Greece and the country’s reces-
sion deepens, neighbors in South Eastern Europe are anxiously trying to determine
how they will be affected by the developments in Athens. In light of Greece’s track
record of foreign direct investment, its foreign policy focus on the region and grow-
ing trade volumes between neighboring countries, Serbia, Albania, FYR Macedo-
nia, Romania, Bulgaria and Turkey cannot remain indifferent to the magnitude of
the crisis next door. Nor can they cast a blind eye to the possible solutions being
addressed in Athens or advocated in Brussels, Berlin and Washington.

Serbia, Kosovo, Bosnia and Herzegovina and the EU member Romania currently
have IMF-led stand-by agreements. These facilities have been in place since early
2009 (mid-2010 in the case of Kosovo). As regards Romania, the IMF program is
being supplemented by financial assistance from the European Union, the EBRD
in London and the World Bank. The same holds for Hungary and Latvia, another
two EU members with multi-year IMF-led macroeconomic stabilization programs
in operation.

What could be the short to medium-term repercussions of the Greek fiscal and pub-
lic debt crises for its neighbors? Is the risk of contagion limited or imminent? Some
spill-over effects have already started to manifest themselves. As Greek 10-year
bond values fall and yields continue to remain above double-digit percentage lev-
els, sovereign debt issuance and the risk premium investors demand to hold securi-
ties issued by Romania, Serbia, Bulgaria and Turkey have been adversely affected.

% | am grateful to Katharina Coleman from the University of British Columbia for pointing out this additional element of
regional and/or bilateral cooperation.
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Moreover, the ripple effects of the Greek crisis are being felt in three other key areas,
namely the impact on foreign trade volumes, the level of remittances being sent
back home from Greece and the cost of lending by the local subsidiaries of Greek
parent banks operating in the region. As the 2010 reports from Greek commercial
banks illustrate, they are being confronted with mounting problems concerning
non-performing loans (NPLs) in their domestic market (in excess of 10% of the total
loan portfolio) and in their main external markets, i.e. next door in Serbia, Romania
and Bulgaria in particular (see Anastasakis et al. 2011).

Thus, these institutions have to increase the level of provisions, which reflect de-
clining asset quality (e.g. in NPLs) and will impact their profitability for 2011 and
beyond. Moreover, such provisioning also adversely influences available capital for
banks’ lending activities in Serbia, Romania, Albania, Bulgaria and FYR Macedonia.
A return to the annual lending growth rates (reaching 50% and above), as seen
across the region up until 2008, will not be repeated by commercial banks, in par-
ticular those from Greece and Austria, the Netherlands and Italy.

Between 2003 and 2008, Greece was the main source of foreign direct investment
in Albania, accounting for more than half of the total. As regards bilateral trade vol-
umes, merchandise trade with Greece reached 9% of exports and 15% of Albanian
imports, respectively. However, already before the onset of the sovereign debt cri-
sis in Greece and the deepening economic recession, the share of trade between
both countries had started to decline, in particular because Albania had begun to
move towards greater EU trade integration and regional trade diversification.

Despite the challenges they are facing in their domestic and external markets,
Greek banks participated in the so-called “Vienna initiative” of 2009. More specifi-
cally, both public institutions such as the IMF, EBRD, the World Bank and the Euro-
pean Investment Bank (EIB) (the financing arm of the European Commission) and
a host of private commercial banks are jointly providing unprecedented levels of
financial assistance, grant funding and flexible credit facilities to partner institu-
tions operating in the region.

Such cooperation between International Financial Institutions (IFls) and private sec-
tor banks serves a dual purpose. On the one hand, it provides governments and busi-
nesses in the region with financial resources at affordable prices for onward lending
to the corporate sector. On the other hand, the non-financial dimension of this inter-
vention is not to be underestimated. As Cviiic and Sanfey (2010, p. 187) observe, IFls
and private banks are “helping in a major way, not just through the provision of hard
cash but also by voicing confidence in the long-term future of the region’.

In that respect, the facilities provided by the Vienna Initiative provide an external
anchor, striving to stabilize the political and economic re-emergence of South-
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Eastern Europe. Greek banks are thus committed to maintaining their exposure
to these countries, even if this takes place with considerable financial assistance
through multilateral financial institutions, such as the EBRD, which is providing
critical capital resources to Greek subsidiaries in the region for onward lending to
enterprises in Bulgaria, Romania and Serbia.

We also have to bear in mind that the recession-hit markets in South East Europe
still have a long way to go until they can legitimately claim to be on safer economic
ground. The secondary effects of the global economic and financial sector crises
in the region can be felt in the real economies of these countries, e.g. in terms of
declining consumer demand, indebtedness of private households and corporate
entities as well as growing unemployment.

Under these difficult conditions, the economic crisis in Greece risks affecting the
recovery potential of its neighbors. Over the past decade, foreign direct investment
from Greece, rising trade volumes with each other and labor migration to Greece
have all contributed to assisting the economic transition of its neighbors. This posi-
tive impact may be put on hold for some time to come.

However, possibly the most important issue on the minds of policy makers and
central bank governors in neighboring countries is the potential consequences for
the most crucial political project in the region: there is a growing concern across
capital cities, from Tirana to Skopje, Belgrade and Ankara that the EU accession per-
spectives for countries in South East Europe could be affected, with the EU becom-
ing rather cautious about enlargement and more rigorous regarding the economic
conditionalities of membership.

Itisin this area of foreign policy making where Greek leadership will be most crucial
in the coming months. Sending out clear signals of engagement with the region,
sustaining these with practical efforts of support for its neighbors can underscore
this crucial message: despite the crisis and the challenges it poses, Greece will not
become inward looking nor forget its neighbors!

Conclusions

Over the past two years, as policy makers and central banks from the Western Bal-
kans groped for policy responses to the consequences of the global economic re-
cession in their region, they increasingly latched on to a common idea: export-led
growth.

Increased integration into the global economy and a successful transition towards
trade openness with the European Union has become one of the defining hallmarks
of countries in the Western Balkans. However, the export structure of all the coun-
tries in the Western Balkans continues to be unbalanced, i.e. highly concentrated
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on a specific and limited range of products. For the FYR Macedonia, this imbalance
concerns mostly textiles, clothing and manufactured iron products.

When the configuration of exports remains concentrated on a few selected prod-
ucts, this concentration has consequences on price sensitivity, in particular with
regard to rising or declining commodity prices. Retaining international price com-
petitiveness is therefore a key policy agenda of an export-led growth agenda. But
this objective is tied to the exchange rate of domestic currencies to the Euro and/or
the USD (oil imports are in USD).

Furthermore, addressing the countries’ deterioration in international competitive-
ness remains a paramount issue on the national level of policy making as much as
in regional arenas, e.g. CEFTA and the Regional Cooperation Council (RCC) located
in Sarajevo. On the broader international level, completing negotiations for the re-
maining countries seeking accession to the WTO is critical. While they are making
progress on the bilateral track with most existing WTO members, the finalization
of this process will also depend on solving outstanding issues between countries
within the region (e.g. non-tariff barriers, Serbia’s relationship with Kosovo) and the
continuation of internal reforms.

In the course of 2010 and during the first quarter of 2011, import demands from EU
member states as well export capacity to neighboring CEFTA countries have con-
tinued to witness a recovery. In some countries of the region this dual development
is more pronounced than in others. A functional regional market within the CEFTA
architecture will continue to be important for trade integration and improving ex-
port capacities. In this respect, the planned liberalization of trade in agricultural
products and services across the Western Balkans constitutes a key benchmark in
increasing the region’s trade potential and economic prospects (European Com-
mission, November 2010, Enlargement Strategy).

Finally, the definition and implementation of an export-led growth agenda in the
region is taking place against the background of limited public resources and fis-
cal policy making capacity among the various countries. Hence, due to the magni-
tude of investment needed, leveraging capital inflows from third party institutions
with sustained capacity, building initiatives are required. This is where financial re-
sources, through a combination of the EU’s Instrument of Pre-accession Assistance
(IPA), the Western Balkans Investment Framework (WBIF) and the European Fund for
South-East Europe (EFSE), can and must seek to make a difference.’” Together, they
constitute a diversified platform of investment templates that are good examples
how to link external finance with project-driven initiatives.

*7 Between 2007 and 2013 IPA assistance is making €11.6 bn available to participating countries. IPA has a trade component
in its portfolio of activities. WBIF was established in December 2009 as a joint initiative of the EU Commission and partner IFls
(International Financial Institutions). It is designed to channel investments into infrastructure in the region.

Central European Experiences — Magic Formula for the Western Balkans? : 159



How to foster growth through the strategic use of exports, IFls’ resource provisions
for trade facilitation, credit financing of trade and competitiveness aspects, such
as licensing requirements, rules of origin and non-tariff barriers are issues that will
continue to occupy policy makers in the region in the coming years. It is a tall order
to grow out of recession through exports that lack key elements of international
competitiveness standards. Executing such a strategy at the expense of generating
strong and sustainable domestic demand has various inbuilt risks. Until the region
can combine both aspects of such a revised growth agenda, we will have to wait for
the answer as to why no Taiwan or Singapore has emerged in the Western Balkans
to date?
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From 2000 to 2007, economic growth in the Western Bal-
kans had seen growth without change in employment or
exports. The growth was accompanied by continuously
high trade and current account deficits that had to be fi-
nanced by the remittances of migrant workers, foreign
direct investment and foreign loans; these sources all rap-
idly dried out after the global crisis erupted. Therefore,
future growth of the region needs to be based on a recov-
ery in exports. It must be asked then as to whether the
export-led growth that has been experienced by Central
European countries in the last 20 years is a paradigm which
Western Balkan countries can follow. In this book, authors
from both regions - from Hungary, Slovenia, Slovakia, as
well as from Serbia, Croatia, Macedonia and Greece - ana-
lyze the individual economic experiences of their own
countries and try to find a way out of the current crisis,
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