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FOREWORD

The adverse effects of the latest global financial crisis and the accompanying Great
Recession (2007-2009) have not only prevented a strong and fast recovery, but have also
seriously questioned the ability of the major world economies to return to their pre-crisis long-
term growth path. All this has created serious challenges facing economic and business theories
and their policy prescriptions. Those challenges range from how to redesign economic policy and
regulatory reforms to how to reinvent the business models so that markets, firms and
governments can lay down the foundations for a future sustainable economic growth and job
creation.

Aiming at creating a forum for exchange of ideas and empirical research that try to search
for answers to these intellectual and practical challenges, the Faculty of Economics within the Ss.
Cyril and Methodius University in Skopje organized an international scientific conference under
the title: Economic Recovery in the Post Crisis Period. The Conference took place on 29. - 30. May
2015 at the Faculty of Economics in Skopje and it covered several topics grouped into three broad
areas as follows:

I. Macroeconomic Issues in the Post-Crisis Environment
II. Finance in the Post-Crisis Environment

I1I. Enterprise Restructuring in the Post-Crisis Environment

The Scientific Board of the International Conference on Economic Recovery in the Post-Crisis
Period consisted of the following members:

1. Vladimir Filipovski, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia (Chair)

2. Mihail Arandarenko, University of Belgrade, Faculty of Economics, Serbia

3. Josef Brada, Arizona State University, W. P. School of Business, Phoenix, USA, and
Macedonian Academy of Sciences and Arts

4. Vesna Bucevska, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia

5. Mitko Dimitrov, Bulgarian Academy of Sciences, Economic Research Institute, Sofia
Bulgaria

6. Ljubomir Drakulevski, Ss. Cyril and Methodius University in Skopje, Faculty of
Economics-Skopje, Republic of Macedonia

7. Taki Fiti, Macedonian Academy of Sciences and Arts; and Ss. Cyril and Methodius
University in Skopje, Faculty of Economics-Skopje, Republic of Macedonia

8. Tatiana Houbenova, Bulgarian Academy of Sciences, Economic Research Institute,
Sofia, Bulgaria

9. Mojmir Mrak, University of Ljubljana, Faculty of Economics, Slovenia

10. Mihail Petkovski, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia

11. Goce Petreski, Macedonian Academy of Sciences and Arts; and Ss. Cyril and Methodius
University in Skopje, Faculty of Economics-Skopje, Republic of Macedonia



12. Metka Tekavcic, University of Ljubljana, Faculty of Economics, Slovenia
13. Darko Tipuric, University of Zagreb, Faculty of Economics, Croatia

14. Laura Vasilescu, University of Craiova, Faculty of Economics and Business
Administration, Romania

15. Libor Zidek, Masaryk University, Faculty of Economics and Administration, Brno, Czech
Republic

The International Conference on Economic Recovery in the Post-Crisis Period set itself an
objective to attract theoretical and empirical research which will offer scientific insights into the
following issues:

e the issue of main drivers of the long-term economic growth and how to improve the
productive potential of the economies, while also taking into consideration the income
distribution effects;

e the new context for the conduct of the monetary policy and new modes and
instruments for its implementation;

e the issue of providing for fiscal discipline in the age of the crisis-related fiscal
expansionism;

e how to build a truly stable and efficient financial system;

e how can enterprises restructure their business models to optimally adapt to the post-
crisis changes in the business environment, and

e how to invigorate entrepreneurship, SME sector development and job creation,
particularly for the unemployed youth, and etc.

During the three Conference sessions, 35 presentations were realized involving scientific
papers prepared by authors from 12 countries: Republic of Macedonia, USA, Australia, Russia,
France, Czech Republic, Slovenia, Belgium, India, Mexico, Serbia, Albania and Italy. It may be said
that the Conference have created an exchange of ideas and discussions on wide range of issues,
starting from the challenges to macroeconomic theory and policies, moving on to the issues
related to financial markets and labor markets, then discussing issues that are of fundamental
importance not only for the development of the enterprise sector but also for the overall process
of economic development the core of which being innovations, their generation and policies for
their promotion and stimulation.

The Faculty of Economics within the Ss Cyril and Methodius University in Skopje has
subsequently organized the publication of the Proceedings of the International Conference on
Economic Recovery in the Post Crisis Period. These Proceedings include not only the papers which
were presented at the Conference but also several other papers that were submitted for the
Conference and accepted by the Editorial Board of the Proceedings. The members of the Editorial
Board are the following:

1. Vladimir Filipovski, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia (Chair)

2. Daniela Mamucevska, Ss. Cyril and Methodius University in Skopje, Faculty of
Economics-Skopje, Republic of Macedonia



3. Stojan Debarliev, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia

4. Borce Trenovski, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia

5. Kiril Jovanovski, Ss. Cyril and Methodius University in Skopje, Faculty of Economics-
Skopje, Republic of Macedonia

This publication, the Proceedings of the International Conference on Economic Recovery in
the Post Crisis Period, follows the same classification of the papers as in the one followed at the
Conference. The first section contains papers related to the topics in macroeconomic theory and
policies and the issues in economic growth and development. The second section contains papers
that deal with banking and finance aspects of the macroeconomic issues. The third section is
devoted to the various issues of the business sector restructuring in the post crisis context.

The Proceedings of the International Conference on Economic Recovery in the Post Crisis
Period includes 35 papers from 62 authors/coauthors coming from 15 countries (Republic of
Macedonia, USA, Russia, Australia, Canada, Honk Kong, France, Italy, UK, Czech Republic, Poland,
Belgium, Slovenia, Serbia, Albania).

We would like to express our utmost appreciation and gratitude to all the authors of the
papers included in these Proceedings and we believe that the readers will find many interesting
thoughts and analyses related to some challenging economic issues.

Skopje, November 2015 Prof. Vladimir Filipovski
Editor in Chief
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IMPACT OF CURRENCY INTERVENTIONS ON THE ECONOMIC DEVELOPMENT
IN THE CZECH REPUBLIC

Daniel Némec
Department of Economics
Faculty of Economics and Administration - Masaryk University

Libor Zidek
Department of Economics
Faculty of Economics and Administration - Masaryk University

ABSTRACT

The Czech economy was struck by the world financial crisis after 2008, similarly to other
economies in the region. Monetary as well fiscal policies reacted and tried to improve economic
performance. Foremost, the Czech National Bank (CNB) decreased its main interest rates very close to
zero. Regardless of such measures, monetary development in the Czech Republic was heading towards
deflation in the autumn of 2013. The CNB did not have any ordinary instrument in its portfolio and
decided to apply non-orthodox measures in the form of intervention on the foreign exchange market.
The intention was to depreciate the Czech crown and thus via exchange rate channel increase inflation
in the country. Applying the SVAR model, this paper aims to find out whether the intervention had an
impact on price level, exports, production, and interest rates.. Contrary to expectations, we did not find
inflationary impact of the measures on the price level. We only discovered impact on exports with the
highest influence during the first three months.

Keywords: Czech economy, currency market, interventions, central bank
JEL classification codes: F31

INTRODUCTION

The central government institutions sometimes make extraordinary decisions about
macroeconomic policy. One of them took place in the Czech Republic in the autumn of 2013. At that
time, the Czech central bank (the Czech National Bank) was in a critical situation because it had run
out of ordinary monetary tools - the main interest rates were already close to zero and the central
bank expected that the economy was heading towards deflation. The bank decided for an emergency
measure in the form of intervention on the foreign exchange market with the intention to depreciate
the currency - the crown. This extraordinary step was taken with a view to weakening deflationary
pressures in the economy.

The goal of this paper is to quantify and evaluate the impact of interventions on key
macroeconomic variables: economic activity (growth), exports (growth) and inflation (growth of
price level).

The structure of the paper corresponds with our goal. The first section is dedicated to the
development of the exchange rate regime in the Czech Republic and the situation around
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application of the interventions. Our model is introduced in the second section and we sum up our
research and our conclusions in the third section.

DEVELOPMENT OF THE EXCHANGE RATE PoLICY

Historically, Czechoslovakia and later on the Czech Republic applied several exchange rate
regimes during the transformation process. Three devaluations took place during 1990 and the
exchange rate was consequently fixed to a basket of five currencies. At the same time, the crown
became convertible for transactions on the current account. The fixed exchange rate regime survived
till 1997. But several changes were introduced meanwhile -the fluctuation zone was introduced
(1992), the basket was limited to two currencies (1992), the crown became fully convertible (1995)
and the fluctuation zone was again widened (1996). The country suffered from currency crises in the
spring of 1997 and in consequence the central bank was forced to leave the fix exchange rate regime.
The bank decided to apply a new monetary policy framework - inflation targeting. The exchange rate
regime was switched to managed floating. But the central bank in practice intervened only rarely -
and only around 2000. The exchange rate mechanism was de facto free floating (more about exchange
rate regime for example Némec, Zidek, 2013).

This situation changed in the autumn of 2013. The central bank was generally successful in
long-run achieving of its inflation goal. Most of the time, it was able to keep year-to-year inflation in
its target 2% +/-1%. Then the world financial crisis and consequent economic crisis struck the Czech
economy. The economy was affected via international channels that interconnect the economy with
the outside world. There were no internal reasons for the economic downturn - banks stayed healthy
and the overall financial sector was functioning well. The economy overcame the slump but it was
affected by other crisis in 2012-13. Inflation declined with this recession as well. The Czech crown
was meanwhile (surprisingly) appreciating. The central bank reacted in accordance with its policy
and decreased its main interest rate (repo interest rate). It reached “technical zero” (0.05%) already
in December 2012. The economy did not react to declining interest rates and inflation and the
expected inflation kept going down. The bank (its Bank Board) began to worry that it would not only
be unable to reach its inflation target but furthermore that the economy was directing towards
deflation with negative consequences for the whole economy. Because the main tool had already been
useless, the Board started to consider nonstandard measures in order to increase inflation and
inflation expectations. Interventions on the foreign exchange market were foregrounded and
discussed. The intention was to increase inflation in the economy via imported prices. These
discussions took place during nearly the entire 2013 (for example CNB Inflation Report - 11/2013).
The IMF (2013) participated in the discussions and recommended interventions on the foreign
exchange market during the summer consultations as well.

On its November meeting (November 7, 2013), the Board decided to react. Figure 1 shows the
situation then, as perceived by the Board. Their model projected with a high probability deflation. The
Board made decisions about interventions on the foreign exchange market with an intention to
depreciate the value of the Czech crown below 27 crowns per euro and to keep it there (CNB, 2013b).
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Graph 1: Headline inflation - comparison of the baseline and alternative (applying
interventions) scenario in the view of the Czech National Bank
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The intervention was generally successful. The crown depreciated and the central bank was
able to keep it below its targeted value even though it eventually did not intervene on the markets
directly. It is interesting that the market subjects were convinced (after the first intervention) just by
the will of the central bank to keep the exchange rate above the declared value. The practical impact
of the intervention was a 6% depreciation of the exchange rate against the previous situation (see
Figure 2). The Bank Board decided to keep the exchange rate below 27 CZK/EUR at least until 2016

(originally only till the beginning of 2015).

Graph 2: Exchange rate: Czech crown per Euro
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In Figure 3 we can see that the central bank estimated the inflation trend correctly. It was
obviously missing its target after the beginning of 2014 but it was able to avoid deflation during the
year. The central bank consequently argued that interventions were crucial in avoiding deflation
(CNB, 2014). The IMF evaluated the interventions positively as well (IMF, 2014). The following part
of the paper discusses the impact of the interventions on inflation.

Graph 3: Inflation rate as an increase in average annual CPI indicating
percentage change in last 12-month average over preceding 12-month
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Source: Czech Statistical office: https://www.czso.cz/csu/czso/inflation_rate 28. 3. 2015

The second impact of the interventions should be naturally on Czech trade. We can expect that
depreciation of the currency should support Czech exports and possibly increase trade balance
surplus. We can see the development of these indicators in Figure 4. There is no visible impact of the
interventions on these values. The exports seemed to be increasing after overcoming the impacts of
the world economic crises in regular pace and their growth can be probably ascribed to general
economic recovery in the economies of the trading partners. The same applies to trade balance - even
though its surplus has slightly increased in the recent months. Another goal of the following part of
the paper is to find out whether the interventions had any impact on Czech exports and trade balance.

Graph 4: Czech exports and trade balance in CZK (thousand)
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EVALUATING THE IMPACTS OF EXCHANGE RATE INTERVENTIONS

The main purpose of our paper - is to estimate the impact of exchange rate interventions on
key macroeconomic variables in the Czech economy. We focus on explaining the sources of dynamics
of exports, industrial productions, interest rate, exchange rate and inflation. To study the exchange
rate transmission mechanism in the Czech Republic we use the methodology proposed by Ito and Sato
(2008) tuned in a way to incorporate the particularities of the Czech economy. Interactions between
the exchange rate changes and the dynamics of macroeconomic variables will be studied within an
identified structural vector autoregressive model (SVAR).

Our SVAR analysis starts with an estimation of a reduced form VAR model. Obtained residuals
are then transformed to the structural shocks using Cholesky decomposition. Identified structural
shocks are incorporated into series of simulation exercises that will decompose the actual trajectories
of observed variables into the particular shock components. The resulting historical shock
decomposition points out the main factors standing behind the development of the macroeconomic
variables in the last fifteen years (including the period of exchange rate interventions).

Our VAR model is set up using the vector of five endogenous variables:

x, = (AEXP, IIP.,AIR,, AER, ,ACPI,),
where AEXP, denotes changes in the natural logarithms of exports, IIP, represents the changes in the
natural logarithm of index of industrial production, AIR,denotes changes of interest rate, AER,
represents the differences in natural logarithm of nominal effective exchange rate and ACPI, is the

difference of the natural logarithm of the consumer price index. Our model is thus based on growth
rates or changes of corresponding variables which will be explained in more detail below.

For estimation purposes, we use the monthly data from January 2001 to July 2014. The data
source is the database ARAD provided by the Czech National Bank. The observed variables for the
Czech Republic are as follows:

[IP: Index of industrial production (all industries), 2010=100;

CPI: Consumer prices index, all items, 2005=100;

IR: three month Prague interbank rate (3M PRIBOR);

EXP: volume of export in millions of CZK;

ER: Nominal exchange rate (EUR per CZK), direct quote (increase means appreciation);

All variables (except exchange rate and interest rate) were seasonally adjusted using the X12-
ARIMA procedure. After seasonal adjustment, the variables (except interest rate) were transformed
using logarithmic transformation. Unit root tests proved the existence of unit roots in all variables.
Our variables were expressed in growth rates terms (i.e. logarithmic differences). In case of interest
rate, only the first differencing was applied. These transformations led to stationary variables. All the
variables were selected in accordance with the arguments presented by Ito and Sato (2008) and are
very similar to those used by Mirdala (2009). These variables express economic linkage between
exchange rate and internal and external macroeconomic factors. Export growth represents possible
external demand shocks; domestic demand shock effects are included in the growth of industrial
production; and interest rate changes allow us to capture the effects of monetary policy on domestic
inflation.

Identified structural shocks are based on the Cholesky decomposition of the variance-
covariance matrix Q of the reduced-form VAR residuals. The link between the reduced-form VAR
residuals («,) and the structural shocks (¢,) can be written as

u, =S¢, ,

whereu, :(quP,ul’PP,ufR,ufR,u,C”), £, :(gfxp,g,’PP,ng,ng,g,CP’) and S is the lower-triangular

matrix derived given the covariance matrix Q. The Cholesky decomposition of Q implies Q= PP’
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with a lower triangular matrix P. Since Q= E(u,u,) = SE(,£,)S’=SS’, where structural disturbances
g, are considered to be orthonormal, the matrix S is equal to P. The structural model defined by the

previous equation is identified due to the fact that lower-triangular matrix S imposes enough zero
restrictions (k(k—1)/2), where k denotes the number of endogenous variables (in our case we have

five endogenous variables). The lower-triangular matrix S implies that some structural shocks have
no effect on the endogenous variables in the short run. The ordering is thus important and is based
on economic intuition. For example, we assume that changes in exports are influenced only by the
export (foreign demand) shock £** itself.

The lag order of the first-stage VAR model was selected at order 2 using the Akaike
information criterion (AIC). The constant term was excluded from our model specification, which
might be justified by the fact that there are no significant (i.e. non-zero) growth trends in the monthly
growth rates of the observed variables. The reduced form VAR model has been estimated using the
complete data set starting from 2001 M1 (the first month of 2001) to 2014M6. Structural shocks were
then computed from the VAR residuals in the aforementioned way.

The impacts of exchange rate changes and exchange rate interventions are evaluated at first
using the historical shock decomposition. We try to account for these shock decompositions for each
endogenous variable. Careful attention is paid to the period of nine months after the exchange rate
interventions in the autumn of 2013.

Graph 5: Historical shock decomposition - exports (monthly growth)
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Figure 4 shows the historical shock decomposition of monthly export growth and the
development of exchange rate (direct quotations where increase means appreciation). Presented
structural shocks contributions were computed using the identified and simulated SVAR model. Non-
zero shocks were simulated with respect to the lag of reduced-form model (i.e. first two periods are
omitted). The outset of start of the exchange rate interventions is marked as a vertical line. Foreign
demand shocks are responsible for most of the observed variability through the whole examined
period. Changes in domestic demand and exchange rate have only a limited impact on the
development of Czech exports. Exchange rate interventions boosted the export growth within the

! The first observation in 2001M1 was not lost due to differencing procedure, using the last observation in 2000.
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period of three months after the interventions. We are not able to observe either negative or positive
impacts of exchange rate changes afterwards.

Growth rates of industrial production are strongly influenced by the foreign demand shocks
(see Figure 5). From this point of view, the economic growth in the Czech Republic may be considered
as export-led growth. Exchange rate interventions caused only small increase in the industrial
production shortly after the outset of the interventions (approximately three months after this event).
Long-lasting growth supporting tendencies were not proved.

Graph 6: Historical shock decomposition-index of industrial production (monthly
growth)
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Interest rate changes are fully determined by the monetary shocks with temporary influence
of shocks in inflation.

Graph 7: Historical shock decomposition - interest rate (monthly change)
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As for the exchange rate changes, a small amount of these changes may be explained by shock
in exports (i.e. foreign demand). The rest may be considered to be a result of other factors (external
exchange rate shocks) not explained in our model. The main goal of the exchange rate interventions
was to prevent deflationary pressures. Although the observed period after the interventions is
relatively short, there is no evidence of direct inflationary effects of these interventions. On the
contrary, a small deflationary effect was recorded. This may be caused by positive supply shocks
connected with decrease in oil prices. Only a part of positive inflationary shocks may be related to the
growth of economic activity (industrial production) that might have been induced by exchange rate
changes.

Graph 8: Historical shock decomposition - exchange rate (monthly growth)
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Graph 9: Historical shock decomposition - monthly inflation
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Forecast error variance decomposition of inflation is shown in Table 1. We should notice that
the exchange rate changes play only a minor role in the development of all macroeconomic variables
(excluding exchange rate itself).

Table 1: Forecast error variance decomposition

gEXP EIIP EIR gER ECPI

AEXP 92.76% 2.36% 0.19% 1.75% 2.94%
AlIP 65.26% 30.04% 0.05% 1.73% 2.93%
AR 3.21% 0.71% 85.40% 096% 9.72%
AER 6.54% 156% 4.31% 85.14% 2.45%
ACPI  2.25% 232% 297% 1.31% 91.15%

Source: authors’ own computations based on estimated model

Relative importance of structural shocks may be found in Table 2. The presented numbers
are outputs of the regressions where dependent variables are all model variables and explanatory
variables are standardized structural shocks (identified within our SVAR model). The resulting R? is
decomposed into individual contributions using the formula R* = Zbkryk whereb, is the regression

k
coefficient at the k™ structural shock (i.e. standardized coefficient in the regression with original
variables) and r, is the correlation coefficient between the corresponding standardized dependent

variable and the k™ structural shock. All the computations were carried out for the entire periods2.
This approach allows us to distinguish overall historical influence of exchange rate changes on all
modeled macroeconomic variables.

Table 2: Explained historical variability

AEXP AIIP AIR AER ACPI
EXP 9411% 70.73% 8.23% 6.80% 1.82%
P 1.70% 25.98% 0.67% 1.65% 1.62%
R .0.53% -0.18% 79.24% 3.81% -1.81%
ER 301% 1.85% 1.35% 85.55% 2.98%
CPI 1.72% 1.62% 10.51% 2.19% 95.39%

m o oy ™

™

Source: authors’ own computations based on estimated model

As Table 2 indicates, exchange rate changes explain only a small part of variability in the rest
of economic variables. All previous results suggested a negligible effect of exchange rate interventions
on economic activity or inflation. It should be noted once again that all variables are expressed as
monthly growth rates. To evaluate the average impact on year-on-year growth rate, we have to

2 We have omitted the months in 2001 and 2002 due to the influence of initial zero-shocks conditions in historical
simulation. Negative R? are the results of insignificant influence of the shocks on inflation. It means that their
explanatory power was simply negative due to the fact that the sum of individual R * has to be equal to the overall R*
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annualize average shocks contributions to all of our model variables. The resulting average impacts
may be found in Table 3. Focusing on the period of interventions (starting with November 2013) we
can see that these interventions contributed considerably to export growth. Identified exchange rate
growth contributed to year-on-year export growth of 9% by 4%, i.e. by a half of estimated growth.
Export growth itself might have contributed to the consumer inflation by approximately 0.5%.
Conversely, exchange rate changes did not stimulate inflationary pressures.

Table 3: Contributions of shocks to the annualized average month to month
changes

£EXP £lIP ek oER £CPl n(la;z;lﬁ:ll]l::dg)e
2003M1 - 2013M10
AEXP 292% 0.15% 0.63% 0.16% 2.35% 6.35%
Alrp 1.54% -056% 0.17% -0.12% 0.97% 2.06%
AIR  0.09% 0.00% -0.58% 0.00% 0.29% -0.20%
AER 0.87% -0.07% 0.25% -0.62% 1.32% 1.74%
ACPI 0.21% 0.01% 046% -0.03% 1.70% 2.36%
2013M11 - 2014M06
AEXP 3.84% 0.20% 0.34% | 4.14% -0.21% 9.01%
anp 059% 1.19% 0.10% -091% 0.15% 1.22%
AIR  0.25% -0.02% -0.25% -0.05% -0.09% -0.15%
AER 2.03% -0.14% 0.03% [-11.06% -0.29% -9.59%
ACPI 049% 0.00% 0.22% -049% -0.66% -0.44%
2003M1 - 2014M06
AEXP 298% 0.16% 0.62% 0.38% 2.20% 6.50%
anp 1.49% -046% 0.16% -0.16% 0.92% 2.01%
AR 0.10% 0.00% -0.56% -0.01% 0.27% -0.20%
AER 093% -0.07% 0.23% -1.26% 1.23% 1.05%
ACPI 0.22% 0.01% 045% -0.06% 1.57% 2.20%

Source: authors’ own computations based on estimated model

CONCLUSION

The Czech central bank decided to use an extraordinary tool in the form of the interventions
on the foreign exchange market in the autumn of 2013. This tool was used in a situation when its main
instruments (repo interest rates) were at technical zero and the bank forecasted deflation. In
response, the central bank decided to devaluate the Czech crown by roughly 6%. The main goal of this
measure was to counter the deflationary pressures in the economy.

We analysed the impact of the interventions on exports, industrial activity, interest rate, and
inflation by the application of the SVAR model. Our conclusion was that the interventions had (in the
short run - it was still only a year after the application) a significant (positive) impact only on exports
and only in the period of the first three months (with the highest impact in the third month after the
outset of the interventions). Our analysis reveals that the average year-to-year pace of export growth
was 9% and the impact of the interventions was estimated at 4% - it means that nearly a half of the



Impact of currency interventions on the economic development in the Czech Republic

export growth can be attributed to interventions on the foreign exchange market. The indirect impact
of export growth was inflationary. But it was balanced by the direct impact of the exchange rate
changes on inflation that was (contrary to expectations) negative. The overall impact of the measure
on inflation was broadly zero which can be regarded as surprising and against the expectations of the
Central Bank.

Our final conclusion is that the analysis did not prove any positive impact of the interventions

on the price level. The measure had only a temporary (in first three months) influence on exports.

B W
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ABSTRACT

This paper estimates for the panel of EU27 countries, the effects of labour and product market
reforms on a broad set of macroeconomic variables, including growth, (un)employment, fiscal balances,
inflation and risk premia. We find evidence that our proxys for labour and goods market reform efforts
have small effects on most indicators. An import policy implication is that policymakers need to be aware
that structural reforms agenda’s like the Europe 2020 require a careful structure and timing of their
implementation.
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INTRODUCTION

The financial and economic crisis that has plagued the global economy since 2009 has evoked
unprecedented policy challenges. In the European Union -and elsewhere-, probably the biggest
challenge is designing strategies to boost job creation in the context of ongoing fiscal consolidation
and structural economic and social transformation. To achieve this, the necessity of structural
reforms is acknowledged by many. In recent years, economists and politicians have indeed spent
considerable attention to the potential effects of structural reforms in the goods and labour markets.
As a result, our understanding -both at the theoretical, empirical and policy levels- of the
transmissions of structural reforms to the economy has improved considerably. Structural reforms
are broadly speaking all measures that change institutional frameworks, their regulation and
government policy (i.e. the “regulatory framework”) and thereby contribute to improving economic
performance, productivity, labour utilisation, innovation, advancing (regional) economic integration
and resilience to shocks.

Structural reforms may do so by fostering more open, well-functioning, transparent and
competitive markets for goods and services, more efficient and flexible labour markets that generate
opportunities and foster education, better functioning and effectively regulated financial markets,
sustained small and medium-sized enterprises development, enhanced opportunities for vulnerable
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populations, while safeguarding effective social safety net programs. Structural reforms thus
potentially are important factors in promoting economic growth and alleviating poverty, in
promoting the openness of the economy, in improving transparency and efficiency in resource
allocation, in improving scope for private sector development and in strengthening institutions and
capacity for policy analysis, is essentially the theoretical reasoning (see e.g. IMF (2004), EU
Commision (2005), OECD (2006) and Joskow (2010) on this growth-structural reforms nexus).

When analysing structural reforms, complexity arises both from the essentially qualitative
character of structural reforms -making it very difficult to quantify e.g. reform intensity- and from
the complexity of the transmission process of structural reforms. Simple questions like how much
reform activity is undertaken and what are the effects of structural reforms, are therefore very hard
to answer actually.

At the conceptual level, it seems useful to distinguish between the direct transmission of
structural reforms in the form of their effects on (potential) output (growth) and on (structural)
unemployment from indirect effects on the broader economy, e.g. the effects of structural reforms on
inflation, public finances and financial markets. By reducing inefficiencies in the goods and labour
markets -market inefficiencies and market failures in other words- and regulatory inefficiencies -
burocracy and other forms of government failures-, structural reforms aim at bringing potential
output and structural unemployment closer to their equilibrium values that would be attained in the
absence of any distortion to perfect competition. It is important to realize that structural reforms in
addition are likely to have a whole range of indirect transmissions that may occur from their impact
on fiscal deficits, interest rates, inflation or the exchange rate, e.g.

Given the qualitative nature of structural reforms and the complexity of transmissions, it
seems very difficult to attach concrete numbers to structural reform efforts and the likely effects of a
structural reform (or reform proposal) on output, unemployment and other variables. However, this
paper finds that if one is willing to consider some simplifications, it will be possible to obtain a more
quantitative analysis of structural reforms and their effects (i.e. “transmissions”). This paper namely
tries to gauge the effects of structural reforms on growth, (un)employment and fiscal balances using
a panel dataset of the EU 27 countries during the period 2000-2010.

Relating to structural reforms and their implementation, another research question that is
often receiving interest is: under which conditions structural reforms are more likely to be
implemented? Political and economic constraints limit the implementation of structural reforms.
Structural reforms are typically opposed by vested interests, resulting in a status quo bias where
structural reforms are strongly opposed by key constituencies that would be strongly affected by
structural reforms in labour or goods markets. Affected groups have strong incentives to mobilise
lobbying and political pressure to oppose the structural reforms. The uneven distribution of benefits
and costs reduce the political support for carrying out reforms even if they would be beneficial to
society as a whole. A significant political-economy literature studies the determinants of structural
reforms, i.e. the reform capacity, seeking to explain cross-country differences in the scope and speed
of reforms. In a notable study Hoj et al. (2006) find for a set of 21 OECD countries that the most
important determinants of reforms include economic crises, exposure to foreign competition,
government’s duration in office, budgetary conditions and spillovers across policy areas - in
particular from the product to the labour market.



Structural reforms and their effects in the EU: evidence from the Lisbon strategy

Section 2 analyses the most important facts on structural reforms in the European Union.
Section 3 estimates the impacts of reforms on a few macro-economic and budgetary variables. In
section 4 an attempt is made to estimate the most important determinants of reforms in the EU 27.
Section 5 concludes the paper by summarising the main findings.

AN OVERVIEW ON STRUCTURAL REFORMS IN THE EU27,2000-2010

In June 2010, the European Union's Heads of State and Government adopted the Europe 2020
Strategy. With this new economic strategy -that builds on its predecessor, the Lisbon Strategy3 for
growth and jobs- the EU has launched an ambitious and comprehensive policy agenda for Europe to
secure macro-economic stability, healthy public finances and sustainable and inclusive economic
growth.

Such a comprehensive reform agenda is expected to generate significant gains in terms of
additional growth and employment as well as help ensure longer-term sustainability of public
finances. An essential part of this strategy is the introduction of an ambitious structural reform
agenda with reforms with a medium- to long term horizon that focus on promoting the sustainability
of public finances, enhancing potential growth and realising the 2020 objectives, i.e. ensuring that the
EU becomes prosperous, green and fair. A number of concrete targets to be achieved by 2020 is well-
known by now: (i) the employment target of 75 percent, (ii) the R&D and innovation/GDP target of 3
percent, (iii) targets of reducing greenhouse gas emission by 20 percent, increasing energy from
renewables and energy efficiency by 20 percent, (iv) reducing school drop-out rates below 10% and
(v) reducing the amount of people in or at risk of poverty and social exclusion by 20 million. The
Europe 2020 Strategy seeks to incorporate lessons from past experiences and economic analysis
which indicate that a well-designed, comprehensive and convincing policy agenda aimed at
strengthening the supply side of the economy should be an essential part of the policy response to
lead the EU out of the crisis.

In brief, Europe 2020 provides an important framework for economic and structural policies
in the EU and is a comprehensive attempt to coordinate national reform processes by setting common
policy targets and establishing an enhanced macro-structural surveillance. An important question in
the context of the Europe 2020 Strategy is what we actually know about the effects of structural
reforms on envisaged target variables such as growth, employment and fiscal balances in the EU 27
countries. As already noted in the introduction such simple questions about the size of reform efforts
and the impact of reforms are actually difficult to answer. In this section we will therefore first survey
the structural reforms that have been carried in the period 2000-2010 -the Lisbon Strategy period in
essence-. In the next section we will use this information on structural reforms and try to estimate
the effects of these reforms on a set of macroeconomic variables for the set of 27 EU countries.

i) Labour market reforms in the the EU

To analyse the structural reforms in the labour market we rely on the LABREF database that

is maintained by the EU Commission. The LABREF database covers 8 broad policy fields which are

3 For a detailed assessment of the Lisbon Strategy, see EU Commission (2006).
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subdivided into 36 areas of policy intervention defining as many labour market institutions and
possible labour market reforms in the sense of changes in these labour market institutions. These
categories are: (i) labour taxation (TAX) (employers’ social security contributions, employees’ social
security contributions, income tax), (ii) unemployment and welfare related benefits (UNB) (net
replacement rate, duration of unemployment benefits, coverage, entitlement), (iii) active labour
market programmes (ALM) (public employment services, training, direct job creation and
employment subsidies, other schemes), (iv) job protection (JPR) (permanent contracts, temporary
contracts, hiring and firing), (v) pension systems (PEN) (early retirement, disability schemes,
pensions), (vi) wage bargaining (BAR) (statutory minima, contractual flexible arrangements,
government intervention in wage bargaining), (viii) working time (TIM) (participation friendly
schemes, working time organisation over the life time), (viii) immigration and mobility (MOB)
(border controls, selective immigration policies, measure to facilitate labour market integration of
immigrants, housing, social security portability, degree recognition).

Reform count will be used as a proxy for structural reforms in the labour market. Clearly the
number of reforms is a very coarse measure of reform efforts. In fact it may often lump together
measures of rather limited importance and major reforms. Another problem would be that an initial
reform that is later undone, is actually counted as two separate reforms. This approach is, however,
inherent to the fact that the changes in the institutional and regulatory structural reforms are of a
qualitative nature. Notwithstanding these limitations, this measure is providing already some more
insights into structural reform designs and dynamics: their scope, speed, timing and cross-country
variation can be assessed.

From the LABREF database the follow picture arises concerning the intensity of structural
labour markets reforms in the euro area and EU27.

Figure 1
Number of labour market reforms in the European Union and Euro Area. 2000-2010.
Source: own calculations from the EU Commission LABREF database.
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There is obviously considerable variation over time and between the different reform
categories. All types of reform categories matter on average, reforms on active labour market policies
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and taxation appear somewhat more frequent than other categories. The average number of reforms
in both euro area and EU 27 during this period is around 9.5 per year, the minimum of around 7 is
reached in 2005 and the maximum of around 17 in 2007.

Also between countries there is considerable variation in the intensity of labour market
reform. Figure 2 shows per country the total amount of labour market reforms during the period
2000-2010:

Figure 2

Number of Structural Reforms in the labour market, EU-27 countries, 2000-2010: Total
sum of reforms in the eight reform sub-categories (TAX, UNB, ALM, JPR, PEN, BAR, TIM,
MOB). Source: own calculations from the EU Commission LABREF database.
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Slovenia displays the lowest number of labor market reforms during this period (4.1 per year
on average during this period), Spain the highest (19.8 per year on average during this period).
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ii) Product market reforms in the the EU

Broadly speaking, the aim of goods market reforms is to foster pro-competition forces in
goods and services markets and to reduce economy-wide regulatory burdens in goods and services
markets. Thus, by fostering efficiency of the allocation of production factors goods market reforms
can have an effect on growth. Moreover, goods market reforms can thereby also have effects on other
macroeconomic variables, e.g. employment, fiscal balances and inflation.*

Also in the area of product reforms it is possible to distinguish a number of categories of
reforms: (i) streamlining registration and licensing procedures,(ii) facilitating start-ups, (iii)
simplifying bankruptcy procedures, (iv) promoting competition for public contracts and cutting red
tape, (v) strengthening competition in network industries (unbundling energy networks, improving
third-party access and easing entry restrictions introducing or consolidating the power of the
regulatory authority), (iv) reducing price controls and reduce other barriers to competition in retail
trade, streamlining competition laws and policies, (v) introducing incentive-based regulation, (vi)
reducing the scale and scope of public ownership, (vii) reducing barriers to foreign trade (including
non-tariff barriers) and foreign direct investment. Similar to the case of labour market reforms it is
difficult to quantify these essentially qualitative variables into a quantitative measure that measures
the structural reforms in goods markets.

Goods market reforms in our analysis will be proxied by the change in the Economic Freedom
of the World (EFW) Index that is provided by the Heritage Foundation on a yearly base. It measures
ten components of economic freedom, assigning a grade in each using a scale from 0 to 100, where
100 represents the maximum freedom. The ten component scores are then averaged to give an overall
economic freedom score for each country. The ten components of economic freedom are: Business
Freedom, Trade Freedom, Fiscal Freedom, Government Spending, Monetary Freedom, Investment
Freedom, Financial Freedom, Property rights, Freedom from Corruption, Labour Freedom. In the
Index of Economic Freedom, these ten components of economic freedom are weighted equally in
determining country scores. For a country considering economic reforms, those components on
which it scores the lowest are likely to be the most important in terms of providing significant
opportunities for improving economic performance. To estimate the intensity of goods market reform
in each EU country, we take the annual change in the Index of Economic Freedom (available from
http://www.heritage.org/index/download).5 A negative change would therefore amount to a reform

reversal or lower amount of economic freedom.

4 Bassani and Duval (2006) e.g.find a positive effect of goods market reform and employment growth.

5 A comparable indicator is the OECD’s OECD Indicator of Product Market Regulation (Woelfl et al. (2009). This
indicator is, however, not available for all EU-27 countries and for the years 1998, 2003 and 2008 only, for those
reasons the EFW indicator was used. Also the Fraser Institute’s Indicators of Economic Freedom
(http://www.freetheworld.com/) provide a comparable set of indicators on product market regulation.
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Figure 3
Goods market reforms in the EU27. Source: own calculations using the Economic
Freedom of the World Index.
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The average amount of goods market reform thus measured by the change in the EFW index
in euro area and EU 27 during the period 2000-2010 is respectively 0.39 and 0.55 per year; least
reform activity was seen in 2005 (-0.61 and -0.03, respectively), while 2001 witnesses the largest
amount of goods market reform (1.95 and 2.43, respectively). As in the case of labour market reforms,
considerable cross-country variation is seen: Portugal displays the lowest goods market reforms
during this period (-0.05 per year on average during this period), Bulgaria the highest (1.38 per year
on average during this period).

EFFECTS OF STRUCTURAL REFORMS IN THE EU: EVIDENCE FROM PANEL DATA

To provide more insights on the possible effects of structural reforms in the EU, panel
regressions that link several macroeconomic performance measures to indicators of structural
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reform as well as various controls, are carried out in this section. More specifically, panel regressions
are run for the panel of 27 EU countries for the period 1990-2010: essentially the period of the Lisbon
Strategy. Estimated are the effects of the structural reforms measures presented in the previous
section on the following variables: (1) output growth, (2) productivity growth, (3) unemployment
rate, (4) long-term unemployment rate, (5) employment, (6) employment of older workers, (7)
primary fiscal balance, (8) fiscal balance, (9) inflation and (10) risk premium.

I.  Estimation and Identification Strategy

We proceed our estimation in the following manner. We start by estimating the effects from
structural reforms on the 10 macroeconomic variables using pooled OLS estimates of the EU-27 panel,
provided in Table 1. As to be expected much variation in the macroeconomic variables can be
explained by (i) the lagged dependent variable, reflecting persistence, and (ii) output growth -as a
proxy for the business cycle- which is clearly as a driving adjustment in labour markets, public
finance, inflation and the risk premium. Europe’s financial and budgetary crisis is clearly reflected in
the highly significant effects from the year dummies for 2009 and 2010.

[t is seen that (with exception of the risk premium), labour market and goods market reform
will have the same directional effect. These structural reforms indicators have positive effects on
growth, productivity, fiscal balance and inflation and a negative effect on unemployment. It is seen
that the goods and labour market reform indicators, however, have in all cases only small effects. This
could lead to the conclusion at first sight that reforms hardly have an effect. However, when taking
into account that 9.5 labour reforms per year take place in EU countries on average and that the goods
market reform indicator increased by 0.55 per year on average in the EU (during the sample period),
the effects do become more meaningful. It would imply that the average labour market reform effort
(during the sample period at least) contributes almost 0.3 percent to growth and the average goods
market reform almost 0.1 percent. In similar vein, labour market reforms and goods market reforms
contribute to a reduction in the unemployment rate with 0.15 and 0.01 percent, respectively, an
increase in the employment rate by 0.16 and 0.03 percent, and an increase in the fiscal balance by 0.2
and 0.01 percent.

While the pooled estimations of Table 1 enable to draw a broad picture on the effects of
structural reforms on the broader economy, they suffer from one drawback: idiosyncratic
heterogeneity remains unaccounted for. To account also for idiosyncratic cross-country
heterogeneity in the estimations, we re-estimate in Table 2 the panel, including fixed or random
country effects. The fixed cq. random effects will pick up the cross-country variation that is not
explained by the cross-country variation in endogenous variables and could in this way contribute to
improve the explanatory power of the panel regressions. The inclusion of fixed or random effects in
based on the Hausman correlated random effects test. Comparing Table 2 with Table 1 we see that
the results of the fixed /random effects estimation confirm our results and conclusions obtained with
the pooled OLS estimation in Table 1.



Table 1 Effects of structural reforms on macroeconomic variables, pooled OLS estimation, panel of EU-27 countries, 2000-2010

(1) (2) (3) (4) (5) (6) (7) (8) 9) (10)
Dependent Output  Productivity Unemployment Long term Employmente Employment Primary Fiscal Inflation!  Risk
variable growtha  growthb ratec unemployment older fiscal balanceh premiumi
rated workersf balances
Constant 1.73**  0.39 1.07%** 2.60** -0.55 0.73* -0.62%*  -0.93%*  1.63** 2,27
(0.51) (0.26) (0.21) (1.02) (0.63) (0.44) (0.29) (0.32) (0.65) (0.58)
Lagged dep. 0.72%*  0.02 0.99%** 0.96%** 0.99%** 0.98%** 0.87***  0.88%%*  (.24*** 0.27%**
variable (0.04) (0.05) (0.02) (0.02) (0.01) (0.01) (0.04) (0.04) (0.06) (0.06)
Output 0.63*** -0.28%** -0.13 0.22%** 0.17%** 0.13**  0.16%%*  (0.34*** -0.13
growth (0.04) (0.03) (0.11) (0.02) (0.04) (0.04) (0.05) (0.09) (0.09)
Labour Market 0.03** 0.01 -0.02%* -0.08** 0.02** 0.01 0.02 0.02 0.01 -0.05*
Reforms (0.02) (0.01) (0.01) (0.04) (0.01) (0.84) (0.02) (0.02) (0.03) (0.03)
Goods Market 0.01 0.01 -0.01 -0.21 0.05* 0.12%** -0.01 0.01 0.16 0.14
Reforms (0.09) (0.05) (0.04) (0.15) (0.03) (0.05) (0.06) (0.07) (0.14) (0.13)
Euro Area 0.03 -0.99%** -0.26* -0.31 0.45%** 0.41** -0.16 -0.23 -0.59 -1.19**
(0.29) (0.06) (0.14) (0.57) (0.12) (0.20) (0.26) (0.25) (0.52) (0.49)
D2009 - 0.57 0.31 -5.40%** -0.29 0.55 -3.27%* -2.93% -1.76 2.33%**
6.88***  (0.46) (0.31) (1.34) (0.28) (0.46) (0.58) (0.58) (1.16) (0.83)
(0.52)
D2010 547 2.23%** 0.96*** 8.12%** -0.84*** -0.89%** 0.01 0.04 1.01 2.61**
(0.62) (041) (0.23) (0.98) (0.20) (0.34) (0.47) (0.46) (0.87) (1.13)
Adjusted R2 0.54 0.72 0.92 0.89 0.98 0.98 0.73 0.74 0.22 0.11
S.E. regression 2.60 1.58 1.09 4.65 0.98 1.62 2.01 2.02 3.99 3.95
Log likelihood -695.00 -500.33 -436.82 -864.74 -407.33 -555.29 -615.83  -625.02 -752.66  -822.74
Durbin Watson 1.98 1.31 1.25 1.48 1.41 1.60 1.70 1.66 2.00 1.98
Mean dep. 2.63 1.66 8.17 39.93 64.04 42.62 -0.08 -2.51 3.03 1.15
variable
No. Obs. 294 269 293 294 294 294 293 296 270 296

Notes: ***: significant at a 1% level. **: significant at a 5% level. *: significant at the 10% level.

a Gross domestic product at market prices, volume, annual percentage change. Source Eurostat.

b Labour productivity per hour worked - GDP in PPS per hour worked. Source Eurostat.

¢ Total unemployment rate, % of civilian working age population, annual average. Source Eurostat.

d Long-term unemployment in % of total unemployment. Source Eurostat.

e Employment rate (15 to 64 years). Source: Eurostat.

f Employment rate (55 to 64 years). Source Eurostat.

g General government, Net borrowing excluding interest. Percentage of GDP. Source: Eurostat.

h General government, Net borrowing. Percentage of GDP. Source: Eurostat

i GDP deflator, Annual percentage change. Source: Eurostat. ] Government bond yields 10 years' maturity, annual average, differential vis-a-vis Germany. Source: Eurostat.



Table 2 Effects of structural reforms on macroeconomic variables, panel of EU-27 countries, fixed /random effects OLS, 2000-2010.

Dependent (9] (2) 3) 4) (5) (6) (7) 8) 9 (10) Risk
variable Output  Productivity Unemployment Long term Employmente Employment Primary Fiscal Inflation! premiumi
growtha  growthb ratec unemployment older fiscal balanceh
rated workersf balances
Constant 1.56%*  (.75* 1.63%** 15.14%** 1.48 0.86 -0.77* -1.53%%*  1.88** 2.24%%*
(0.48) (0.33) (0.34) (2.24) (1.95) (0.53) (0.42) (0.47) (0.90) (0.80)
Lagged dep. variable 0.36%**  -0.14*** 0.95%** 0.66*** 0.97*** 0.98*** 0.70***  0.72%*  0.11* 0.08
(0.06) (0.05) (0.03) (0.05) (0.03) (0.01) (0.04) (0.06) (0.06) (0.06)
Output 0.63*** -0.33%** 0.10 0.25%** 0.18*** 0.21%*  0.24%*  (0.24** -0.28%**
growth (0.04) (0.03) (0.12) (0.02) (0.04) (0.05) (0.05) (0.09) (0.09)
Labour Market 0.03* 0.02* -0.02%* -0.09** 0.02** 0.01 0.03* 0.03* 0.01 -0.05*
Reforms (0.02) (0.01) (0.01) (0.04) (0.01) (0.01) (0.02) (0.02) (0.04) (0.03)
Goods Market 0.03 0.04 -0.003 -0.14 0.05* 0.11** 0.02 0.03 0.16 0.14
Reforms (0.08) (0.05) (0.04) (0.15) (0.03) (0.05) (0.07) (0.07) (0.14) (0.13)
Euro Area -0.05 -0.62 -0.16 -2.60* 0.18 0.38 -0.24 -0.28 -0.72 0.49
(0.84) (0.54) (0.36) (1.55) (0.33) (0.25) (0.73) (0.70) (1.48) (1.33)
D2009 - 0.11 -0.20 -4, 71%%* 0.12 0.64 -2.64%F 2.28%k 2. 70%* 4.31%**
8.36™**  (0.46) (0.32) (1.38) (0.33) (0.46) (0.60) (0.60) (1.15) (1.19)
(0.53)
D2010 1.45* 1.29%** 0.97%** 5.75%** -0.72%*%* -0.86** -0.73 -0.60 -0.03 1.55*%
(0.78) (0.42) (0.23) (1.06) (0.21) (0.33) (0.53) (0.52) (0.94) (0.84)
Adjusted R2 0.60 0.76 0.93 0.90 0.98 0.97 0.74 0.76 0.22 0.14
S.E. regression 241 1.47 1.03 448 0.98 1.57 1.95 1.98 4.00 3.88
Log likelihood -658.78 -467.01 -407.55 -839.84 -384.91 -594.16  -603.52 -739.26  -803.19
Durbin Watson 1.98 1.41 1.56 1.32 1.64 1.72 1.70 1.67 1.97 2.00
Mean dep. variable 2.63 1.66 8.17 39.93 64.04 42.62 -0.08 -2.51 3.03 1.15
Hausman test Fixed Fixed Fixed Fixed Fixed Random Fixed Fixed Fixed Fixed
No. Obs. 294 269 293 294 294 294 293 296 270 296

Notes: ***: significant at a 1% level. **: significant at a 5% level. *: significant at the 10% level.
a Gross domestic product at market prices, volume, annual percentage change. Source Eurostat.

b Labour productivity per hour worked - GDP in PPS per hour worked. Source Eurostat.

¢ Total unemployment rate, % of civilian working age population, annual average. Source Eurostat.
d Long-term unemployment in % of total unemployment. Source Eurostat.
e Employment rate (15 to 64 years). Source: Eurostat.

fEmployment rate (55 to 64 years). Source Eurostat.

¢ General government, Net borrowing excluding interest. Percentage of GDP. Source: Eurostat.
h General government, Net borrowing. Percentage of GDP. Source: Eurostat
I GDP deflator, Annual percentage change. Source: Eurostat. i Government bond yields 10 years' maturity, annual average, differential vis-a-vis Germany. Source: Eurostat.



Table 3 Effects of structural reforms on macroeconomic variables, panel of EU-27 countries, fixed /random effects OLS, 2000-2010.

Dependent (1) Output  (2) Productivity (3) Unemployment  (4) Long term (5) (6) Employment (7) Primary (8) Fiscal (9) (10)
variable growth?2 growth? ratec unemployment rated Employmente older workers’ fiscal balances balance” Inflationi Risk premium’
Constant 1.571%** 0.76** 1.07*** 15.29%** 1.65 0.85 -0.81* -1.00%** 1.99%* 2.28%**
(0.48) (0.33) (0.21) (2.28) (2.00) (0.60) (0.42) (0.33) (0.88) (0.80)
Lagged dep. variable 0.35%** -0.15%** 0.99*** 0.66*** 0.96%** 0.98*** 0.69*** 0.88*** 0.09 0.08
(0.06) (0.05) (0.02) (0.05) (0.03) (0.01) (0.06) (0.04) (0.06) (0.06)
Output growth 0.63*** -0.29%** 0.12 0.25%** 0.19%** 0.22%** 0.17*** 0.20** -0.30%**
(0.04) (0.02) (0.12) (0.02) (0.04) (0.05) (0.05) (0.10) (0.10)
Active LM policy (ALM) -0.02 0.08* -0.01 0.07 -0.02 -0.04 -0.08 -0.05 -0.07 -0.07
(0.08) (0.05) (0.03) (0.14) (0.03) (0.05) (0.06) (0.06) (0.13) (0.12)
Bargaining (BAR) 0.11 0.06 -0.02 -0.37 -0.01 0.01 -0.03 -0.05 0.75%** 0.15
(0.14) (0.09) (0.06) (0.27) (0.06) (0.09) (0.12) (0.11) (0.24) (0.23)
Job Protection (JPR) -0.27*%* -0.01 -0.02 -0.11 0.03 0.02 0.21** 0.18* -0.13 0.01
(0.12) (0.07) (0.05) (0.22) (0.05) (0.08) (0.10) (0.09) (0.20) (0.19)
Mobility (MOB) 0.05 -0.27** -0.09 -0.49 0.11 -0.02 0.12 0.14 0.36 0.37
(0.20) (0.12) (0.08) (0.36) (0.08) (0.13) (0.16) (0.15) (0.33) (0.31)
Pension (PEN) -0.10 -0.04 -0.04 -0.02 0.04 0.04 -0.02 -0.02 -0.20 -0.07
(0.10) (0.06) (0.04) (0.18) (0.04) (0.06) (0.08) (0.07) (0.16) (0.15)
Taxation (TAX) 0.16* 0.10* 0.01 -0.14 0.02 0.04 0.11 0.03 -0.09 -0.26*
(0.09) (0.06) (0.04) (0.17) (0.04) (0.06) (0.07) (0.07) (0.16) (0.15)
Time (TIM) 0.28* -0.03 -0.06 0.16 0.03 -0.02 -0.01 0.06 -0.35 -0.20
(0.16) (0.10) (0.07) (0.31) (0.06) (0.11) (0.14) (0.13) (0.28) (0.27)
Unemployment 0.02 0.07 0.02 -0.22 0.03 0.08 0.06 0.06 0.18 0.01
Benefit (UNB) (0.10) (0.06) (0.04) (0.20) (0.04) (0.07)) (0.08) (0.08) (0.18) (0.17)
Goods Market Reforms 0.02 -0.03 -0.01 -0.13 0.05* 0.10* 0.02 0.01 0.17 0.14
(0.08) (0.05) (0.04) (0.15) (0.03) (0.05) (0.08) (0.07) (0.14) (0.13)
Euro Area -0.05 -0.47 -0.25* -2.27 0.17 0.37 -0.18 -0.18 -0.34 0.34
(0.85) (0.55) (0.14) (1.58) (0.33) (0.28) (0.74) (0.27) (1.47) (1.35)
D2009 -8.24%%* -0.17%** 0.18 -4.95%** 0.24 0.77 =241k -2.66%** -2.94** 3.99%**
(0.57) (0.48) (0.31) (1.44) (0.31) (0.48) (0.62) (0.59) (1.28) (1.24)
D2010 1.69** 0.90** 0.971%** 5.50%** -0.62%** -0.78** -0.72 0.08 -0.24 1.48*
(0.81) (0.45) (0.23) (1.14) (0.22) (0.36) (0.55) (0.47) (0.99) (0.91)
Adjusted R2 0.61 0.76 0.91 0.90 0.98 0.96 0.74 0.73 0.24 0.14
S.E. regression 2.40 1.46 1.09 451 0.96 1.56 1.95 2.01 3.94 3.89
Log likelihood -653.17 -461.08 -418.31 -837.67 -383.21 -589.99 - -731.21 -800.14
Durbin Watson 1.94 1.48 1.28 1.36 1.66 1.77 1.74 1.71 1.99 1.99
Mean dep. var. 2.63 1.66 8.17 39.93 64.04 42.62 -0.08 -2.51 3.03 1.15
Hausman test Fixed Fixed Random Fixed Fixed Random Fixed Random Fixed Fixed
No. Obs. 294 269 293 294 294 294 293 296 270 296

Notes: ***: significant at a 1% level. **: significant at a 5% level. *: significant at the 10% level.

a Gross domestic product at market prices, volume, annual percentage change. Source Eurostat. ® Labour productivity per hour worked - GDP in PPS per hour worked. Source Eurostat.
¢ Total unemployment rate, % of civilian working age population, annual average. Source Eurostat. 4 Long-term unemployment in % of total unemployment. Source Eurostat.
e Employment rate (15 to 64 years). Source: Eurostat. f Employment rate (55 to 64 years). Source Eurostat.
g General government, Net borrowing excluding interest. Percentage of GDP. Source: Eurostat. h General government, Net borrowing. Percentage of GDP. Source: Eurostat.
i GDP deflator, Annual percentage change. Source: Eurostat. i Government bond yields 10 years' maturity, annual average, differential vis-a-vis Germany. Source: Eurostat.



Figure 1 Comparison of predicted effects of actual reform strategy (red lines) with effects of a reform strategy that follows the EU27 average

(green lines) and actual growth, unemployment rate and fiscal balance (blue lines).
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Structural reforms and their effects in the EU: evidence from the Lisbon strategy

In a final step, we replace the overall labour market reforms indicator by the eight underlying
types of labour market reforms attempting to find evidence whether or not one or more categories of
labour market reforms are more important than other categories. In Table 3 the fixed /random effects
estimation results for this case with the overall labour reforms indicator decomposed in the 8
underlying reform categories, is presented. A wide variety of effects is seen which can not be
described all in detail. Effects are again typically of small size and struggle to reach statistical
significance. An important reason is of course that in many panel observations the number of say
reforms in unemployment benefits in country x in year y is zero or small. The effects of the goods
market reforms and the other explanatory variables are again similar to the picture that resulted from
Table 1 and 2.

The main insight from the estimation results appears to be that structural reforms -at least as
to the extent proxied by our indicators- have mainly small effects on the macroeconomic indicators:
the “reform multipliers” of each reform are likely to be small. The impact of different structural
policies on various variables can be gauged using simulated “reform multipliers”. The multipliers
report measure the effects of unit changes in different structural reforms items. The multipliers can
be simulated over a ten-year period and at steady state to shed light on the time horizon required for
different reforms to come to fruition. Given that typically various number and types of reforms are
taking place at each datapoint, the overall impact of reform processes is certainly non-negligible.

From the estimation results alone however it is difficult to gauge how the various reform
strategies that EU27 countries implemented in our sample period of the Lisbon Strategy really
affected their economy. It seems interesting to conduct a thought experiment to obtain a more
concrete idea about the reforms and their impact. In particular, we could ask ourselves the following
question: what if country x would not have implemented its reform package as indicated by the
reform measures we calculated but instead would have implemented the reform path of the EU27 on
average, so speeding up the reform pace for countries with low reform effort and reducing the reform
pace of fast reformers (and keeping the same reform intensity for countries basically for countries
close to the average).

Figure 1 displays the effects of changing the reform path to the EU27 average in case of two
slow reformers, Slovenia and Greece, and a country with fast reforms, Spain and a country close to
the EU27 average, the UK. It is seen that that the Slovenian and Greek economy would have benefited
in terms of higher growth, higher fiscal balances and in particular lower unemployment, if the reform
efforts had been matching the European average over the same period. In a similar vein, the Spanish
economy would have grown less, fiscal balances would have been lower and unemployment rate
higher with a reform intensity at the European average. In the case of the UK that had a reform path
that has been close to the European average, the effects are of course small compared to the other
three countries.

Evaluation of the Lisbon Strategy

It is also interesting to interprete our results in the context of an overall evaluation of the
Lisbon Strategy. In the original formulation by the EU Commission the Lisbon Strategy’s aim was to
make the EU "the most competitive and dynamic knowledge-based economy in the world capable of
sustainable economic growth with more and better jobs and greater social cohesion", by 2010. To do
so a number of headline targets of the Lisbon Strategy were formulated with a 2010 deadline: 70%
total employment and a 3% GDP spend on R&D. The principal objective of the Lisbon strategy was to
improve the pace and quality of reforms at national and European level: if Member States' reforms
had the desired effect, average GDP growth across the EU should be around 3%.
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It has been acknowledged that the Lisbon Strategy has not delivered when looking at the key
numbers only, even if one excludes the years 2009 and 2010 when Europe was hit by the severe
effects from the financial and economic crisis.

CONCLUSIONS

This paper estimates for the panel of EU27 countries, the effects of labour and goods market
reforms on a broad set of macroeconomic variables, including growth, (un)employment, fiscal
balances, inflation and risk premia. We find evidence that labour and goods market reforms have
small but significant effects on most indicators. An import policy implication is that policymakers
need to be aware that structural reforms agenda’s like the Europe 2020 require a careful structure
and timing of their implementation.

Butimplementing growth-oriented labour market and goods market reforms may not be easy.
This paper identifies the potential effects of reform strategies and allows policy makers to gauge the
effects of reform strategies on different policy objectives. It stresses that with clear vision, strong
leadership and solid policy analysis, output and employment growth-oriented reform can be realised.
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ABSTRACT

One of the hottest topics in monetary policy research has been the revival of the proposal for
“nominal GDP targeting.” Recent research has emphasized the potential importance of the Divisia
monetary aggregates in implementing that policy. We investigate bivariate time series properties of
Divisia money and nominal GDP to investigate the viability of recent proposals by authors who
advocate a role for a Divisia monetary aggregate in nominal GDP targeting. There are two particularly
relevant proposals: (1) the proposal by Barnett, Chauvet, and Leiva-Leon (2015) to use a Divisia
monetary aggregate as an indicator in the monthly Nowcasting of nominal GDP, as needed in
implementation of any nominal GDP targeting policy; and (2) the proposal by Belongia and Ireland
(2015) to use a Divisia monetary aggregate as an intermediate target, with nominal GDP being the
final target of policy. We run well known diagnostic tests of bivariate time series properties of the
Divisia M2 and nominal GDP stochastic processes. Those tests are for properties that are necessary,
but not sufficient, for the conclusions of Belongia and Ireland (2014) and Barnett, Chauvet, and Leiva-
Leon (2015). We find no time series properties that would contradict those implied by either of those
two approaches.

Keywords: money, aggregation theory, index number theory, Divisia index, Divisia monetary
aggregates, nominal GDP targeting.
JEL classification codes: C43, EQ1, E3, E40, E41, E51, E52,

INTRODUCTION

The recent financial crisis has induced central banks to explore and undertake
unconventional approaches to monetary policy. One of the hottest topics in monetary policy
research has been the revival of the proposal for “nominal GDP targeting”, advocated by many
leading monetary economists, including Michael Woodford, Christina Romer, and Paul Krugman.
Proponents argue that nominal GDP targeting can stabilize the macroeconomy more effectively than
inflation targeting. In particular, they argue that by committing to return nominal GDP to its pre-
crisis trajectory, q 12the Federal Reserve could improve confidence and expectations of future
growth.

We take no position on whether nominal GDP should be adopted as the new monetary policy
target, but we investigate the bivariate time series properties of Divisia money and nominal GDP that
are relevant to recent results by authors who do advocate a role for a Divisia monetary aggregate in
nominal GDP targeting. There are two such proposals. (1) The least controversial is the approach of
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Barnett, Chauvet, and Leiva-Leon (2015) to the use of Divisia money in Nowcasting of nominal GDP.
Any approach to targeting nominal GDP requires availability of monthly measurements of nominal
GDP. Monthly measurements of nominal GDP are needed regardless of the instrument of policy
adopted to implement the targeting. But nominal GDP data are available only quarterly. Using an
advanced dynamic factor analysis approach to Nowcasting, Barnett, Chauvet, and Leiva-Leon (2015)
find that the most accurate available approach to Nowcasting nominal GDP would use a Divisia
monetary aggregate as one of the relevant and highly significant associated variables, with the others
being measures of real economic activity and inflation dynamics. While Nowcasting does not imply
unidirectional causation, Nowcasting approaches do require existence of strong bivariate time series
associations among the interpolated variable and the associated variables. (2) The more
controversial approach, suggesting a monetarist perspective, advocates the use of a Divisia monetary
aggregate as an intermediate target in the procedure for targeting nominal GDP. Such an approach
has been advocated by Belongia and Ireland (2015), while a new Keynesian approach has been
proposed by the same authors in Belongia and Ireland (2014).

Early suggestions of the possible use of monetary aggregates in nominal GDP targeting
include Feldstein and Stock (1993), who showed that the relation between M2 and nominal GDP is
sufficiently strong to warrant further investigation into using M2 to influence nominal GDP, as
would be relevant to the second approach described above. Since recent research has found Divisia
monetary aggregates to be substantially superior to simple sum aggregates, we concentrate in this
paper on Divisia M2. See, e.g., Barnett (2012, 2015) and Barnett and Chauvet (2011) regarding the
superiority of Divisia monetary aggregates over the now largely discredited simple sum monetary
aggregates. But since our results are relevant to Nowcasting nominal GDP as well as intermediate
targeting, our results are relevant even to proposals in which money is not used to influence nominal
GDP, but only to interpolate the quarterly GDP data. In that case, our results need not be interpreted
as having implications for the choice of instrument or intermediate targets in the policy rule.

Setting up a VAR model to indicate such relationship, we focus on @(InNGDFP) apnq d(InM2),
which are the growth rates of nominal GDP and Divisia M2. The estimated model indicates that there
is a bidirectional Granger Causality relation between the two. We can make predictions based on
our estimated model and can investigate how growth rate of Divisia money supply is going to impact
nominal GDP and vice versa. The primary objective of this research is to run well known diagnostic
tests of bivariate time series properties of the Divisia M2 and nominal GDP stochastic processes.
Those tests are for properties that are necessary, but not sufficient, for the conclusions of Belongia
and Ireland (2014) and Barnett, Chauvet, and Leiva-Leon (2015).

LITERATURE REVIEW

A nominal GDP target was previously called a “nominal income target” by early supporters
such as McCallum (2011,2013). This approach is often contrasted with inflation targeting. Under
some proposals on nominal GDP targeting, the central bank would try to keep nominal GDP growing
at a predetermined rate. A nominal GDP level target is similar, except that the central bank would
recall any previous deviations of nominal GDP growth from target and seek to compensate in later
years. Apart from Bennett McCallum, who advocates nominal GDP growth rate targeting, most of
the current supporters of nominal GDP targeting favor nominal GDP level targeting, such as
Woodford (2013), Belongia and Ireland (2015), and Sumner (2012).

Christina Romer (2011), then chair of the Council of Economic Advisers, has urged adopting
nominal GDP targeting as the monetary policy rule. In Romer’s view, such a policy would be a
powerful communication tool. By pledging to do whatever it takes to return nominal GDP to its pre-
crisis trajectory, the Fed could improve confidence and expectations of future growth. Because
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nominal GDP reflects the Fed’'s dual mandate, stable price level and maximum real output, Romer
argues that nominal GDP targeting would have a better chance of reducing unemployment than any
other monetary policy approach under discussion.

Woodford (2013) argues that long run inflation targeting does not need to be repudiated as
a policy framework, but rather needs to be completed. He argues that the target path for nominal
GDP could be chosen such that keeping nominal GDP on that path should ensure, over the medium
run, an average inflation rate equal to the inflation target. In his view, nominal GDP targeting can
complete inflation targeting without conflicting with it. He further maintains that nominal GDP
targeting would reduce the tension between the goals of restraining risks to financial stability, on
the one hand, and maintaining macroeconomic stability, on the othere.

Sumner (2012), a persistent advocator of nominal GDP targeting and relentless blogger of
“The Money Illusion,” argues that the recent financial crisis exposed serious flaws with inflation
targeting monetary policy regimes. In his view, GDP targeting would have greatly reduced the
severity of the recession and also eliminated the need for fiscal stimulus. He also argues that nominal
GDP targeting would make it easier for politicians to resist calls for bailouts of private sector firms,
while assuring low inflation and reducing the severity of the business cycle. He also argues that
nominal GDP targeting would make asset price bubbles less likely to occur. In summary, advocates
of nominal GDP targeting believe it would provide the best environment for free-market policies to
flourish.

On September 12, 2012, the Federal Reserve undertook policy initiatives influenced by
Woodford (2003, 2005, 2012): an open-ended quantitative easing program, in which the amount of
purchases depends on progress toward the policy goals. The Federal Reserve also announced it
would maintain an easy money policy for some period after the economy has recovered. That
announcement can be interpreted as an incremental move toward nominal GDP level targeting.

Nominal GDP targeting defines the final target of policy, but not the instrument, intermediate
target, or rule used to implement the final target commitment. Many proposed approaches exist,
including those that implement the final target for a new-Keynesian approach, a post-Keynesian
approach, a monetarist approach, a classical approach, a new-classical approach, or an Austrian
School approach. McCallum (1987) proposes a monetarist rule that uses the monetary base as
instrument to target nominal GDP. He advocates targeting the growth rate of nominal GDP, rather
than the level. His view is that if growth rates are on average equal to the target value over time, the
policy would be unlikely to permit much departure from the planned path and should therefore be
preferred. His rule employs a four-year moving average of past growth in monetary base velocity to
forecast that velocity’s growth in the coming quarter. Based on that forecast, the rule specifies the
percentage of the gap between the targeted and actual levels of nominal GDP that the central bank
should plan to close in the coming quarter.

In simulations, Dueker (1993) confronts McCallum’s nominal GDP targeting rule with a
world in which coefficients in the velocity equation for the monetary instrument are subject to
unpredictable stochastic change. His approach differs from McCallum’s by using explanatory
variables to help forecast velocity in a time- varying parameter model. By allowing for time-varying
coefficients, Dueker’s forecasting model is argued to be more stable over time than fixed-coefficient
models. Dueker concludes that McCallum’s approach to nominal GDP targeting is simple yet robust
to velocity behavior. However, Dueker’s forecast-based rule performed somewhat better in
simulations in which velocity was generated from a time-varying parameter model.

Recent contributors to the literature on nominal GDP targeting also incorporate aggregation
theoretic monetary aggregates. Belongia and Ireland (2015) derive an approach to targeting the
level of nominal GDP using a framework first outlined by Working (1923) and used, with minor
modifications, by Hallman, et al. (1991) in their P-Star model. Belongia and Ireland’s framework is

6 Regarding inflation targeting, see, e.g., Bernanke and Mishkin (1997) and Svensson (1998).
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built on traditional quantity theoretic foundations and draws directly from Barnett’s (1978, 1980)
economic approach to monetary aggregation. With any desired long- run trajectory for nominal
GDP, the framework can find a consistent intermediate target path for Divisia money. The central
bank can use the monetary base to control the intermediate target path for either a narrow or broad
Divisia monetary aggregate and thereby keep nominal GDP growing along any desired long-run
path.

Their innovation lies in employing Divisia monetary aggregates to establish a path for the
intermediate target and uses a one-sided filtering algorithm to control for slow-moving trends in
velocity. The merits of this approach are its transparency to outside observers, its forward-looking
design, and its potentially straightforward implementation.

Barnett, Chauvet, and Leiva-Leon (2015) developed dynamic factor models to Nowcast
nominal output growth, using information from the previous release of nominal GDP, Industrial
Production, Consumer Price Index, and Divisia M3. Their model is useful in giving monthly
assessment of the current nominal GDP quarterly growth. This ability plays an essential role in
monitoring the effectiveness of nominal GDP targeting monetary policy, regardless of the approach
to implementation. In fact any approach that uses monthly feedback in its nominal GDP targeting
approach becomes undefined, and thereby not applicable, without access to monthly GDP Nowcasts.

The Bivariate Time Series Relationship between Divisia M2 and Nominal GDP

As explained above, the use of Divisia monetary aggregates has been proposed in two different
potential roles in nominal GDP targeting. One role is as an indicator variable in Nowcasting of
monthly nominal GDP, as needed in any implementation of nominal GDP targeting. The other roles
is direct use as an intermediate target in the policy design. Both cases imply the existence of a
bivariate time series relationship between a Divisia monetary aggregate and nominal GDP. In this
paper, we explore the nature of that relationship.

The Divisia monetary aggregate we use is Divisia M2, as provided by the Federal Reserve Bank
of St. Louis in its FRED database. We use those data since they are well known and have a long history
in this literature. But in future research, we plan to use the broader Divisia monetary aggregates, M3
and M4, supplied by the Center for Financial Stability in New York City’. The GDP data we use are
supplied by the U.S. Bureau of Economic Analysis (BEA). Both series are seasonally adjusted. We

eliminate heteroskedasticity by taking logarithms of the variables. We use™VGDP gpq InM2 ¢
denote the transformed data.

Unit Root Test

First we conduct a unit root test to examine stationarity of the series. If the series are non-
stationary, regression could be spurious. We adopt the ADF (Augmented Dickey-Fuller) method for
unit root test. The test results are displayed in the appendix as Table 1a.

The p values of both tests are greater than the 5% significance level, with 0.9951 for InNGDP
and 0.4876 for M2 respectively. Hence, for each of the tests, we fail to reject the null hypothesis
that the series has a unit root. Both "GPP 3 q d(InM2) series are non-stationary.

To test for causality relationship between nominal GDP and Divisia M2 money supply, we
need the series to be stationary. For that purpose, we first difference the series to produce two first
order differenced series @(InNGDP) apnq d(InM2) we then again conduct the ADF test on each of

7 See Barnett, Liu, Mattson, and van den Noort (2013).
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those transformed series. The null hypotheses that @(IMNGDP)ang d(InM2) haye unit roots are
decisively rejected. The differenced time series are stationary processes. See Table 2a in the
appendix.

Cointegration Test

Next we test cointegration between InNGDP and InMZ to investigate whether there exists
long run association between the two processes. If the two variables are not cointegrated, we could
apply an unrestricted VAR model. If the variables are cointegrated, we should prefer a vector error
correction model (VECM). We use Johansen’s (1988, 1991) methodology. The p values for
unrestricted cointegration rank tests using trace and maximum eigenvalue are 0.0828 and 0.0646
respectively, both higher than 5% significance level. See Table 3a in the appendix. Hence we fail to
reject the null hypothesis of no cointegration between MNGDFand InM2, We use an unrestricted
VAR model in the following step.

VAR Model

We begin with a preliminary unrestricted VAR(2) model, as shown in appendix table 4a. We
use the Akaike Information Criterion (AIC) to determine the appropriate maximum lag length for
the variables in the VAR. Since we are using quarterly data, we choose lag equal to 4, when
conducting VAR lag order selection. As the following table 1 shows, lag equal to 3 gives us the lowest
AIC value. Therefore, we revise our model to a VAR(3) and estimate its coefficients. Detailed results
are in appendix Table 5a.

Table 1: VAR Lag Order Selection Criteria
Endogenous variables: d(InM2), d(InNGDP)

Sample: 1967Q1 - 2013Q4

Included observations: 183

Lag LogL LR FPE AIC scC HQ
0 1201.558 NA 6.94e-09 -13.10992 -13.07485 -13.09571
1 1259.317 113.6242 3.86e-09 -13.69745 -13.50222 -13.65480
2 1269.885 20.55929% 3.59¢-09 -13.76924 -13.59386* -13.60815*
3 1274.130 8.164230 3.58e-00% -13.77191* -13.52638 -13.67238
4 1277.989 7338699 3.59¢-09 -13.77037 -13.45468 -13.64241

* Identifies the lag order selected by the eriterion m that column.
Log L: log likelihood

LR: sequential modified LR test statistic (each test at 5% level)
FPE: Final prediction error

AIC: Akaike information criterion

SC: Schwarz information criterion

HQ: Hannan-Quinn information criterion

Next we examine whether there exist autocorrelation problems among the disturbances.
Using the Autocorrelation LM (Lagrange Multiplier) test with lag equal to 12, we acquire the
following table 2 with most of the p values greater than the 5% significance level.
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Table 2: VAR Residual Serial Correlation LM
Tests

Null Hypothesis: no serial correlation at lag order
Sample: 1967Q1 - 2013Q4

Included observations: 184

Lags LM-Statistic P value*
1 8.170979 0.0855
2 1045168 0.0335
3 6.668278 0.1545
4 6.192919 0.1852
5 10.20056 0.0372
6 7.367825 0.1177
7 2.768448 0.5973
8 4.482638 0.3446
9 9.023472 0.0605
10 1.994479 0.7368
11 12.65099 0.0131
12 5.147886 0.2725

*P value from chi-square with 4 degrees of
freedom.

We fail to reject the null hypothesis of no serial correlation among the residuals of the VAR(3)
model. The VAR(3) model is well-specified.

Granger Causality Test

We conducted Granger causality tests between d(InNGDP)apq d(InM2) The results indicate

that d“”""rGDP)Granger causes d[:anE)’ and d(InM2)3150 Granger Causes @(InNGDP) |jsted
below in table 3 are the Granger causality test results.

Table 3: VAR Granger Causality, Block Exogeneity Wald Tests

Sample: 1967Q1 2013Q4

Included observations: 184

Dependent variable: d (InM2)

Excluded Chi-sq df P value
d(InNGDP) 11.28757 3 0.0103
All 11.28757 3 0.0103

Dependent variable: d (InNGDP)

Excluded Chi-sq dart P value

d(InM2) 11.67938 3 0.0086

All 11.67938 3 0.0086
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The P value of the null hypothesis that @ (InNGDP) does not Granger cause @(InM2)is 0.0103,
which is smaller than the conventional critical value 0.05. We reject the null and therefore conclude
that @(InNGDP) does Granger cause @(IMM2) The P value of the null hypothesis that @(InM2) does
not Granger cause d(InNGDP)js 0.0086, also smaller than the critical value 0.05. We reject the null
hypothesis and therefore conclude that @(InM2)does Granger cause @(InNGDP) There exists a
bidirectional Granger causality relationship between d(InNGDP) and d(InM2),

Estimation of the Final Bivariate VAR

We implemented the bidirectional Granger Causality relationship between d(InNGDPF) 3nq
d(InM2) by estimating a bivariate VAR in those two stochastic processes with optimized lag lengths
selected from the EViews program. The coefficients of the two equations are stacked into one vector
having elements, C{i).1 =1, ..., 14, as defined in Table 6a in the appendix. The two equations we
estimated in this VAR are defined in Table 6a. The coefficients of the first equation are C(i),i=1, ...
, 7, while the coefficients of the second equation are C(i), i = 8, ..., 14. See the table for the
specification of those two equations and the estimates of their coefficients.

The p value for (1) is 0.0000, demonstrating that the coefficient of d(InM2)._, i significant
in the first equation. The growth rate of Divisia M2 money supply in the previous period has a
significant impact on prediction of the current growth rate of Divisia M2. The corresponding p value
of (2) is 0.9735, demonstrating that the second lag of the growth rate of M2 does not have significant
predicting power for the current growth rate of M2. By eliminating the statistically insignificant
coefficients, we acquire the following two estimated equations:

d(InM2), = 0.483728d(InM2),_, + 0.146457d(InM2),_, —
— 0.223671d(InNGDP),_, + 0.006672 (1)

d(InNGDP), = 0.223336d(InM2),_, + 0.318158d(InNGDP),_,
+0.288470d (InNGDP),_, . (2)

Since d(InM2) anq d(InNGDP) indicate the growth rates, the estimated equations can be
interpreted as follows. The growth rate of Divisia M2 is affected by the growth rate of itself, lagged
by 1 and 3 quarters, as well as by the growth rate of the previous quarter’s nominal GDP.
Furthermore, holding other variables constant, we can reach the following conclusions. From the
first equation, if the growth rate of Divisia M2 during the last quarter increases by 10%, then the
growth rate of M2 this quarter will increase by 4.83728%. But if the nominal GDP growth rate of
the previous quarter increases by 10%, the M2 growth rate this quarter will decrease by 2.23671%.
If the M2 growth rate, lagged three quarters, reaches 10%, the current growth rate will increase by
1.46457%. Similar analysis applies to the second equation, where d(InNGDP); s the dependent
variable.

Prediction

Based on the estimation of equations (1) and (2), we can predict the growth rate of Divisia
M2 and nominal GDP in 2014 Q1 using the quarterly data in our sample ending in 2013 Q4.

8 We could have used a longer sample period including more recent quarters by using data from the Center for Financial
Stability (CFS) in New York City. But we limited this study to data made available by the Federal Reserve Bank of
St. Louis, which has not updated its data as regularly as the CFS, which does update monthly.
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d(InM2) 50,49, = 0.483728d(INM2) 9,204 + 0.146457d (InM2) 59,392 —
0.223671d(InNGDP) 9,394 + 0.006672
d(INNGDP)50149: = 0.223336d(INM2),4,204 + 0.318158d (InNGDP) 5,204
+0.288470d(InNGDP) 15, 24-

Substituting the measured values of the variables into the right hand sides, the predicted growth
rates are:
{ d(InM2);0,4, = 0.014079

d(INNGDP) 5,40, = 0.012193

The predicted growth rates can be used to predict the levels of M2 and NGDP in 2014Q1 by the
following equations:
Mz:uuQL = Mz:ulaq-ﬁ. +(1+ d[:mmz):ummj
NGDPoyy 49, = NGDPogyz9s * (1 + d(INNGDP) 29,454)

Substituting into the right hand sides, we acquire:
M254,49, = 11758.8
{NGDPIDMGL =17286.5

The 1.4% predicted growth rate of Divisia M2 money supply in 2014Q1 was inconsistence
with the Federal Reserve’s accommodative monetary policy. A consequence is reflected in the
almost-non-growing 1.2% nominal GDP prediction in 2014Q1. In fact, the out of sample growth rate
0f 2014Q1 was -0.2%, according to the data released by Bureau of Economic Analysis (BEA).

CONCLUSION

In this paper we discuss the relationship between Divisia M2 money supply and nominal GDP.
The primary objective of this research is to run well known diagnostic tests of bivariate time series
properties of the Divisia M2 and nominal GDP stochastic processes that are necessary but not
sufficient for the conclusions of Belongia and Ireland (2014) and Barnett, Chauvet, and Leiva-Leon
(2015). We find no evidence to contradict the conclusions of those two papers about the potential
relevancy of Divisia monetary aggregates in targeting nominal GDP, either as an intermediate target
or as an indicator. Our results are not specific to either of those approaches and hence cannot
provide conclusions about which of those two approaches should be preferred. Since neither of
those two approaches contradicts the other, one possibility would be to use both of those
approaches simultaneously. In that case, Barnett, Chauvet, and Leiva-Leon (2015) could be used to
interpolate the quarterly data to provide the needed Nowcast monthly nominal GDP data, while
Belongia and Ireland (2014) would then be used to implement a policy design using a Divisia
monetary aggregate as an intermediate target.

But if a different policy design were adopted without an intermediate target, Barnett,
Chauvet, and Leiva-Leon (2015) would remain relevant to producing the monthly data necessary
for any approach to nominal GDP targeting.
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Appendix

Table 1a. Unit Root Test Result for InNGDP and InM2

Null Hypothesis: InNGDP has a unit root

t-Statistic P value*
Augmented Dickey-Fuller test statistic -0.065053 0.9951
Test critical values: 1% level -4.008154
5% level -3.434167
10% level -3.141001
*MacKinnon (1996) one-sided p-values.
Null Hypothesis: InM2 has a unit root
t-Statistic P value*
Augmented Dickey-Fuller test statistic -2.197872 0.4876
Test critical values: 1% level -4.008154
5% level -3.434167
10% level -3.141001

*MacKinnon (1996) one-sided p-values.

Table 2a. Unit Root Test Result for d(InNGDP) and d(InM?2)

Null Hypothesis: d(InNGDP) has a unit root

t-Statistic P value*
Augmented Dickey-Fuller test statistic -10.34110 0.0000
Test critical values: 1%o level -4.008154
5% level -3.434167
10% level -3.141001
*MacKinnon (1996) one-sided p-values.
Null Hypothesis: d({nM2) has a unit root
t-Statistic P value*
Augmented Dickey-Fuller test statistic -7.718251 0.0000
Test critical values: 1% level -4.008154
5% level -3.434167
10% level -3.141001

*MacKinnon (1996) one-sided p-values.
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Table 4a. VAR(2) Estimation

WVector Autoregression Estimates
Sample (adjusted): 196704 - 201304
Included observations: 185

Standard errors in () & t-stafistics in [ ]

d(InNGDP) d(inM2)

d(InNGDP),_, 0343726 0.203535
(0.07111) (0.06393)

[4.83377] [-3.18301]

d(InNGDP),_. 0.296876 0110804
(0.07117) (0.06398)

[4.17157] [ 1.73192]

d(inM2),_, 0230714 0.502884
(0.08198) (0.07370)

[2.81432] [ 6.82361]

d(InM2),_, -0.018083 0.051003
(0.08169) (0.07344)

[-0.22137] [ 0.69573]

Constant intercept 0.002710 0.007922
(0.00177) (0.00159)

[ 1.53297] [ 4.98427]

R-squared 0320419 0.3005907
Adj. R-squared 0305317 0.285055
Sum sq. residuals 0011651 0.000416
S.E. equation 0.008045 0.007233
F-statistic 2121725 1934060
Log likelihood 6322211 65190214
Akaike AIC -6.780760 -65.903745
Schwarz SC -6.603732 -6.906708
Mean dependent 0016113 0.014431
S.D. dependent 0.009653 0.008554
Determinant residual covariance (df adj) 3.38E-09
Determinant residual covariance 320E09
Log likelihood 1284 335
Akaike information criterion -13.77659

Schwarz criterion -13.60252
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Table 5a. VAR(3) Estimation

Sample (adjusted): 196801 - 201304
Included observations: 184
Standard errors in () and t-statistics in [ ]

d(InNGDP) d(InM2)

d(InNGDP),_, 0318158 -0.223671
(0.07460) (0.06667)

[ 4.26460] [-3.33472]

d(InNGDP),_. 0.288470 0.062865
(0.07726) (0.06904)

[ 3.73308] [ 0.81053]

d(InNGDP),_, 0.076208 0.074424
(0.07535) (0.06734)

[ 1.01134] [ 1.10515]

d(inM2),_, 0.223336 0483728
(0.08300) (0.07418)

[ 2.69084] [ 6.52140]

dl(lnM2);_» 0.061580 0.002791
(0.09397) (0.08398)

[ 0.65531] [ 0.03323]

d(InM2),_5 -0.113475 0.146457
(0.08194) (0.07323)

[-1.38480] [ 1.99990]

Constant intercept 0.002610 0.006672
(0.00190) (0.00170)

[1.37251] [ 3.92561]

R-squared 0331774 0320114
Adj. R-squared 0.300123 0.297067
Sum sq. residuals 0011451 0.009146
S.E. equation 0.008043 0.007188
F-statistic 14.64676 13.88960
Log likelihood 620 8005 630.5791
Akaike ATC -6.770647 -6.005425
Schwarz SC -6.648340 -6.873118
Mean dependent 0.016008 0.014412
5.D. dependent 0.000677 0.008574
Determinant residual covariance (df ad;.) 3.34E-00
Determinant residual covariance 3.00E-09
Log likelihood 1280.607
Akaike information criterion -13.76747

Schwarz criterion -13.52286
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Table 6a. Final VAR Coefficient Estimation

Estimation Software: EViews computer program
Sample: 1968Q1 - 2013Q4

Included observations: 184

Total system observations 368

Coefficient Std. Error t Statistic P Value
C(1) 0.483728 0.074176 6.521397 0.0000
Cc(2) 0.002791 0.0839382 0.033235 09735
C(3) 0.146457 0.073232 1.999902 0.0463
C(4) -0.223671 0.066674 -3.354718 0.0009
c(5) 0.062865 0.069043 0910526 0.3632
c(6) 0.074424 0.067343 1.105148 0.2698
c(7) 0.006672 0.001700 3.925608 0.0001
c(8) 0.223336 0.082999 2.690835 0.0075
c(9) 0.061580 0.093971 0.655308 05127
c(10) -0.113475 0.081943 -1.384797 0.1670
c(11) 0.318158 0.074604 4.264599 0.0000
c(12) 0.288470 0.077255 3.733981 0.0002
Cc(13) 0.076208 0.075353 1.011342 0.3125
Cc(14) 0.002610 0.001902 1.372509 0.1708

Equation: d(InM2), = C(1)d(InM2),_, + C(2)d(InM2),_, + C(3)d(InM2),_5 + C(4)d(InNNGDP),_,+
C(5)d(InNGDP),_, + C(6)d(INNGDP),_, + C(7)

R squared 0.320114 Mean dependent var 0.014412
Adjusted R squared 0.297067 dependent var 0.008574
S.E. of regression 0.007188 Sum squared resid 0.009146
Durbin-Watson stat 1.977980

Equation: d(InNGDP),= C(8)d(InM2),_, + C(9)d(InM2),_, + C(10)d(InM2),_+
C(11)d(InNGDP),_, + C(12)d(InNGDP),_, + C(13)d(InNGDP),_5 + C(14)

R squared 0.331774 Mean dependent var 0.016098
Adjusted R-squared 0.309123 S.D. dependent var 0.009677
S.E. of regression 0.008043 Sum squared resid 0.011451

Durbin Watson stat 1.998140
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ABSTRACT

This paper first describes the design and functioning of fiscal policy during the Great Depression
- mainly on the example of the USA. Then it summarizes the debates and different assessments of the
efficiency, i.e. inefficiency of the fiscal stimuli during the Great Depression. These estimates, for reasons
of objectivity, are placed within the historical context of developments in the 1930s: dominance of the
liberal economic philosophy; the “boom” of economic activity in developed countries in the period 1922
- 1929; insufficiently developed macroeconomic science and the increasing influence of Keynes'’s
economic concepts before and during the crisis. Later, the effects of expansionary fiscal policy used for
addressing the challenges of the Great Recession are analyzed. In this context, the paper provides the
dilemmas and controversies regarding the estimation of the value of fiscal multipliers and the limits of
discretionary fiscal policy - especially those related to the accumulation of structural budget deficits and
the growth of public debt. In spite of the present controversies and dilemmas about the real possibilities
and limits of expansionary fiscal policy, the authors especially/particularly highlight the viewpoint that
fiscal stimuli, in time of severe and prolonged recessions, in the presence of a dysfunctional banking
system and interest rates near the zero low bound rate, function well. In the end, the paper summarizes
the lessons from the experience about the effects of expansionary fiscal policy during severe and
prolonged recessions, as lessons for the Republic of Macedonia.

Keywords: fiscal policy, fiscal stimulus, fiscal multipliers, the Great Depression, the Great Recession,
structural budget deficits, public debt.
JEL classification codes: E62,G01, H6

INTRODUCTION

There is a general consensus in the modern macroeconomic science that the research related
to the most severe crisis in the world economic history - the Great Depression of 1929-1933 i.e. the
complex reasons that determined it, the consequences on the real and financial sector of the countries
and especially the policy response (fiscal and monetary), their efficiency, that is inefficiency etc., is
extremely important for understanding the phenomenology of contemporary economic cycles and
the way of functioning of economies. The Great Depression has been a “basic motivation event” in the
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careers of many prominent economists - the Nobel laureates Klein, Modigliani, Samuelson, Solow,
Tobin, who left deep marks in the modern macroeconomic science (Mankiw, 2006). Indeed, according
to Bernanke (Bernanke, 2004), the Great Depression was and still remains an intellectual challenge
for modern macroeconomics, due to two reasons: (1) the Great Depression enabled the emergence
and the fast progress of modern macroeconomics and (2) the experiences of the 1930s continue to
influence the “beliefs of macroeconomists” on the recommendations related to the key policies and
the agenda for their research (Bernanke, 1994). We believe that the Great Recession of 2007-2009
will also play a similar role and will present a significant “motivation event” for modern
macroeconomic science, that it will inspire new researches, i.e. will produce new lessons for crucial
issues, including the policy response and increasing their effectiveness in the stabilization of
economies. The aim of this paper is to summarize the knowledge and debates in the contemporary
macroeconomic science on the effects and limits of fiscal policy in times of big crises (the Great
Depression and the Great Recession) and to suggest lesson about the fiscal policy of the Republic of
Macedonia.

Fiscal Policy During The Great Depression

A real assessment of the response of fiscal policy during the Great Depression requires
knowledge about the historical context of the developments in the period before and after the
emergence of the most severe crisis in the world economic history. The following facts should be kept
in mind: (1) the dominance of the liberal economic philosophy; (2) the expansions, the “boom” of
economic activity in the developed countries in the period 1922-1929; (3) the underdeveloped
macroeconomic science, i.e. the insufficient knowledge of policymakers for the significance and
effects of stabilization policies and (4) the increasing importance of Keynes’ economic concepts in the
period before and during the crisis. The classical economic thought before Keynes claimed that
markets have a pronounced power of self-regulation, of quick clearance, and that hence government
involvement in economic activity would do more harm than good for economies. The period 1922-
1929 was a period of expansions and prosperity. In that period the industrial production and the
national income of the USA grew by almost 50 percent. France experienced a fast growth and doubled
the industrial production. In Germany the growth was more modest and appeared in 1925-1929,
while Great Britain was an exception by not being a part of the prosperity (Marcel and Taieb 2008,
pp. 135 - 140). The “boom” periods of economic activity are followed by increasing inflationary
pressures, making the governments strengthen the restrictiveness of the key macroeconomic policies
- fiscal and monetary. Furthermore, we should keep in mind the fact that the modern macroeconomic
science emerged with the publication off Keynes’ General theory of employment, interest and money
and that before that very little was known about the stabilization effects of fiscal and monetary policy.
These three factors (liberalism, the 1922-1929 expansion and the underdevelopment of
macroeconomic science) show why the developed economies implemented procyclical policies right
after the emergence of the Great Depression. This especially applies to France and Great Britain,
whose governments were particularly oriented toward eliminating budget deficits and increasing the
restrictiveness of monetary policy - rise in interest rates in order to prevent the outflow of gold from
the countries and to maintain the fixed exchange rate of the national currencies. The situation was
somewhat different in the USA, although there, at least in the starting years of the Depression, the
policies can be hardly qualified as typically countercyclical. Namely, immediately after the beginning
of the Great Depression, President Hoover, who was otherwise a sworn liberal and believed in the
market self regulation, implemented certain countercyclical measures: cutting taxes, introducing
government funding of public works, insisting that managers of large companies keep wages and
investments and do not fire employees, increasing the expansionaryness of monetary policy etc. Still,
he pointed out that the role of the state is limited and that it cannot substitute the private initiative.
However, the USA in 1931 faced a significant budget deficit, and Hoover rushed to eliminate it the
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very next year by increasing taxes, thus de facto suspending the countercyclical fiscal policy (Marcel
and Taieb 2008; Romer, 2014). On the other hand, in order to protect the gold standard and to prevent
speculative attacks on the dollar, the FED increased the interest rate i.e. tightened the monetary
policy. The influence of Keynes’ economic philosophy on the design of economic policy measures
during the Great Depression has various estimations. Based on the fact that the New Deal program
preceded Keynes’ capital work The general theory of employment, interest and money, there are
opinions in the literature that Keynes de facto did not have or at least did not have a significant
influence on Roosevelt's New Deal, which was based on creating budget deficits for financing public
works in the American economy in the second phase (from spring 1935). However, the fact remains
that Keynes, as a prominent and authoritative economist, observed government policies after the
emergence of the Great Depression, corresponded with the members of the May Committee in his
country who suggested cutting the budget in the heat of the Great Depression. He severely criticized
the typically procyclical government economic policy in England, gave statements and commentaries
for American newspapers etc. In that time Keynes, who had the opportunity to read the Expert Report
of the May Committees on the measures against the depression (which were typically deflationary),
stated that that was “the most idiotic document that [ have had the misfortune to read”.? In this sense,
the most famous biographer of Keynes, Professor Robert Skidelsky, estimates Keynes’ influence on
Roosevelt's New Deal in the following way: “I, from my point of view, believe that Keynes had a larger
influence on Roosevelt's New Deal, than is generally acknowledged, especially in the first phase of the
New Deal, which preceded the General theory.” (Skidelsky, 1997, p. 1). In light of this argument by
Skidelsky is the fact that Keynes sent an open letter to President Roosevelt in December 1933, where
he explained the essence of his policy for economic recovery, i.e. for the growth of national output and
raising employment (Keynes, 1933). The letter was published on December 1933 in the New York
Times and followed by other newspapers in the USA. Later, in 1935, there was a meeting between
Roosevelt and Keynes and their cooperation and correspondence via private letters continued in the
following years.

The expansiveness of fiscal policy during the crisis of the 1930s is mainly considered in
relation to the implementation of Roosevelt's New Deal in the USA. Roosevelt became President of the
USA in March 1933. His New Deal was implemented in two phases. The first phase lasted from May
1933 to spring 1935. This was a period when in the USA, in a short period, around 15 laws were
adopted with the goal to reorganize and consolidate the banking sector and to revive the agricultural
and industrial production. The second phase of the New Deal started in spring 1935. The
countercyclical Keynesian policy was especially pronounced in this phase when big public works
began to be organized within the Works Progress Administration (WPA), Tennessee Valley Authority
(founded in 1933) etc., mainly financed with rising budget deficits. Through WPA, by 1938, about
3.800.000 people were employed, almost a third of the unemployed in the USA. Furthermore, also,
with the intermediation of WPA 122.000 public buildings, 644.000 miles of new roads, 77.000 new
bridges, 285 airports, 24.000 channels etc. were built (Fiti, 2009). These results, at least at first sight,
seem spectacular and strengthen the conventional Keynesian view that fiscal stimulus within
Roosevelt's New Deal, in terms of existence of the liquidity trap phenomenon and monetary policy
ineffectiveness, are most creditable for saving the American economy from the claws of the Great
Depression. This view has supporters even today. Regarding this, Almunia et al. (2009, p.3) write: “...
fiscal policy, where applied, worked extremely well in the 1930s, whether because spending from
other sources was limited by uncertainty and liquidity constraints, or because with interest rates
close to the zero bound there was little crowding out of private spending.”

This view is additionally argumented with the indicators of the trajectory of the business cycle
in the 1930s. Namely, as known, the Depression lasted 43 months (from August 1929 to March 1933),

% See more on the correspondence with the May Committee in Robert Skidelsky’s article titled “Once again we must ask: 'Who
governs?”, Financial Times, June 16, 2010.
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followed by a strong expansion lasting 50 months (form March 1933 to May 1937) (NBER, n.d.). This
coincides with the election of Roosevelt as President of the USA and the beginning of the realization
of his New Deal. However, the analyses of the Great Depression made after the Second World War,
particularly the analyses of the amount and effectiveness of the fiscal stimulus within Roosevelt's New
Deal, from which some especially significant are Brown (1956), Chandler (1970), later Christina
Romer (2009; 2011; 2013) etc., question this viewpoint. These studies indicate the following
conclusions:

First, contrary to the belief that Roosevelt introduced large fiscal stimulus, the fiscal
expansion was small - around 1,5% of GDP of the USA. In that sense, Christina Romer highlights:
"Even under Roosevelt the fiscal expansion was modest. When we think about the new Deal, we tend
to remember things like the WPA (Works Progress Administration relief programme), which built
dams and bridges, and civilian Conservation Corps, which constructed so many building in our
national parks. These programmes left enduring legacies, and we often think of the fiscal policy
response of the new Deal as being big and aggressive. But, what Chandler points out, building on a
classic paper by C Cary Brown, is that the fiscal response to the great Depression was actually quite
small ..." (Romer, 2014, p. 6).

Second, the fiscal stimulus during Roosevelt was short lasting, i.e. it was prematurely
abolished. The federal budget deficits of the USA, expressed as the difference between budget
revenues and budget expenditures (in billion dollars), had the following dynamics: 1933 (-1,3); 1934
(-2,9); 1935 (-2,5); 1936 (-3,5) 1 1937 (-0,2) (Marcel and Taieb 2008, pp.166) i.e. they were larger in
1934, 1935 u 1936. Already in 1937 they were de facto suspended and the US economy, since May
1937, entered again a contraction phase that lasted 12 months. Hence the conclusion of C Cary Brown
(often cited in the literature): “Fiscal policy, then, seems to have been an unsuccessful recovery device
in 'thirties - not because it did not work, but because it was not tried" (Brown, 1956, pp.863).

Third, generally the effects of the fiscal stimuli in the 1930s on the US output are considered
weak. This argument is related to errors in the design and implementation of fiscal policy - a small
amount of fiscal stimulus, untimely elimination of the small budget deficits (by President Hoover after
1932 and by President Roosevelt after 1936) etc. A concrete estimation of the value of the fiscal
multipliers is problematic, especially considering the fact that the statistical basis of the basic
indicators of economic activity of the USA in the 1920s and the 1930s was far weaker and less reliable
compared to the one after Il World War. The literature recognizes that multipliers of fiscal stimuli
differ among various programs of public consumption. Public works contributed to growth of
economic activity, budget expenditures related to the stimulation of the agricultural sector had a
negative impact on output, the increased tax rates, especially the top marginal rates to 58 and 67 per
cent, contributed to higher tax evasion and to lower economic activity etc. (Fichback, 2010, pp.386).

Fourth, the recent economic literature in this field holds a view, especially advocated by
Christina Romer, that the credit for the exit from the Great Depression does not belong to fiscal policy,
but on the contrary, to monetary policy. This viewpoint is opposite to the explanation of the causes
that determined a restrictive monetary policy in the 1930s in the case of the USA (the need for higher
interest rates in order to prevent the outflow of gold from the USA and to prevent speculative attacks
on the American dollar - Bernanke, 1994), butin any case it is interesting and related to what is called
a Regime Shift.10

10 Christina Romer claims that monetary policy can be very useful even in terms of near zero nominal interest rate, under
the assumption that monetary authorities succeed in influencing expectations, and prevent deflationary expectations. She
draws this standpoint as a crucial lesson from the Great Depression of 1929-1933, claiming that during this crisis the
monetary expansion was bigger than is believed, since it gained a specific form - “quantitative easing”, performed by the
American Treasury. Namely, Roosevelt in April 1933 temporarily suspended the gold standard and allowed the dollar to
substantially depreciate. Later, the gold standard was reintroduced, now with a new, higher price of gold, which caused a
large gold inflow to the USA, especially from the European countries which the FED chose not to sterilize, thus leading to a
significant grow of money supply in the US economy (Romer, March 2009). Also in a number of more recent studies
professor Romer (2011; 2013), citing Krugman'’s, Gotti’s and other author’s contributions in this field, supports the thesis
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Fifth, in this context, we must nevertheless not neglect the opposite view (the one in the
remarkably well argumented study of Almunia et al, 2009) that also in the 1930s fiscal stimuli,
despite their modest amount compared to the severity of the crisis, were efficient, because they were
an inexpensive source of finance for consumption due to the low nominal interest rates (liquidity trap
situation).

The Great Recession and the Fiscal Policy Response
The liquidity trap and reaching for fiscal policy measures

The Great Recession of 2007-2009 is the most severe financial and economic crisis since the
one of the 1930s. In the economic literature, among other things, there are serious debates about the
similarities and differences between the two great crises (see for example Romer, 2009; Almunia et
al,, 2009). However, what is often pronounced as the most significant common characteristic of both
crises is the fall into a liquidity trap (The Zero Bound Interest Rates), of the most severely affected
countries. This situation leads to: (1) problemizing the efficiency of monetary policy; (2) losing the
credit function of commercial banks and prolonged recovery of the economies and (3) reaching for
expansionary fiscal policy measures in order to ensure economic recovery. It seems that these three
questions are today in the focus of the post crisis discussions in macroeconomic science. The three
issues are extremely complex and accompanied by numerous controversies and dilemmas - can
monetary policy be efficient and useful at zero bound interest rates, can deflationary pressures in the
economies be prevented by influencing expectations and what are the real possibilities and
limitations of fiscal policy? Our analysis focuses on the third question.!?

After the emergence of the Great Recession the belief prevailed that it could be overcome with
the standard measures of the key macroeconomic policies. But soon, this belief was disproved by the
development of the global financial and economic crisis. Namely, despite the fact that the central
banks of the developed countries quickly reacted with “pouring” extensive liquidity without
precedent in the previous history of economic cycles, things started to “go sour”. FED, by December
2008, had cut the policy rate to almost zero, the ECB gradually reduced the interest rate to 1%, and
similar actions (aggressive monetary policy) were implemented by the central banks of England,
Japan and other countries. This reaction of central banks, however, pushed developed economies into
a liquidity trap (Krugman, 2009). Thus, the fiscal stimuli became a crucial part of the policy response
to the Great Recession, and fiscal policy returned to the center of debates for reviving the economies
and for overcoming the consequences of the recession. In the USA, the fiscal stimulus started at the
end of President Bush’s mandate - he introduced tax cuts in amount of 1200 dollars per family (in the
period April - June 2008). Then, Obama suggested a package of 787 billion dollars, 1/3 of which were
tax cuts, 1/3 government consumption increase and 1/3 support for the most severely affected in the
form of unemployment insurance and other social measures. In any case, Obama’s fiscal package

that monetary policy is useful also in a liquidity trap if there is good expectations management i.e. if radical changes are
made to monetary policy through a so called Regime Shift - for example, unconventional measures of monetary policy
(announcing the long run trend of interest rate and its tying to a certain target - inflation or unemployment rate - what is
now already done by central banks of developed countries), targeting the nominal GDP etc.

11 In terms of the issue of the efficiency i.e. inefficiency of monetary policy in terms of liquidity trap and of possible
approaches for return of crediting, we suggest to the interested readers some, according to our opinion, extremely important
papers in this field: Paul Krugman (1998) “It’s Baaack Japan’s Slump and the Return of Liquidity Trap”, Brookings Papers on
Economic Activity, No.2: 137-205; Eggertsson Gauti and Michael Woodford, (2003) ,The Zero Bound on Interest Rates and
Optimal Monetary Policy”, Brookings Papers on Economic Activity, No.1: 139-233; Ben Bernanke (2013): "Communication
and Monetary Policy, Board of Governors of the Federal Reserve System and National Economists Club, Washington, D.C.;
Christina Romer (April, 2013) “It Takes a Regime Shift: Recent Developments in Japanese Monetary Policy Through the Lens
of the Great Depression” (eml.berkleley.edu); Christina Romer: "Policy Responses to the Great Recession: The interaction
of Leadership and Economic Ideas”, lowa State University, December 1. 2011.
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within the American Recovery and Reinvestment Act presents the largest countercyclical fiscal
stimulus in the American economic history. Similarly, Germany initiated fiscal stimulus aimed at
maintaining jobs in the peak of the crisis, the fiscal stimuli of China of 600 billion dollars were aimed
at infrastructure objects and social protection and significant stimuli were implemented also in South
Korea and Japan (Romer, 2011). Although the fiscal packages differed in their amount and
composition form country to country, they basically included typical unorthodox measures -
“nationalization of banks, acquisition of parts of banks assets, guarantying and subsidizing bank
credits, even subsidies for acquisition of cars and other durables...” (Petkovski, 2008, p.179).
According to estimates of the experts in the IMF, only the direct support of central budgets in certain
countries for rescue of their financial systems, cumulatively, for the period 2008-2010, amounted to
approximately 1.530 billion dollars i.e. 6,4% of their GDP. If the direct support is corrected for its
positive effects on the gross domestic product, it comes down to 1.150 billion dollars, i.e. 4,8%.
Actually, the direct support from central budgets of the countries was not that big - it has been much
bigger in other episodes of financial crisis in some countries (IMF, 2011, p. 49). Still, the direct budget
allocations in certain countries (Ireland, Germany, and Netherlands) absorbed large amounts of their
gross domestic product.

Table 1. Direct Support for the financial sector of selected countries from the central
budgets and its net effect (from the emergence of the crisis until the end of 2010)

Country Direct support Effect - recovery Net direct support
(% of GDP) (% of GDP) (% of GDP)
Belgium 4,3 0,2 4,1
Ireland 30,0 1,3 28,7
Germany 10,8 0,1 10,7
Greece 51 0,1 5,0
Netherland 14,4 8,4 6,0
Spain 2,9 0,9 2,0
Great Britain 7,1 1,1 6,0
USA 5,2 1,8 3,4
Average 6,4 1,6 4,8
(% of GDP)
in billion US $ 1528 379 1149

Source: IMF, 2011, p. 5.

The table above does not include the support from regional and local levels, which must not
be underestimated - approximately one third to one fourth of total public consumption in modern
countries is executed on a regional and local level (Bogoev, 2004). For example, in Germany the
financial injection from the regional governments and KFW bank for development is estimated at
1,1% of the country’s GDP, in Belgium at 1,6% of GDP etc. (IMF, 2011, p. 8).

On the Efficiency of Fiscal Stimulus

Expansionary fiscal policy during recession (higher government consumption, lower taxes or
a combination of both) expands structural budget deficits and causes accumulation of public debt,
with all the negative consequences (short term and long term). Hence, the increased interest of
macroeconomists for assessment of the efficiency of fiscal stimulus. This topic is complex and
controversial, and the debates are focused on a few relevant issues — how big is the multiplier effect
of increased government consumption, and of tax cuts; whether spending multipliers are higher than
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tax multipliers; are the fiscal multipliers the appropriate approach and indicator for measuring the
efficiency of the fiscal stimulus?

The estimates of the value of fiscal multipliers, especially those from prominent authors form
the USA vary significantly (even for the same type of budget expenses) ranging from zero to 4, even
to 6. This can be illustrated with the assessments of the multipliers of the fiscal expansion as a
response to the Great Recession in the USA, but also in other countries. Christina Romer, once
President of the Council of Economic Advisors to Obama, claimed that the government consumption
multiplier (within the American Recovery and Reinvestment Act) would be between 1,5 and 1,6 and
that the output gap of the American economy of 1.000 billion dollars would be closed by 2010.
Contrary to the predictions of Christina Romer, Professor Robert Barro argued that previous
experiences of the USA confirmed that in “normal times” the fiscal multiplier essentially moves
around zero, that the increase in government consumption presumes cutting other items in the
components of the aggregate demand - private consumption, investments or net-exports and
therefore "The government spending is no free lunch". According to him, the government spending
multiplier of Obama’s fiscal stimulus (500 billion dollars) will be only 0,5, because the process will be
accompanied by a crowding-out effect of 250 billion dollars. According to Sargent, the calculations of
the efficiency of the fiscal stimulus that the Council of economic advisors provided to President
Obama are completely naive and “ignore what we have learned in the last 60 years of macroeconomic
research” (Sargent, 2011). Professor Harold Uhlig’s research suggests an even smaller multiplier of
budget spending - from 0,3 to 0,4, i.e. a growth of real GDP of 150 to 200 billion dollars, and a far
higher tax multiplier, i.e. 0,5 after the first year, 2 after the second year and even 6 after the third year
(Parkin 2012, pp.338 - 339; llzetski, Mendoza and Végh, 2012, p. 2). Spilimbergo et al. (2008, p.18-
20) summarize the results of estimates from different authors of the fiscal multipliers in the USA and
in other countries. For example, the estimation of the fiscal multipliers of the American economy
based on VAR methods show larger multiplier effects from government consumption in the short run
and lower in the long run. The opposite applies to tax cut multipliers. In this context the research by
Blanchard and Perotti (2002) confirms that the multiplier effects of tax cuts and government
spending vary in time. Christina and David Romer find that a tax cut in the USA of 1% of GDP, within
few years, creates a multiple effect of close to 3% of GDP. On the other hand, Ramey’s (2008) research
shows that even unproductive government spending (for weaponry) can have a multiplier effect
larger than 1. Elmendorf and Furman (2008) concluded that “...the temporary tax cut in amount of
1% of GDP results in a 1% growth of GDP in the short run, if 50% of the released income by the tax
cut is spent, but if only 20% of the released income is spent, the effect on GDP would be only 0,3%
and that the increased government purchases has a larger effect on GDP than permanent tax cuts.” A
study of nine EU countries, using the European Commission macroeconomic model, showed that the
tax cut multiplier is only 0,3 in the first year or even less, while the government spending multiplier
is between 0,3 and 0,7. Other studies show that both multipliers (from tax cuts and from government
consumption) are larger if directed toward subjects with higher marginal propensity to consume
(lower income population). Different and often controversial results come from assessments of fiscal
multipliers of public infrastructure investments. These variations, in different countries (Australia,
Canada, Germany, Great Britain and USA) range from zero to 4. Hence, Spilimbergo et al. (2008)
conclude that even though the fiscal multipliers from key government objects have in principle
significant productive effects for the private sector, there is no clear evidence that they are larger than
those from government consumption. Further, fiscal multipliers tend to be higher in larger than in
smaller countries. For example, some studies show that the fiscal multiplier (for a one year period)
from direct and indirect tax cuts and from fiscal transfers are higher in Germany compared to France,
[taly, Spain and Great Britain and that the short run multiplier from government purchases during
unanticipated shocks tend to be higher in the USA than in Great Britain, France and Belgium etc.
Perhaps such large spreads in the estimates of the efficiency of fiscal policy made some authors to
resignedly ascertain that: “Nevertheless, it is remarkable that, 80 years after the Great Depression
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and the onset of Keynesian economics, the range of mainstream estimates for multiplier effects is
almost embarrassingly large.” (Auerbach, Gale and Harris, 2010, p.159). In this context, Barro argues
that it would be far better to estimate the efficiency of fiscal policy with the cost-benefit approach,
instead with the multiplier concept. (Barro, 2009). Yet, these differences in the estimated value of
fiscal multipliers (the (in)efficiency of the fiscal stimulus) only point to the complexity of the issue
and to the fact that many determinants affect the value of the fiscal multipliers. Putting aside the
differences in the applied methods for assessment of the fiscal multipliers and the more extensive
methodological problems (that strongly influence the results), we can find the following significant
determinants of the value of fiscal multipliers (especially of long run fiscal multipliers):

The composition of government spending - in principle, long run fiscal multipliers related to
infrastructure are higher than those related to “unproductive” government expenditures;

The level of development of the country - long run fiscal multipliers are higher in developed
than in developing countries;

The exchange rate regime - countries with fixed exchange rate have higher long run
multipliers;

Trade openness - open countries for trade have lower and often negative multipliers;

The level of public debt - highly indebted countries often have negative long run fiscal
multipliers;

The economic cycle phase - the multipliers are higher during recessions than in expansions
and they are far higher in times of prolonged recession and inefficient monetary policy, i.e. in terms
of liquidity trap;

The strength of the automatic stabilizers — the weaker effect of automatic stabilizers suggests
lower fiscal multipliers.

The above rules are relevant (although certain exceptions can be found) and are confirmed
especially in recent studies in this field.12

Although the large spreads in the assessments of the fiscal multipliers complicate the analysis
of the efficiency of expansionary fiscal policy in terms of serious contractions of economic activity,
the experiences from the big crises (the Great Depression and the Great Recession) confirm that fiscal
policy plays an important role in the recovery of economies. Even in the case of the Great Depression,
when the fiscal expansion of the USA was modest (compared to the severity of the crisis), the
psychological effects of Roosevelt’s New Deal on encouraging spending by the large macroeconomic
sectors — household and business - must not be underestimated. Concerning the efficiency of Obama’s
fiscal stimulus, it should be noted that there is an increasing number of authors that claim that they
gave a big contribution to the recovery of the American economy and to reducing the unemployment
- according to Christina Romer, they created (or prevented the loss of) almost 3 million jobs in the
USA (Romer, 2011). The Nobel Prize winners Stiglitz and Krugman are known for their support for
even larger fiscal stimulus than that planned with the Programme of President Obama. Other
prominent neokeynesian economists also note that the effects of fiscal stimuli during severe and
prolonged recession, such as the Great Recession of 2007-2009 proved to be more efficient than was
presumed in the last 20 years. Even the IMF, known for its advocacy of fiscal austerity, also supported
increasing the fiscal stimuli - a study by the IMF form 2010, analyzing the budgets of 15 countries
which shows fiscal austerity in the last 30 years confirmed that in all cases the measures resulted in
a fall in output and a rise of unemployment after each fiscal contraction (Romer, 2011, pp.18 -19).
The faster recovery of the US economy and especially of the American labor market compared to the
situation in Europe is definitely in some part attributed to the fiscal stimulus projected in the
American Recovery and Reinvestment Act.

12 Here we point to the study by Ilzetski, Mendoza and Vegh How big (small) are fiscal multipliers? NBER, 2012, based on the
research of fiscal multipliers in 44 countries of which 20 developed and 24 developing countries, where the assessment is
based on innovated quarterly data for a long period, compared to a number of other studies that use annuals statistical data.
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On the Limitations of Fiscal Policy

The limits of discretionary fiscal policy are mainly related to (1) the long inside time lag of
fiscal policy; (2) the limitations of the positive effects of budget deficits on output in the short run!3
and (3) accumulation of structural budget deficits and creation of public debt. Budget deficits and
public debt in developed countries in the period after 2008, resulting from the expansionary fiscal
policy, surpassed the historical average typical for the post World War 2 period.

Table 2. Growth of budget deficit and public debt in selected countries, since 2008

2008 2009 2010 2011 2012 2013 General
government gross
debtin 2013
(% of GDP)

Belgium -1,1 -5,5 -4,0 -3,9 -4,1 -2,9 104,5
Germany 0,0 -3,0 -4,1 -0,9 0,1 0,1 76,9
Ireland -7,0 -13,9 -32,4 -12,6 -8,0 -5,7 123,3
Greece -9,9 -15,2 -11,1 -10,1 -8,6 -12,2 1749
Spain -4,4 -11,0 -9,4 -9,4 -10,3 -6,8 92,1
France -3,2 -7,2 -6,8 -51 -4,9 -4,1 92,2
Italy -2,7 -5,3 -4,2 -3,5 -3,0 -2,8 127,9
Hungary -3,7 -4,6 -4,5 -5,5 -2,3 -2,4 77,3
Austria -1,5 -5,3 -4,5 -2,6 -2,3 -1,5 81,2
Portugal -3,8 -9,8 -11,2 -7,4 -5,5 -4,9 55,7
UK -51 -10,8 -9,6 -7,6 -8,3 -5,8 87,2
EU - 28 : : -6,4 -4,5 -4,2 -3,2 85,4
EU-18 : : -6,1 -4,1 -3,6 -2,9 90,9
USA -6,7 -13,3 -11,2 -10,0 -8,9 -5,6 122,7
Japan -2,5 -3,0 -8,3 -8,7 -9,0 -9,2 218,8

Source: Data Eurostat, 25.03.2015; IMF World Economic Outlook Database, October 2014; OECD Country
Statistical Profile - United States, 2014; Japan www.tradingeconomics.com.

In the standard macroeconomic literature, the negative economic effects from the
accumulation of budget deficits and the increased public debt can be located in several areas -
reduction of national saving, consequences on the future generations (increased burden of public
debt service) and crowding out private sector investments (Fiti and Tashevska, 2008). IMF analyses
suggest that the growth of public debt of almost 40 p.p. of GDP (compared to the pre-crisis situation),
will increase interest rates by 2 p.p. and reduce economic growth rates by 0,5 to 1 p.p. annually in the
following years (Horton 2010, p. 28). Hence, neoclassical macroeconomists strongly oppose the large
fiscal stimulus and remind that economies, in the long run, tend to function on their potential level
and to reach full employment, that “they distort market confidence” and that they contribute to the
abstinence of private investors due to expectations related to the negative implications from the fiscal

13 Budget deficits increase GDP in the short run. In the medium run, due to the increased money demand and interest rates,
their positive effect disappears. In the long run, the crowding-out effect reduces the accumulation of capital and redirects it
to unproductive uses, which ultimately reduces the output of the economy.
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expansion (Lucas, 2011; Sargent, 2011) The views of some new Keynesians (especially Krugman and
Stiglitz) regarding this question are diametrically opposite. Yet, the dramatic rise of budget deficits
and public debt imposed the need for fiscal consolidation, as a long term process that is supposed to
bring deficits and debts down to reasonable levels. But the dilemmas and controversies are many in
this field as well. "In the short run, policymakers face a crucial dilemma. If they consolidate too soon
- that is, they take actions to reduce budget deficits in the near term - they could kill the recovery. But
inaction or policy mistakes could lead to concerns about further debt accumulation and ultimately
reignite a crisis." (Horton, 2012, p. 26). In this sense, other economists also suggest that during a crisis
we have to restrain from a premature termination of the fiscal stimulus (Romer, 2009).

Lessons for the Role and Importance of Fiscal Policy during Prolonged
and Severe Recessions

Our analysis of the stand and functioning of fiscal policy during crises is based on the examples from
the Great Depression and the Great Recession. Although the two big crises differ significantly, not only
in terms of their intensity and consequences on the financial and real sector of the economies, but
also in terms of the historical context of events, the state of economics science, especially of
macroeconomics (Almunia et al., 2009), they nevertheless have common characteristics. The biggest
similarity of these tremendously important episodes in the history of business-cycles is that both
crises were global and mixed (financial and economic) and that in both crises the liquidity trap
phenomenon existed and commercial banks lost their credit function. Experiences and mistakes of
policymakers during the Great Depression were an important lesson for today’s policymakers. The
most important lessons on the role and importance of fiscal policy during prolonged and severe
recessions can be summarized in the following way:

First, when economies fall into a liquidity trap (this in principle applies to mixed crises -
financial and economic), fiscal policy proves to be a powerful tool for recovery of economies.

Second, the fiscal stimulus should correspond to the severity of the crisis in terms of amount,
composition and timeline. Small fiscal stimuli, again relatively, i.e. against the severity of the crises,
have small effects. The composition of government spending is extremely important. Public
investments in large infrastructure are in principle more efficient, compared to government
“unproductive expenses”. Tax stimuli are more efficient if they are intended for those segments of the
population that have lower income, i.e. higher marginal propensity to consume. A premature
suspension of fiscal stimuli decelerates, prolongs the economic recovery.

Third, despite the numerous controversies related to the assessment of fiscal multipliers, the
evidence shows that the efficiency is higher during deep crises and problematic efficiency of
monetary policy. This assessment, as was previously concluded, is consistent with the argument that
the efficiency of fiscal stimulus is larger when the banking system is dysfunctional, and the fiscal
policy is inexpensive in view of the debt burden, i.e. it has low interest rates (Bernanke, 2014; Almunia
etal, 2009).

Fourth, in good times governments should create enough fiscal space to enable action of fiscal
policy in times of crisis.

Fifth, considering the fact that the effects of budget deficits in the short run increase GDP, but
disappear in the medium run (because of the rising money demand and interest rates) and in the long
run even reduce growth rates (crowding-out effect, displacement of accumulated capital toward
unproductive uses etc.), fiscal consolidation is necessary after episodes of creation of large budget
deficits and high public debt. One of its main goals is creating enough fiscal space for intervention in
“bad times”.
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Lessons for the Republic of Macedonia

The Republic of Macedonia, after 2008, abandoned the strategy of fiscal austerity and began
to create, for Macedonian terms, relatively large budget deficits. This resulted in a fast growth of
public debt in the few recent years - the central government debt in the period 2008-2013 has
practically doubled. In the case of Macedonia, there are a few key determinants of the value of fiscal
multipliers that question the efficiency of the fiscal expansion implemented since 2008:

Unfavorable composition of public spending - a large share of public investments financed by
budget deficits are unproductively spent on administrative buildings, monuments etc. A significant
amount of public spending is also used for current expenditures, i.e. for covering the deficits in the
pension funds, for wages of the hypertrophied public administration (including the increase in
salaries recently implemented by the government) etc., which is an absurd and unsustainable
situation.

The Republic of Macedonia is a small and open, highly import-dependent country - this factor
also determines low fiscal multipliers. Even in the case of construction, a large part of the direct inputs
are imported. Also a large part of the equipment for the administrative buildings (furniture, carpets,
etc.) is produced abroad.

Aggravated situation with the public debt - the Republic of Macedonia, at first glance, has a
relatively small public debt - the share of general government debt in GDP is slightly below 40% and
places the country in the category of low to medium indebted countries. However, the debt is actually
larger, if we consider the indebtedness of the local government units and the deficits of the public
enterprises, as an integral part of public debt. Still, the problem with the public debt does not arise
from its share in GDP, but from the weak export performance of the Macedonian economy, which
already creates problems for the servicing the debt.

The Republic of Macedonia is a small country with low per capita income, and these features of

the country suggest lower fiscal multipliers compared to large developed countries.
As a result of this situation: (1) the efficiency of the fiscal stimulus is small (according to some
estimates, the fiscal multipliers of government expenditures are de facto negative) (Trenovski, 2013);
(2) the fiscal space of the country is significantly narrowed, i.e. lost; (3) the debt sustainability is
becoming problematic, even in the medium run.

In order to improve the situation we suggest immediately, without any delay to begin the
process of fiscal consolidation, which should rely on a spending-based approach, and not on a tax-
based approach. That is the best way to abandon the existing model of economic growth within which
the Government (which is by definition a bad businessman and uses resources irrationally) is the
biggest investor and employer in the Macedonian economy. The business sector should become the
basic creator of economic growth. A well drafted and consistently implemented fiscal consolidation
would allow creation of enough fiscal space for “bad times”. The so called new generation of fiscal
rules that has been implemented in many countries in the post crisis period (balanced budget rules,
rules based on the pay-as-you-go principle, rules for control of public debt etc.) (IMF, 2012), together
with more dynamic economic growth rates of the country can substantially help to improve the
composition of public expenditures of the country and to reduce the share of public debt in GDP. In
this context, it is especially important that in the future, a priority of public investment is
infrastructure (roads, railway, gasification etc.) that have a favorable effect on the business-climate
in the country.

CONCLUSION
Our analysis, derived from the summarized effects of fiscal policy during the Great Depression

and the Great Recession show that during mixed and deep crises (financial and economic) and in the
presence of liquidity trap, the expansionary fiscal policy has an unavoidable role in the recovery of
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economies. The efficiency of fiscal stimuli is determined by their extent, composition and timeline.
The extent of fiscal stimulus should be in correlation to the severity of the crisis. Fiscal multipliers
related to public investments in infrastructure are in principle higher than the ones related to
“unproductive” public expenditures, and the multipliers from tax stimulations are higher if they are
directed toward the part of the population with higher marginal propensity to consume. The time
schedule of the fiscal stimulus is also important - their premature abolishment prolongs the recovery
of economies. The budget deficits in the short run increase GDP, but their positive effect disappears
in the medium run (due to the increased money demand and interest rates), and reduce economic
growth rates in the long run. The limitations of expansionary fiscal policy are largely determined by
the fact that during recession it increases structural budget deficits and public debt. Hence, fiscal
consolidation, after episodes of creating large budget deficits and public debt, is necessary. One of its
main goals is to create enough fiscal space in the periods of upward trend of business-cycles. These
lessons for fiscal policy are relevant for the Republic of Macedonia. The most important determinants
of the height of fiscal multipliers, elaborated in this paper, question the efficiency of expansionary
fiscal policy in the case of the Republic of Macedonia. Macedonia, in the period after 2008,
unfortunately “lost” its fiscal space with unproductive public investments. Therefore the process of
fiscal consolidation should start without delay. Public investments in the future need to be primarily
directed toward infrastructure - road, railway, gasification, energy etc.
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ABSTRACT

This paper has two goals. The first goal is to investigate the question does the innovation
capacity determine economic growth and economic performance of CEE countries, by applying several
econometric techniques. The principal factor component analysis is applied in order to create a more
reliable and representative variable that would measure the innovation capacity in our regression
model, so as to avoid the multi - colinearity, being a common statistical weakness for this type of
regression models. In our case, the innovation capacity as an variable of interest consist of general
expenditure on R&D, number of patent, journal articles and scientific publications, as well as royalty
payments. The second, panel econometric (random and fixed effects) regression and GMM dynamic panel
regressions allow us to clarify the conclusions based on the new growth theory (endogenous growth
models based on R&D and innovations) about the role and the importance of innovations, as a
fundamental factor and the main engine of the long-run economic growth. Finally, we use an
international benchmarks analysis to investigate the performance and the innovation capacity of the
countries in the region, with special focus on the Macedonian economy, throughout the number of
patent’s applications, and firm’s capacity for adoption, adaptation and transfer of new technology. This
analysis would help in answering the second question in this paper, if the lack of innovation capacity was
a binding constraint to economic growth in SEE countries, and particularly in the Republic of Macedonia.

Keywords: Economic growth, innovation, R&D, OLS panel regression, cross-country data, factor
analysis.
JEL classification codes: 047,03, 032,038

INTRODUCTION

From the economic growth point of view, the role of technological advance consists in
introducing new products and enhancing the quality of the assortment of current products. This
process occurs differently depending on country position vis-a-vis the technological frontier:

= Countries on the frontier (with high tech) design new products and establish new

quality /performance standards; and

= Countries below the frontier, which have out-of-date production technologies, reduce the

distance between the country technological level and the world technological scope/edge

through technological imitation and adjustment of the existing products and technologies.
The real technological advance usually results in enlarging the list of goods produced by the
country (sophistication) and enhancing the quality of the existing products. Records about the
number of produced goods are not available, but there is data about the inventory of exported goods.
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Focusing on exports provides an additional advantage in research - the exported goods are
competitive by definition, or correspond to the minimum quality standards.
The estimation of Macedonian innovation capacity and innovational performance will be done
through:
= Growth accounting production approach
= Evolution of the national innovation capacity and cross-country estimation of innovation and
economic growth performance;
= Comparative performance in registration of patents of inventions as a measure of R&D;
= Comparative performance in adopting innovations at the enterprise level.

Endogenous Growth Models and the Role of Innovation (R&D) to Economic Growth:
An Overview

In order to comprehend the meaning of knowledge and capital of knowledge it is very
important to make distinction between knowledge and human capital. Very often two terms are used
as synonyms. However, there is an important difference. Knowledge refers to society’s understanding
about how the world functions.

Human capital, on the other hand, refers to cumulative stock of all resources devoted to
transferring this understanding to the labor force. Or, to put it more explicatory, knowledge can be
seen as the quality of society’s textbooks, while human capital can be viewed as amount of time that
has been spent (by population) reading this books [Mankiw (1995)]. More importantly, it seems that,
while accumulation of human capital can be reasonably assumed to exhibit diminishing return,
accumulation of knowledge does not encounter this problem. Consequently, accumulation of
knowledge can be regarded as being most important sources of perpetual sustained growth. It is also
important to make distinction between autonomous research, mainly basic, fundamental research
and part of applied research, on the one side, and those research that are mainly devoted to discovery
of new and/or modification of old products and/or production process (R&D), on the other side.
Results of basic research are regarded to be entirely nonrivalry goods (use of this goods from one
agent do not have influence on quantity of goods used by other agents) and non-excludable goods
(producer / owner cannot exclude other agents from using them). In other words, results of basic
research are regarded as pure public goods. For those reasons, possible private investors are not able
to appropriate benefits from investment in basic research. Private rate of return is negligible
compared to social rate of return, which is enormously large. In other words, although socially
desirable, investments in basic research are impossible under private arrangements and market
mode of transaction. For that reason, investments in autonomous and basic research are
responsibility of government and public sector. The great economic importance of investment in basic
research stems from the fact that results of the basic research represent a main input of R&D
activities.

On the other hand, R&D investments are usually left to private sector and market mode of
transaction. It doesn’t mean, however, that excludability is absolute, and that, therefore, apropriability
of benefits is satisfactory here. On the contrary, apropriability is far from being satisfactory. There are
always possibilities to imitate new products and production process and to overcome different
property rights limitations (patents). External effects in the form of spillovers are overwhelming
phenomena here. For that and some other reason (increase in consumer surplus that is appropriated
by consumers, for example), private rate of return are smaller than social rates of returns.
Consequently, level of R&D investment is suboptimal under purely private arrangements.
Government intervention, in form of subsidies, is necessary in order to increase the level of R&D
investment. Facts speak by itself: approximately 20% to 30% of all R&D performed by private sector
in modern market economies are financed by federal or local governments. Earlier mentioned point
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on non-diminishing returns of knowledge accumulation, is important not only in making distinction
between human capital and knowledge, but also in making distinction between new and traditional
approach in analyzing of R&D impact on economic growth. In fact, first efforts to explain growth rate
and especially to break Solow’s residual by usage of some sort of R&D capital had been made by
traditional theorist like Mansfield (1968, 1971, 1977), Kendrick (1973, 1981), Griliches (1980, 1984)
and other.1* However, their efforts have two important shortcomings. First is already mentioned: they
implicitly assumed that investment in R&D knowledge exhibit diminishing return like conventional
investment in physical capital. In fact they introduced R&D capital in production function in exactly
the same way in which physical capital is introduced. They simply added it as new factor of
production. Its influence on growth rate is than measured as a multiple of its growth rate and
elasticity of production with respect to R&D capital. R&D elasticity is, like in the case of conventional
factors, measured as share of R&D in GNP. Such procedure, of course, involves certain changes in
accounting of gross domestic product, capital and so on. Obvious consequence of this growth
accounting practice is augmentation of contribution of overall capital (conventional + human + R&D)
to economic growth. However, owing to diminishing rate of return property, R&D capital introduced
in that way cannot be regarded as a source of sustained, perpetual growth.

The second shortcoming, which is in fact connected with the previous one, is even much less
comprehensible. The way in which R&D capital is measured is wrong. It can even produce negative
rate of growth of knowledge, which is obviously impossible. R&D capital is measured using perpetual
inventory procedure, that is, it is measured as a cumulative of investment in R&D committed in the
past which positive influences are still present now. Problems lay in a fact that they assumed, and in
some cases calculated using fancy econometric technique, that R&D capital exhibit depreciation. So,
if gross investments in R&D in certain period are less than depreciation of R&D capital, result will be
negative rate of growth of knowledge and it is, as we already mentioned, impossible. Justification for
accounting of R&D depreciation is found in a fact that owners (producers) of some innovation,
because of external effects and spillovers, by passage of time lose ability to appropriate benefits from
his investment in that innovation. Eventually their profit from that investment drops to zero. It is clear
that this procedure can be legitimately used in explaining inter-firm differences in efficiency. But it
cannot be used in sources of growth analysis. Changes in distribution of benefits from innovations
have nothing to do with changes in quantity of knowledge. Attenuation of property rights of initial
owners of innovations is not depreciation of productive power of knowledge. To see the mechanism
of endogenous models with R&D investment, in what follow we will present the well-known Romer’s
(1990) model of growth.

Inclusion of the theory of technological progress into the neoclassical framework was not easy
task because standard competitive assumptions were not easy to maintain. In fact, the return to scale
of the production function tends to increase if technology At is introduced as factor of production, like
in original Solow’s model. Various attempts to overcome this difficulty by Shell, by treating knowledge
as publicly provided good, or by Arrow and Shesinski, by treating knowledge as a byproduct of
“learning by doing”, have not captured the basic idea of deliberate efforts of economic agents to
develop new products and technologies. Introduction of intentional R&D activities in analysis of
growth and the fact that firm may enjoy exclusivity of their inventions via the usage of patent based
or other kind of intellectual property rights should be followed with departure from competitive
assumptions framework characteristic for neoclassical growth theory. In other words, appropriate
market (decentralized) theory of technological progress requires basic changes in neoclassical model
in order to introduce imperfect competition. This was first time done in models of growth developed

14 Milenko Popovic (2006), “Old and New Theories of Economic Growth” (Il part), Montenegrin Journal of
Economics, Volume 2



The innovation capacity and economic growth: empirical estimation for CEE countries

by Paul Romer (1986, 1987, 1990, 1994, 1997)1516, and after that, extended by Aghion and Howit
(1992)17 and Helpman and Grossman (1994)1s,

THE RESEARCH METODOLOGY FRAMEWORK

To research the main hypothesis and to fulfill the objective of the paper we apply integrated
empirical techniques: panel cross-country econometric estimation and international comparative
analysis. Each of these methods has different aspect and mechanism in the process of identifying if
the innovation capacity is the most binding constraint to growth of a country.

Growth Econometrics

Panel data are more informative data; they include more variability, less colinearity and more
efficiency.l® The question which researcher poses is which panel data methods to use: the Random
Effects Model, or the Fixed Effects Model. The Random Effects Model seems appropriate when we
think that unobserved effect is uncorrelated with all of the explanatory variables. Actually, the
rationale behind the random effects model is that the variation across entities is assumed to be
random and uncorrelated with the explanatory variables included in the model. Estimation of the
Random Effects Model by Generalized Least Squares (OLS) is easy and routinely done by many
econometric software packages. The basic model is as follows?20:

Y = Bot Bixy + Box,, v fixy +oa, +ouy, (3)

Where we explicitly include an intercept so that we can make the assumption that the
unobserved effect, a; has zero mean (without loss of generality) and the symbol, u;: refers to between-
entity error terms. If we define the composite error term as vi=a;+u;, then (1) can be written as:

yi/ :IB()+ﬁ1xill+lB2xi12+lkailk +vi1 (4)

We would usually allow for time dummies among the explanatory variables as well. In using
fixed effects or first differencing, the goal is to eliminate a;because it is thought to be correlated with
one or more of the xi;. But suppose we think a;is uncorrelated with each explanatory variable in all
time periods? Then, using a transformation to eliminate ai results in inefficient estimators. But this is
elementary stuff - you don’t need to teach econometrics.

The previous equation becomes RE model when unobserved effect @i is uncorrelated with
all of the explanatory variables i.e. covariance is zero:

Cov (xXjy a;) =0 t=1,2,0.T,n=12.k (5)

15 Romer, P. M. (1990), “Endogenous Technological Change”, Journal of Political Economy 98, S71-102.

16 Romer, P. M. (1994), “The Origins of Endogenous Growth”, Journal of Economic Perspectives 8(1), 3-22.

17 Aghion, P., and Howitt, P. (1992), “A Model of Growth through Creative Destruction”, Econometrica 60(2).

18 Grossman, G. and Helpman, E. (1991), Innovation and Growth in the Global Economy, Cambridge: MIT Press.
19Gujarati, Damodar N. (2003), Basic Econometrics. New York: McGraw-Hill

20Wooldridge, Jeffrey, (2002), Introductory Econometrics A Modern Approach, Thomson
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Now for the Fixed effect if we have the following expression: Yi;=¢ +B8X;;+u;,t=12.T | for

T
_ — _ X Vit
each cross-sectional unit average, this equation becomes, y;; = a; + f1X;; +u;,  here 7, = ==L if
T

we subtract two previous equations (in order to eliminate the unobserved time constant) we get:

Yir = Yir = P1(xy — xp) +ujp —up = Ay = BiAxy + Auyy (6)

So the Fixed effects estimator is efficient when idiosyncratic errors are serially uncorrelated, and

there is no assumption about the correlation between the unobserved effect ¢; and the explanatory
variables.

International Comparative Analysis

Another tool that is becoming increasingly popular is the use of international rankings. Many
organizations with different objectives create indices to assess the relative importance of countries
in a widening set of dimensions. The idea of measuring performance in a comparative manner is in
principle very useful, as it provides feedback to a society about its performance relative to what seems
feasible. As such, it can trigger a social conversation around the topic at hand. Moreover, if properly
interpreted and used, it can contribute evidence to a diagnostic effort.

The main concept of this tool is to focus on some areas of relative weakness. However, poor
performance of a country in an area can be an indication of an inadequate supply, and hence a
problem, or just low demand for that particular factor given the country’s structure. Countries for
example may differ in the importance and effectiveness of R&D expenditures for their pattern of
growth. One country may be spending more than another, and yet be under-spending more vis-a-vis
its optimal allocation.

In this paper we focus on measuring the innovation capacity (via number of patent’s
application and firms’ capacity for adaptation and transfer of new technology) of Macedonian
economy and compare it with the countries in the region.

PANEL REGRESSION ANALYSIS OF INNOVATION AND ECONOMIC GROWTH
IN THE CEE COUNTRIES
Data, Sources, Descriptive Statistics and Variables Description

Table.1 shows the mean of the variables, their standard deviation and minimum and
maximum values of the variables, number of observations, panel and average time periods.
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Table 1: Descriptive statistics and variables description

Variable Stand. Min. Max. Obs.
Mean dev.

LGDP Log GDP per capita, US$ 8.08 0.74 6.09 9.51 N =124
Log of Innovation capacity

Innovation (Royalty payments, GERD,
number of patents and

Journal articles) -1.89 0.34 -2.69 -1.17 N=120
Log of Human capital (Gross
Human enrolment in primary,
capital secondary and tertiary
education and education
spending) 3.86 0.11 3.57 4.08 N =135
Export, % of
GDP Log of Export,asa % of GDP  18.14 1.59 13.92 21.09 N =135
Log of Bank credit to private
Bank credit sector, as % of GDP 3.05 0.71 1.25 4.48 N=131
Openness Openness (Export plus
Import), as a % of GDP 4.53 0.32 3.86 5.11 N =53
Investment Investment rate, as a % of
Rate GDP 3.17 0.25 2.34 3.68 N=120
FDI
Foreign direct investment 17.25 1.44 13.69 20.46 N=120
Inflation
Rate Inflation rate, % 1.54 0.60 0.04 2.72 N=120

The variables are: the level of real GDP per capita; innovation capacity measured by royalty
payments, general expenditure on research and development, number of patents and journal articles;
human capital measured by gross enrolment in primary, secondary and tertiary education and
education spending; export as a % of GDP; bank credit to the private sector; openness measured as a
share of total trade in GDP; the investment rate; FDI; the inflation rate.

Econometric Model, Results and Explanations

The econometric model that we estimate has the following structure:

g =V, +vlInInnov + y, In Hum + y,In Ex + y, In Invest + ¢, (8)

The outcome variable in the model is economic growth measured by the natural logarithm of
real GDP per capita in different time periods, while the independent variables as determinants of
economic growth for analyzed group of the CEE countries are 1) Innovation capacity measured by
royalty payments, number of patents and journal articles and GERD; 2) Human capital measured by
gross enrolment in primary, secondary and tertiary education, education spending and number of
teachers per student); 3) Investment rate - private and public capital investment as a share of GDP; 4)
Export measured as a percentage of real GDP; and 5) Bank credits to the domestic private sector as a
percentage of GDP.2122

The estimated results from the empirical study of innovation and economic growth for group
of CEE countries is presented in the Table below.

21We used principal component factor analysis approach to create the more reliable variables.
22The database is composed by combination of sources from relevant specialized agencies and international
institutions: World Bank, IMF, EBRD international institution.
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Table 2: Estimated results by OLS panel and fixed effects model

DEPENDENT VARIABLE: Economic growth

OLS Panel regression

Fixed effects model

INDEPENDENT VARIABLES:

Innovation capacity 0.642*** 0.124**
(0.175) (0.036)
Investment in human capital 2.672%** 1.149%**
(0.774) (0.561)
Export, % of GDP 0.178%** 0.534**
(0.0346) (0.384)
Bank credit to private sector, % of GDP 0.227**
(0.0911)
Investment rate 0.523**
(0.347)
Constant -5.155* -7.709**
(2.762) (2.940)
Observation 99 101
R-adjusted 0.696 0.474

Standard errors in 3arpazaTta
*#* p<0.01, ** p<0.05, * p<0.1
Source: Author calculation

From the above Table we can see that the Innovation capacity is highly positively correlated
with economic growth, coefficient is 0.642, 0.124, respectively by using OLS Panel and Fixed effects
model, and the t-test is 3.66, and 2.06, meaning that the coefficients are statistically significant at all
conventional levels. The others factors in the model are also positive and statistically significant,
regarding to economic growth, which is expected from the theory. These results and the R-adjusted
coefficient (0.696 and 0.474) give us a strong argument that our model is unbiased.

Below is the graphical presentation of innovation capacity measured by the product and
export sophistication and the economic performance of CEE countries, where it is obvious that
Republic of Macedonia in this segment is present as a negative outlier. [Picture 1]

Picture 1: EXPY index and economic growth
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THE ANALYSIS OF NATIONAL INOVATION CAPACITY

The number of patent applications and the number of registered patents are significant
indicators that measure the innovation capacity of a country. The number of registered patents is
much larger than expected from a country with such a size and development level as the Republic of
Macedonia. But, if we analyze the structure of the applicants, it is obvious that non-resident applicants
are a bit larger than the resident applicants, indicating that domestic science and R&D sector is not
enough competitive. For illustration, in 2011 the total number of patent application is 405, from
which, only 37 were from resident applicants.

Figure 1: Number of applications and issued patents, by the origin of applicants
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Figure 1 shows the evolution of the number of requests for patents and the number of patents
issued by the origin of applicants. The number of applications from residents has got a stable upward
trend, while the number of applications from non-residents dropped substantially during the global
economic crisis period.

Table 5: Matrix of correlation

Number of Journal Tertiary
Patents Articles GERD Enrollment GDP per capita
Number of Patents 1.0000
Journal Articles 0.7334 1.0000
GERD 0.8601 0.8943 1.0000
Tertiary Enrollment 0.4718 0.6973 0.6209 1.0000
GDP per capita 0.7846 0.8313 0.8067 0.6189 1.0000

Since we consider specifically the domestic capacity to innovate, we will focus on applications
filled out by residents. In order to assess the performance of Macedonia on a global scale, we can use
the following regression:

In Patents= a, + &, In(GDP/ capita + o, In(GERD) + o, Educationte,
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The exogenous parameters of this regression are GDP per capita, population, human capital
measured by the average years of education and the R&D spending measured by General expenditure
of Research and Development as a percent of GDP. The results are displayed in Table 4.

Table 6: Estimated regression results: Dependent variable: Number of patents

Variable Coefficient Standard Error T-stat

Ln GDP per capita, PPP$

0.8304339 0.240312 3.46
Human capital measured as average
years of education 1.172034 0.6201607 1.89
General expenditure of Research and
Development (GERD), % of GDP 0.7557995 0.2922528 2.59
Constant -21.24028 2.052689 -10.35
R2=0.6817

The estimated OLS regression results show positive and statistical significant correlation
between the level of GDP per capita, human capital and R&D spending, with respect to the number of
issued patents.

INNOVATIONS AT THE ENTERPRISE LEVEL

The innovation capacity of a country is just a precondition; a major importance belongs to the
ability to introduce relevant changes, and to implement the international practices and technologies
at enterprise level. Republic of Macedonia is roughly at the same level as other countries from the
region in terms of the percentage of firms with international certificate for quality and among the
leaders in terms of the percentage of firms with international technological license, compare with
countries in the region in 2012. [Picture 2]

Picture 2: % of firms with international certificate for quality and % of firms with international
technological license
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The expenditure on R&D incurred by the Macedonian enterprises is higher than the average,
behind Romania and Slovenia as countries where firms spend much more for R&D activities. But, on
the other side, the Macedonian firm's ability in adoption new technology is weaker than other
countries in the sample. [Picture 3]

Picture 3: Company's investment in R&D and firm’s ability in adoption new technology
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CONCLUSIONS

The new generation of endogenous growth models embodies the role and importance of
innovations as the main "engine" of the long-run economic growth. The main aim of this paper is to
test empirically the hypothesis that innovations is a fundamental factor and main driver of economic
growth by using the OLS panel regression and fixed effects model for a sample of CEE countries, and
to analyze the innovation capacity and performance of Macedonian economy by using comparative
analysis of performance in registration of patents and the ability for adopting new technology at the
enterprise level. The second part of the research related to comparative analysis of innovation
capacity of Macedonian economy and the identification of technological progress contribution to
economic growth is concern to the hypothesis if innovation capacity is the most binding constraint to
economic growth of Macedonian economy.

The estimated results by using OLS Panel regression and fixed effects model for sample of CEE
countries show the positive and statistically significant correlation between innovation capacity and
economic growth. The general conclusion from this regression estimation is that countries which
have succeed in the process of designing a strong innovation capacity, have better economic
performance in the analyzed period. Unlike the estimated regression coefficient of innovation that is
representative for the whole sample of countries, we are skeptical that the innovations (interpreted
in the way we did in our models) have had a significant role for economic growth in Republic of
Macedonia. Moreover, the results of growth accounting indicates that the contribution of
technological progress is negligible, compared with the capital’s contribution to economic growth.
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Appendix 1

Definitions and sources

Growth rate World Development Indicators, WB

Log of GDP per capita, US$ Calculated based on data from the Taking log of GDP per capita, US$
World Development Indicators, WB

Innovation World Economic Forum Log of Innovation capacity (Royalty

payments, GERD, number of patents
and Journal articles)

Human capital World Development Indicators, WB Log of Human capital (Gross
enrolment in primary, secondary
and tertiary education and
education spending)

A

10.
11.
12.
13.
14.

15.
16.

Export growth, % World Development Indicators, WB
Investment growth, % World Development Indicators, WB Fixed capital formation growth, %
Bank credit to private sector | World Development Indicators, WB Taking log and first difference of
bank credit to private sector (% of
GDP)
Inflation rate World Development Indicators, WB
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ABSTRACT

Ultra loose monetary policy is in place almost seven years. Conventional and unconventional
monetary policy instruments significantly increased central bank balance sheets and asset prices. Bank
balance sheets remained stagnant. They were oriented mainly in increasing their capital base and
becoming stronger. Credit was not supporting economic growth. Companies were mainly borrowing
from bond market, while households were mainly rescheduling their debt.

In countries with developed capital markets, bond market, successfully substitute credit market
as a driver of economic growth. The most successful were USA and UK, which renewed economic growth
permanently. These two countries, together with Germany, were successful in deleveraging, as well.
European Monetary Union Area, remained mainly with highly concentrated banking sector, high
leverage, need to permanently recapitalize banks, and low credit growth. Underdeveloped bond market
was not able to substitute credit, especially for medium and small companies. Growth remained anemic
and unemployment high.

Quantitative easing, has been used as main tool for economic recovery. It was affecting the
economy through three channels: direct financing of ultimate borrowers; wealth effect and through
maintaining very low yield for non-risk assets, banks were forced to increase their risk appetite in order
to achieve higher yield.

Balkan countries are financially and economically highly connected with European Monetary
Union Area. More than 60 percent they trade with EU, while the largest number of banks are subsidiaries
of EU Area global banking groups. In this article it is analyzed how banking regulatory and monetary
measures adopted in Euro Area were reflected on banking industry and economic growth in Balkan
countries especially on Bosnia and Herzegovina, Croatia, Macedonia, Monte Negro, Serbia and Slovenia.
In these countries central banks, were not able to implement any sort of Quantitative easing. Actually, it
is investigated what was the scope to deviate in Balkan countries from banking regulatory and monetary
measures in Euro Area.

The article deals with three issues: b) global response to crisis in banking sector and monetary
management; b) monetary stimulus and banking sector reform in Euro Area; and c) what was room for
independent monetary management and banking sector re-profiling in Balkan countries in order to
generate sustainable growth.

Keywords: monetary policy, quantitative easing, banking industry, credit growth, deleveraging,
economic growth.
JLE classification codes: E52, G28

INTRODUCTION
Just before the 2008 crisis and the longest and deepest global recession since World War 11

the “old orthodoxy”, was celebrating victory over business cycles. Great moderation was perceived as
new long term stance of global economy.
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Monetary policy would have only one long-term goal: price stability. As long as inflation is
stable, everything would be the best in the best of all possible economic and financial worlds.

Rapid credit growth was associated with dynamic economic growth. Policymakers see little
danger in the rapid credit growth; they were largely unconcerned by rising leverage; they thought
that financial innovation and liberalization added to rather than reduced stability; and they believed
it was easier to clean up after asset-price bubbles burst than to prevent them from growing in the first
place.

There was no regulatory standard for bank leverage and liquidity. Only economic capital has
to be maintained above 8%, based on risk weighted assets.

The business model of banking has been: employ as much implicitly or explicitly guaranteed debt
as possible; employ as little equity as one can; promise a high return on equity; link bonuses to the
achievement of this return target in short term; ensure that as few as possible of those rewards are
clawed back in the event of catastrophe; and become rich. This was a wonderful model for banks. For
everybody else, it was a disaster.” (Martin Wolf, Financial Times, September 3, 2014).

After the crisis it had become obvious that “great moderation” was short lived and business
cycles are permanent feature of market economy. “Old orthodoxy” was substituted with “new
orthodoxy”, involving strict regulatory standards for banks. Monetary policy remains the principal
tool of macroeconomic stabilization, with fiscal policy playing subordinated role. The target of
monetary policy is to keep inflation low and stable, though some central banks (notably the Fed)
explain that the aim is the highest level of activity subject to hitting it’s inflation target.

Central banks broadened their instruments to include unconventional measures like
quantitative easing and forward guidance. Through quantitative easing they directly inject funds on
capital and credit market and affect long-term interest rates. Through forward guidance they
influence long-term expectations regarding stance of monetary policy, especially developments on
long-term interest rates.

Although higher financial development is associated with faster growth of value added in the
sectors more heavily dependent on external finance, in OECD countries, financial development has no
significant impact on value added growth anymore. Academic research has suggested that financial
development does not have a uniformly positive effect on economic growth, at all levels of financial
intermediation. The evidence points to the fact that there is threshold beyond which the positive
effect of finance on growth starts petering out. (Vitor Constancio, April 2014, p. 2).

Credit booms and the apparently inevitable subsequent busts are hugely costly. In this respect
monetary policy and regulators, should try credit booms not to become too big as ones before 2008.
Financial sector has been more tightly regulated: higher capital, lower leverage, higher liquidity.

Economic capital based on risk weighted assets was increased from 8% to 10,5%, fully
effective in 2019. Limit for bank leverage was imposed. Leverage of the bank cannot exceed/drop
below 3% of capital with non-risk weighted assets and off-balance sheet exposure as denominator.

Minimum liquidity requirement is established for a period of a month. Within that period a
bank should have sufficient liquidity to make all payments.

The text that follows is mainly exploring the effects of “new orthodoxy” on economic
developments. It is divided in two chapters: chapter two that explores effects in matured market
economies - USA and Euro area; and chapter three that explores effects in six Balkan countries:
Albania, Bosnia and Hrcegovina, Bulgaria, Croatia, Macedonia, ands Serbia. Concluding remarks are
presented in third chapter.

Effects of “New Orthodoxy” in USA and Euro Area

Seven years after global financial crisis, deleveraging has not been conducted effectively.
Contrary, due to contraction of real GDP and the need governments in advanced economies to borrow
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heavily to fund bailouts and offset falling demand in the recession, global debt and leverage have
continued to grow. Four to five countries, succeeded to deleverage private sector: United States, the
United Kingdom, Spain, Ireland and Germany (McKinsey Global Institute, February 2015, pp. 2-7).
Thus, continuously high leverage of private sector, put in halt credit expansion of banks. The resulting
state of affairs is a so-called “creditless” recovery in the matured market economies (Vitor Constancio,
April 2014, p. 3).

Graph No. 1

Domestic Credit to Private Sector: Annual Growth in %
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Although printing press of all central banks has been very active credit growth in selected
countries was stagnant or moderate. Cumulative credit growth to private sector in the period 2008-
2013 in USA and Euro area was: 10.6 and 5.4, respectively. Thus, monetary stimulus, that has been in
place in all countries was not affecting credit activity of the banks. Economic recovery was mainly
funded through bond and stock markets and unconventional monetary policy instruments.

Graph No. 2 Total Assets of ECB and FED (in EUR million)
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The balance sheet of Fed, in period of seven years was increased by 3.6 times, while balance
sheet of ECB in the period 2007-2013 was increased by 38 percent. Short-term interest rates has been
kept close to zero, recently even negative, while long term real interest rates, due to deflationary
pressures were in a range of +0.5 percent to +1.5 percent in selected countries. “The real interest rate
is most relevant for capital investment decisions. The Fed'’s ability to affect longer-term real rates, is
transitory and limited. Except in the short run, real interest rates are determined by wide range of
economic factors, including prospects for economic growth - not by the Fed” (Ben Bernake, March
31, 2015).
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As a main reason for low loan production of banking industry is presented high leverage of
private sector not weak and unrepaired balance sheet of banks. “Since the onset of the global financial
crisis, until last year, the top 20 European banks have increased their capital in absolute amounts net
of shares buyback by 60% more than top 20 American banks” (Vitor Constancio, April 2014, p. 3).

Stress test conducted by European Central Bank (ECB), showed that only 25 credit institutions
out of 130, that account for 81.6% of total banking assets, need additional capital of EUR 25 billion
(ECB, October 2014, p.2-5).

Lower bank leverage and higher capital strength, has been increasing the cost of
intermediation for banks. It is assessed that full implementation of new regulation for capital
adequacy framework, liquidity standards and new reporting systems will cost banks 33 percent less
profitability. That will maintain rate of return in banking industry in the matured market economies
in a range of 6 to 8 percent (8-12 percent before crisis), while in emerging Europe it is assessed to be
in a range of 12 - 15 percent (15-25 percent before crisis).

Effects of the “New Orthodoxy” in Balkan Countries

Balkan countries by size are un-optimum currency areas. In this respect monetary policy in these
countries is highly associated with monetary policy in Euro area. Three countries - Bosnia and
Hrrzegovina, Bulgaria, and Montenegro - are conducting monetary policy based on currency board
rule against the Euro. Two countries - Macedonia and Croatia - are conducting monetary policy based
on fixed exchange rate against the Euro. Third group of countries are Albania, and Serbia using
strategy of inflation targeting with exchange rate of their domestic currencies against the Euro as very
strong indicator of future inflationary developments.

Graph No. 3
Assets of Central Banks
18.000.000.000
16.000.000.000
14.000.000.000
12.000.000.000
10.000.000.000
8.000.000.000
6.000.000.000
4.000.000.000
= il il i il i ol ol
0
2007 2008 2009 2010 2011 2012 2013
= Albania = BiH Bulgaria = Croatia = Macedonia

Expansion of total assets of the central banks in the period 2007 - 2013, in analyzed group of
countries, depended on the net capital inflow. The highest growth was recorded in Macedonia 44.3
percent, Croatia 35.2 percent and Albania 32.6 percent. Growth of central bank assets in Bulgaria and
Bosnia and Herzegovina was moderate: 20.1 percent and 5.8 percent, respectively.

As in matured market economies, credit growth to banking sector depended on three factors:
liquidity of the banking industry, leverage of private sector - corporate and households, and capital
strength of banks.
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Banking sector in Balkan countries account for almost 90% of total financial system. In this
respect, the banking sector is financial sector monopoly. Banks are predominantly owned by foreign
- mainly EU banking groups. In this respect, capital strength of particular banks, depend on leverage
of their mother bank - principal owner.

Leverage of Balkan countries banks is low. Average leverage ratio is above 6 percent (above
3 in matured market economies), two times higher than the minimum. Simultaneously, banks are well
capitalized. Average capital adequacy ratio based on risk weighted assets is permanently high - in
2013 the average was 16,7%, and 17,1% excluding Slovenia. The most capitalized are the banks from
Croatia (20,9%), Serbia (19,9%) and Albania (18,0%), while capital adequacy of Slovenian banks was
11,0%.

Banks from selected Balkan countries are universal classical type, whereas taking deposits
and lending activities are dominant. Bank loans on average are accounting for 64,3% of total assets
(31% EU average). This figure for Bulgarian banks is 86,3%, Serbia 71,2%, Bosnia and Hercegovina
63,7% and Croatia 64,6%.

From the point of view of leverage of the private sector, there was a space, increased liquidity
to be processed into higher credit. However, by criteria of financial development, Balkan countries
can be divided on two groups: I group: in which financial development can be assessed median -
loans to GDP between 40% to 60% (Albania, Macedonia, Montenegro, Serbia, Bosnia and
Hercegovina) and II group: where financial development is close to optimal - loans to GDP between
70% to 90% (Bulgaria,Croatia, Slovenia).

It can be concluded that credit growth in both groups is positively associated with GDP
growth. However, the second group of countries is approaching the boundaries when credit growth
will become impotent in respect of further fueling the economic growth.
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Leverage of companies and households was not factor that limited the credit growth in the
Balkan countries. Deleveraging as part of “new orthodoxy” was not on the agenda in the Balkan
countries.

Credit growth was associated with balance sheet expansion of central banks and inflow of
foreign capital. Except Macedonia and Albania, where domestic deposits were not fully processed into
loans, in all other countries where loans to deposit ratio was above 100, for further credit growth new
foreign borrowing is needed.
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Relationship Between Credit and Economic Growth

In all Western Balkan countries there has been strong relationship between credit and
economic growth. Graph No. 6 presents that, there are several common aspects present in all
countries. For instance, in all Western Balkan countries the two variables mostly move together,
particularly when both are rising. However, in several countries this co-movement starts after the
volatility of the early transition years (e.g. Bulgaria or Serbia). Finally, in some of the countries there
are indications of a de-coupling between loans and economic growth towards the end of the period
(e.g. Montenegro or Romania).

The econometric analysis takes into account these factors, as well as the constraints arising
from the relatively small sample and the question being investigated. In particular, the sample is
consisted of annual data on 8 Western Balkans countries between 1990 and 2013. However, the panel
is unbalanced, since data are not available for most countries for the early transition years. The
econometric estimation is based on two key variables: GDP per capita in US dollars (gdp_pc_n) and
the share of loans to the private sector in GDP (loans2gdp_new).

The features of our sample and the question at hand preclude the use of some of the most
common panel estimation methods. For instance, we are unable to use the Least Square Dummy
Variable (LSDV) estimator because the dynamic specification is a well-known source of bias in results,
particularly in cases like ours when the time dimension is relatively short. In addition, LSDV would
also not be appropriate, due to existence of endogenuity between loans and economic growth. While
GMM methods would in principle be able to address the endogenuity problem, they are quite
problematic when applied in samples like ours with a small number of cross-section units and a
moderately long time dimension.
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Graph No. 6 Relationship between Loans to GDP and GDP growth in Western Balkan
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Consequently, our estimation relies mostly on the class of mean-group estimators. We rely
mostly on the Pooled Mean Group estimator (PMG), although we also present the results from Mean
Group estimation (MG). The PMG estimator has several important advantages compared to other
panel methods, most notably the allowance of parameter heterogeneity and the ability for a separate
modelling of long-term relations and short-term dynamics. More precisely, the PMG estimator allows
the short-term responses to differ between countries, while it constraints the long-term relations to
be the same across countries. This approach is justified in the context of data analysis in Graph No. 6,
which indicates common long-term movements of loans and economic activity in the Western
Balkans, but with some short-term divergences in various countries.

We start the analysis of the effects of credit activity on GDP growth by comparing the mean
group (MG) and pooled mean group (PMG results). Although results between the two methods are
somewhat different, we decided to proceed with PMG, as indicated by the Hausman test. More
precisely, the Hausman test does not reject the null-hypothesis, i.e. it justifies the use of a single error-
correction mechanism as in PMG. On the other hand, it also indicates that MG would be inappropriate
in this case, since it would use information in an inefficient manner by applying separate error
correction terms.

Results of the PMG regression indicate that, in the 8 Western Balkan countries, there is indeed
a long-term co-integrating relationship between GDP per capita and loan/GDP ratio, as indicated by
the significant coefficient on loans in the error-correction term. This implies that, in the long term, an
increase of loans/GDP ratio of 1 percentage point results in a GDP per capita that is higher for around
44 US dollars. In addition, the size of the error correction term itself indicates that more than a third
of the disequilibrium between GDP per capita and loans is corrected within a year, thus pointing
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towards a relatively strong adjustment mechanism. Further, in the short term, loans have a positive
effect on GDP, which is significant at slightly higher than 10%.These results indicate that an increase
in the loan/GDP ratio of 1 p.p. results in GDP p.c. that is higher for about 31dollars, on average.

Table No. 1 Pooled Mean Group Estimator Results Loans/GDP and GDP per Capita
(in USD Dollars)

Dependent variable: GDP per capita, USD Option 1 Option 2
Long-run coefficients
Loans/GDP 43837 (4.12) 155 314%™ (43.0)
time trend 151 227 (16.24) 1314 35" (306.29)
crisis dummy (2009-2013) -9242 09 (4451.17)
interaction (crisis dummy * loans/GDF) -122.04 (79.34)
Loans post-2008 (Loans/GDP + interaction) 33.27 69.83

Short-run coefficients

Error-carrection -0.39™ (0.12) 0.4 (0.02)
A Loans/GDP 30.64 (19.92) -15.78" (7.40)
constant 148.76 (189.8) -1356 52" (259.35)
Observations 137 137
Number of countries 8 8
Observations per group - average 171 171
Observations per group - minimum/maximum 11/22 11/22
Log-likelihood -1021.97 -988.75

Note: Standard errors in parentheses. **, ** and * denote significance at the 1%, 5% and 10% level, respectively.

We also investigated whether there is any difference in the effect of loans before and after the
global financial crisis. In order to do so, in our baseline regression we add a dummy variable (dv_gfc)
which equals 1 between 2009 and 2013 and zero otherwise. Consequently, we also add an interaction
term between the dummy and the loan/gdp ratio (interaction_new), which is used to analyze whether
the effect of loans on GDP differs before and after the crisis.

The most important results from the previous specification still hold. There is a significant
long-run relation between loans and GDP, which is even stronger in the pre-crisis years (an increase
of GDP per capita of 155 dollars for a rise of loans/GDP ratio of 1 percentage point). In addition, there
is also a significant short-run adjustment mechanism, which compensates deviations from the long-
run equilibrium. We also conclude that there are some indications that the effect of loans on GDP does
indeed differ before and after the crisis. In particular, results indicate that the effect of loans on
economic activity has been insignificant after 2009, while previously we established that this effect
was positive in the pre-2009 period. These results are also in line with the data analysis above, which
indicated that post-2008 there is a de-coupling between economic activity and credits in several
countries.

CONCLUSION

“New orthodoxy” still puts big emphasis on monetary policy in stabilizing economic
developments. Two additional components are added: banks must be sound, which is dealt with new
requirements for capital, liquidity and bank leverage; and credit can support growth up to certain
leverage of private sector, when the leverage limits are overcome, further credit growth is
counterproductive.

The “new orthodoxy” successfully dealt with two factors out of three: supply of liquidity through
ultra loose monetary policy and boost of stock and bond markets; decrease of leverage and increase
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of capital strength of the banks. However, there was no success in deleveraging of private sector and
government world-wide. Recovery was creditless, mainly relying on quantitative easing and funded
by stock and bond markets.

In Balkan countries, remedies of “new orthodoxy” were not needed. Banking sector was not
leveraged and well capitalized. This refers as well for private sector - corporate and households. In
these countries, higher liquidity was easily process in higher credit growth. Economic growth has
been fuelled by credit growth, mainly. The key issue for these countries was low domestic savings and
how to attract foreign capital in order to support further credit growth.
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ABSTRACT

In the contemporary world, organizations undergo constant changes by adapting their aims,
functions, tasks and management methods to altering environment, which is vitally important especially
in the conditions of economic recovery in the post-crisis period. The condition of both business and
education organizations development is orientation towards the environment, considering its present
and future changes. Organizations operating within competitive environment are forced to search for
opportunities of growth. One of them is finding complementary resources and maintaining cooperation
with their donors. So, in the contemporary reality the idea of existence and development of any
organization is strictly related to the existence of relationships between different organizations within
the global market.

The aim of the paper is to highlight the importance of cooperation between business firms and
higher education institutions. For the purposes of the objective of the paper there has been conducted
the analysis of the references. There has been also used the desk research in the form of different reports
and documents including the materials supplied by Faculty of Management of Czestochowa University
of Technology in Czestochowa, Poland. Eventually, the applied leading research method was case study
- the description of the case of Business Representatives Advisory Council as a particular form of
University-Business cooperation.

The case study presented in this paper leads to the conclusion that both firms and universities
pursue mutual cooperation which is focused on generating additional value for all the participating
organizations. Collaborating organizations are able to generate relational rents through relation-
specific assets, knowledge-sharing routines, complementary resource. endowments, and "effective
governance.” It is also noticeable thatthere are mechanisms involved that bring about rents based on
cooperation such as interorganizational asset connectedness, partner scarcity and resource indivisibility
(coevolution of capabilities).

Keywords: interorganizational cooperation, business, university, education, relational rent
JEL classification codes: 123, L14, L20, L22,M10, 040

INTRODUCTION

In the contemporary world,organizations undergo constant changes by adapting their aims,
functions, tasks and management methods to altering environment, which is vitally important
especially in the conditions of economic recovery in the post-crisis period. The condition of both
business and education organizations development is orientation towards the environment,
considering its present and future changes. Thus, the environment creates the opportunities of
development. Organization development may take place when development conditions are detected
and also properly exploited. Organizations operating within competitive environment are forced to
search for such opportunities of growth. One of them is finding complementary resources and
maintaining cooperation with their donors. So, in the contemporary reality the idea of existence and
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development of any organization is strictly related to the existence of relationships between different
organizations within the global market. Any kind of cooperation and networking are important tools
allowing for gaining competitive advantage, gaining knowledge, improving sales, better stakeholders
relations and lowering supply costs. The tools are vital both for the enterprises and education
institutions.

Thus, the environment creates the opportunities of development. Organizations operating
within competitive environment are forced to search for opportunities of growth. So in the
contemporary world of the 21st century, in the era of globalization there is no place for an isolated
activity of an enterprise. In this context, the idea of existence and development of any organization is
strictly related to the existence of relationship between different organization within the global
market.

One may conclude that the symbol of the 21st century is the individually circulating atom
which is the metaphor of individualism. In the modern economy, the atom already belongs to the past.
Contrary to the isolated, lonely atom, the symbol of the present century is network. The dynamics of
the modern society and especially the modern economy increasingly undergoes the logics of network
[Kelly, 2001, passim]. In this context it is essential to underline that it is the amount and the specificity
of inter-organizational relations which considerably determines the development and
competitiveness of organizations in the hyper-dynamic environment. In these conditions, success is
strengthened due to the synergy and relational rent coming from creating relations and exploiting
advantages resulting from the cooperation of different entities.

In the light of the above statements, the aim of the paper is to highlight the importance of
cooperation between business firms and higher education institutions.

THE RELATIONAL RENT AS A RESULT OF INTER-ORGANIZATION COOPERATION

The acquisition of resources, which are necessary for the development and sustained
competitive advantage on commercial (business) and non-commercial markets (e.g. public
education), is available by hierarchical, market- and network-based or cooperative organizational
arrangements.

There areimportant reasons for preferring the cooperative form of resource acquisition to the
market-based and hierarchical ones [Duschek, 2004, pp. 53-73].In order to acquire critical resources
[Kuras, 2014, pp. 79-87; Seroka-Stolka, 2013, pp. 79-82; Sipa, Lemanska-Majdzik 2011, pp. 127-143;
Nowodzinski, 2013, passim], from the resource-based perspective [Barney, 1991, pp. 99-120; Peteraf,
1993, pp. 179-191; Teece, Pisano, Shuen, 1997, pp. 509-533; Bresser, Hitt, Nixon, 2000, pp. 1-21],
cooperative arrangements are perceived as an important alternative mode of acquisition of non-
tradable resources.On account of factor market imperfections, strategically relevant resources can be
acquired via learning processes and also with the aid of interorganizational relations [Hamel, 1991,
pp. 83-104; Ireland, Hitt, Vaidyanath, 2002, pp. 423-446].It has been argued that very few
organizations can build core capabilities without importing some knowledge from beyond their
boundaries [Leonard-Barton, 1995, p. 135].

Joint actions of organizations enable the strategy of development and gaining and sustaining
competitive advantage in the conditions of limited technical, organizational and financial potential of
an individual organization. Collaboration often means an increasing potential, access to qualified staff,
costs reduction and first of all, competitive edge on the market. The idea of establishing cooperation
networks as well as strategic partnerships between organizations has become a common practice on
account of issues such as reducing total costs, improving operating effectiveness, improving flexibility
and effective response to changing environment. Relationships between organizations are going far
beyond regular trade practices that have always been a common habit.
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Explaining the essence of the benefits of business-educationcooperation may be supported by
the reference to the idea of relational rent by J.H. Dyer and H. Singh [1998, pp. 660-679].The central
thesis of ].H. Dyer and H. Singh seminal paper on this kind of rent is that a pairor network of firms can
develop relationships that result in sustained competitive advantage. Firm's critical resources may
span firm boundaries and may be embedded in inter-firm routines and processes. This suggests that
alliances may generate competitive advantages only as they movethe relationship away from the
attributes of market relationships. J.H. Dyer and H. Singh define a relational rent as a supernormal
profit jointly generated in exchange relationship that cannot be generated by either the firm in
isolation and can only be created through the joint idiosyncratic contributions of the specific alliance
partners. At a fundamental level, relational rents are possible when alliance partners combine,
exchange, or invest in idiosyncratic assets, knowledge, and resources/capabilities, and/or they
employ effective governance mechanisms that lower transaction costs or permit the realization of
rents through the synergistic combination of assets, knowledge, or capabilities.

Although, the J.H. Dyer and H. Singh relational view is mainly devoted to inter-firm
relationships the core idea of this approach can easily be adopted to inter-organizational
relationships, including the university-business cooperation. In this context, the (dis)advantages of
anindividual organization are often linked to the (dis)advantagesof the network of relationships
inwhich the organization is embedded. Building on Barney [1991, pp. 99-120], it is possible to state
that competing organizations (both firms and higher education institutions) acquire standardized
(nonunique) resources that cannot be sources of advantage, because these inputs (factors) are either
readily available to all competing others or the cost of acquiring them is approximately equal to the
economic value they create. However, a organization’s critical resources may extend beyond the
organization boundaries. So, adopting Dyer and Singh concept, organizations who combine resources
in unique ways may realize an advantage over competing organizations who are unable or unwilling
to do so. Thus, idiosyncratic interorganization linkages may be a source of relational rents and
competitive advantage. This analysis suggests that an organization’s critical resources may span
organization boundaries and may be embedded in interorganization routines and processes.
According to this point of view both firms and higher education institutions may gain critical
resources enabling them to achieve competitive advantage. Business firms gain advantage on
commercial markets and education institutions are able to become more competitive on the
educational market. This cooperation also may bring about unique benefits for the economy as a
whole, especially in the turbulent era.

UNIVERSITY - BUSINESS COOPERATION IN EUROPE

Both the business sector and higher education institutions make an important contribution to
sustainable economic growth, employment and prosperity in the European Union (EU). They do so
directly as employers and producers of goods and services, and through their role in promoting
innovation and future capacity for growth, such as by developing a more skilled and knowledgeable
workforce. Promoting and developing cooperation between higher education and business is a core
element of the EU’s Agenda for Modernising Higher Education, and the potential to enhance this
contribution further, through increased levels of collaboration, is now firmly recognized within EU
policy circles and in Member States, most recently with the publication of Europe 2020 and the
related Flagship Initiatives [European Union, 2014, p. 5].

Cooperation between university and business in Europe is still in the early stages of
development.According to the study commissioned by European Commission (EC)23, one of every 3

23Surveys were sent out to all registered European HEIs in 33 countries in 2011. In total, 6,280 responses were
received from European academics and HEI management (HEI managers and HEI professionals working with
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Higher Education Institutions (HEI) undertake no or a very low amount of UBC activity. According to
the survey (n=2136 HEIs), 8% of them undertake no activities in the area of university-business
cooperation (UBC), 26% undertakes low UBC and 66% undertakes medium to high level UBC.UBC is
more than the creation of patents, licenses and contract research. There are eight different ways in
which HEIs and business cooperate [European Commission, p. 43]. They are listed in table 1 along

with the level of cooperation reported by individual academics and HEIs.

Table 1. Types of university-business cooperation in Europe

The level of cooperation of the surveyed

entities
Area of cooperation Academics ngher_Edl.lcatlon
Institutions
(n=3460) (n=1753)

Collaboration in research and development (R&D)

5.0 (medium)

6.4 (medium)

Mobility of students

4.3 (medium)

6.3 (medium)

Mobility of academics 2.9 (low) 4.7 (medium)
Commercialization of R&D results 4.0 (medium) 6.0 (medium)
Curriculum development and delivery 3.8 (low) 5.8 (medium)
Lifelong learning (LLL) 4.0 (medium) 5.8 (medium)
Entrepreneurship 3.3 (low) 5.7 (medium)
Governance 2.9 (low) 5.2 (medium)

Source: own elaboration based on: T. Baaken, Study on the Cooperation between HEIs and Public and Private
Organisations in Europe, Third Asem University - Business Forum 2012, “Driving Information” Putra World
Trade Centre Kuala Lumpur 5-6 Nov. 2012.

The highestlevel of UBC is reported in Sweden (5.7), Denmark (5.6) and United Kingdom (5.5)
while the lowest extent of activities in the area of university and business cooperation are reported
in Austria (3.9), Italy (3.8) and Poland (3.3). The UBC mean for all European countries is 4.4.

As far as the most important barriers for UBC are concerned, the academics mainly list:
bureaucracy within or external to the HEI, lack of HEI funding for UBC and lack of external funding
for UBC. The most important barriers for HEIs are: lack of external funding for UBC, lack of financial
resources of the business and that the business lacks awareness of HEI activities. On the other side,
both for academics and HElISs, the driving force of development of UBC is: the existence of mutual trust,
the existence of mutual commitment and having a shared goal.

According to the academics, the main benefits of UBC are: improvement of employability of
future graduates, improvement of the learning experience of students, improvement of the
performance of the business, receiving external funding, improvement of reputation in the field of
research, support in achieving the mission of the university, vitality for individual academic research,
improvement of the standing within the university, increasing the chances of promotion. The benefits
listed at the organizational level of the HEIs are: increasing skills and graduate development,
beneficial effects on the local industry, vitality of UBC for achieving the mission of the HEI,
improvement of local productivity, creating local employment, increasing GDP and disposable
income, creating a range of beneficial social and recreational benefits.

According to the survey [Science-to-Business Marketing Research Centre, 2013]significant
change is required for Poland to improve collaboration between HEIs and business There is a

industry) whilst from Poland, 620 responses from academics (461) and HEI management (159) were received.
The study measured the perceptions of these two groups in respect to their own cooperation efforts and those
of their universities respectively.
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significant lack of commitment and cultural orientation to UBC in Poland. The extent of University-
Business Cooperation in Poland according to the opinion of HEI management is shown in table 2.

Table 2. Extent of University-Business Cooperation in Poland

Area of cooperation The level of cooperation of
the surveyed entities
Collaboration in research and development (R&D) 4.9 (medium)
Mobility of students 5.5 (medium)
Mobility of academics 4.4 (medium)
Commercialization of R&D results 4.0 (medium)
Curriculum development and delivery 5.1 (medium)
Lifelong learning (LLL) 5.2 (medium)
Entrepreneurship 5.0 (medium)
Governance 4.7 (medium)

Source: own elaboration based on: The State of University-Business Cooperation in Poland, Science-to-
Business Marketing Research Centre, December 2013, https://www.academia.edu/5636293 /Poland_-
_University-Business_Cooperation_UBC_Report (18.01.2015)

There is a low degree of diversity in the development of the different types of UBC in Poland,
with Mobility of students (5.5), LLL (5.2) and Curriculum development and delivery (5.1) as the most
developed types. According to the results, Polish HEI management report the extent of UBC being
lower than the European average, especially for Mobility of academics and Commercialization of R&D
results.

HIGHER EDUCATION IN PARTNERSHIP WITH THE INDUSTRY. THE CASE STUDY OF FACULTY
OF MANAGEMENT OF CZESTOCHOWA UNIVERSITY OF TECHNOLOGY

Materials and Methods

For the purposes of the objective of the paper there has been conducted the qualitative
analysis using the case study method. It is frequently applied when the research problem is complex
and it refers to many variables of mutual relationships, which takes place in case of complex
conditions influencing the development of the environmental strategy of the organization. An
essential advantage of the case study method is obtaining the results of some practical importance
for managers, especially in the area poorly explored empirically. Case study, as the research method,
is, therefore, particularly useful in management sciences [Matejun, 2011, pp. 203-213], when the
cooperation between organizations is studied.

In the paper, there have been used the materials provided by the Faculty of Management of
Czestochowa University of Technology in Czestochowa, Poland.

The overall characteristics of Faculty of Management

Czestochowa University of Technology is situated in Czestochowa, Poland (the Silesian
Voivodeship) being the largest university in the region. In the 2013/2014 academic year it celebrated
its 65th anniversary. The university looks to the best traditions of Polish and world higher educational
systems. It is guided by the principles of the truth, freedom of scientific research, democracy, respect
for the views and dignity of a human being. It participates in the development of science, culture and
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national economy. Its scientific and educational achievements have become an essential part of the
history and tradition of the southern Poland.

Faculty of Management is the largest organization unit of Czestochowa University of
Technology where 6000 students are expanding their knowledge and practical skills. So far, about 50
000 students have graduated Czestochowa University of Technology. Currently almost 14 000 people
are studying at full-time and extramural courses.

Over 800 university teachers, mainly full professors, doctors with a post-doctoral degree, and
doctors take care of the highest level of education of future holders of MSc, bachelor's degree, and
engineer titles. Up-to-date teaching base, excellent staff, rich social base and 65 years of experience,
backed up with numerous achievements, make Czestochowa University of Technology an attractive
and important educational, scientific and cultural center of the Silesian province.

The cooperation with firms

The Faculty of Management is open to various forms of cooperation with business in the
sphere of science and education. It organizes trainings and postgraduate studies. Its highly qualified
specialist staff offers research and consulting services and prepares expert evaluations for economic
subjects. The Faculty provides the best graduates for managerial positions to the business. Offering
the candidates apprenticeships in companies is a chance to get acquainted with them.

Each year there are organized from a few to a few dozens of international and national
conferences by the Faculty. Their subject matter ranges from the presentation of the latest trends and
solutions in various areas of modern business to solving current operational, tactical and strategic
problems which companies deal with in their activities. The conferences are addressed not only to
schools, but also to enterprises, banks, self-government units and organizations of different kinds.

The Faculty of Management organizes symposiums, conferences and seminars in cooperation
with national and foreign companies. Its chief asset in this area is a large and modern conference base
and a longstanding experience in holding this type of events.

The Faculty of Management develops a program - 'People of big business in the academic
environment'. Chairmen and directors of the biggest Polish and foreign concerns meet the Faculty
students and employees, sharing their experiences in the field of management. By means of the above
the Faculty has at its disposal the knowledge on the functioning of big business.

Enterprises may actively support Polish science by sponsoring the educational-scientific base,
equipment, publications, conferences, seminars, exhibitions and other important scientific and
educational undertakings realized by the Faculty of Management.

Business Representatives Advisory Council as a Particular Form of
University-Business Cooperation

The Faculty of Management strengthens cooperation with enterprises operating efficiently in
the region, the country and abroad. Partner companies at the Faculty of Management make Business
Representative Advisory Council, which was appointed on 14 November 2012. It was formed as an
advisory and consultative body of the Dean of the Faculty of Management. The Council represents
the external stakeholders of the Faculty, and particularly representatives of the business
environment. The mission of the Council is to approach the environment of science, business and local
authorities, aiming at the exchange of ideas so as to bring about the benefits for: the University - in
the field of science and research, enterprises - with reference to an increase in the potential of human
resources, and the city and the region - in activities for the benefit of development.
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The Council associates the leaders of business, remarkable practitioners - entrepreneurs and
managers, particularly from the Silesian Voivodeship. Currently, at 17 September 2014, 30
organizations are the members of the council. The basic principles of the operating of the Council are:

e (Cooperation with the Faculty of Management of Czestochowa University of Technology in the
field of the teaching process, particularly with reference to offering new teaching courses and
majors, which will the most highly correspond with the labor market needs and will satisfy
both students and employers.

e exchange of knowledge and experiences between theoreticians and practitioners of
management and developing new scientific and expert projects.

e cooperation in the field of organization of vocational training, internship, educational trips for
students of the Faculty of Management

e supporting initiatives for the benefit of the development of the Faculty of Management

Business Representatives Advisory Council of the Faculty of Management of Czestochowa
University of Technology supports the development of the mission of the Faculty of Management in
the field of developing and establishinga long-term relationship between science and business,
bringing about mutual benefits.

In the framework of the agreements on the scientific and educational cooperation between
Czestochowa University of Technology (CUT) and enterprises, in the framework of the activities of
the Council, there are developed the principles and terms of the collaboration. Following the
agreements, the parties are obliged to the mutual support within their actual and legal capabilities
and the consideration of issues and interests of the other party in their activities. In the framework of
cooperation the Faculty of Management offers readiness for:

e participation in solving technical and organizational and economic problems of cooperating
enterprises;

e preparation and participation in developing new organizational solutions.

Within the cooperation, enterprises agree to:

e provide free students’ training,

e provide free internship for the employees of the Faculty,

¢ enable the staff of the Faculty to conduct scientific research,

¢ have the employees of the companies deliver speeches and run workshops for the students
and employees of the FoM.

In the framework of the collaboration, The Faculty lets the name and the logoof CUT and the
Faculty of Management be used by enterprises for marketing purposes. Additionally, the parties of
the agreements express their interest in the cooperation in the field of the analysis, preparation,
development and realization of requests referring to new financial projects from the funds and
subsidies of the EU.

CONCLUSIONS

As D. Tapscot and A.D. Williams [Tapscot, Williams, 2008, passim] underline, global
cooperation leads to the change of the way in which countries and societies use knowledge and the
abilities to be innovative and to create value. It has a considerable influence on almost all the spheres
of social life and management aspects.

[t is possible to perceive cooperation as the critical factor in the development and growth of
competitiveness of organizations functioning in the conditions of extraordinarily quickly changing
environment.

The case study presented in this paper leads to the conclusion that both firms and universities
pursue mutual cooperation which is focused on generating additional value for all the participating
organizations. Collaborating organizations are able to generate relationalrents through relation-
specific assets, knowledge-sharing routines, complementary resource.endowments, and "effective



In search of the relational rent in the education-industry cooperation:
The higher education institution perspective

governance."lIt is also noticeable that, as Dyer and Singh noted, there are mechanisms involved that
bring about rents based on cooperation such as interorganizational asset connectedness, partner
scarcity and resource indivisibility (coevolution of capabilities).

10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

REFERENCES

Baaken T., Study on the Cooperation Between HEIs and Public and Private Organisations in Europe, THIRD
ASEM UNIVERSITY - BUSINESS FORUM 2012 “DRIVING INNOVATION” PUTRA WORLD TRADE CENTRE
KUALA LUMPUR 5 - 6 NOVEMBER 2012, http://www.ub-cooperation.eu/pdf/kualalumpur.pdf
(18.01.2015).
Barney |].B.,Firm resources and sustained competitive advantage, Journal of Management, 17(1), 1991, pp. 99-
120.
Bresser R.K.F.,, Hitt M.A,, Nixon R.D., The deconstruction of integrated value chains: Practical and conceptual
challenges[In:] Bresser, RK.F., Hitt, M.A,, Nixon, R.D. (eds.) Winning strategies in a deconstructing world.
Chichester, John Wiley,New York 2000,pp. 1-21;
Duschek S., Inter-firm resources and sustained competitive advantage,Management Review, Vol. 15, Issue 1,
2004, pp. 53-73
Dyer, ].H., Singh, H., The Relational View: Cooperative Strategy and Sources of Interorganizational Competitive
Advantage, Academy Of Management Review, 23(4), 1998, pp. 660-679
Hamel, G., Competition for competence and interpartner learning within international strategic alliances,
Strategic Management Journal, 12, Special Issue, Summer, 1991, pp. 83-104;
Ireland R.D., Hitt, M.A,, VaidyanathD. Alliance management as a source of competitive advantage, Journal of
Management, 28(3), 2002, pp. 423-446
Kelly K., Nowe reguty nowej gospodarki. Dziesie¢ przetomowych strategii dla swiata potqczonego sieciq, W1G-
Press, Warszawa 2001.
Kura$ P., Resources as a Source of Enterprise Competitiveness, [in:] A. Jaki, T. Rojek (eds.) Managing
Organizations in Changing Environment. Models - Concepts - Mechanisms, Foundation of the Cracow
University of Economics, Krakéw 2014, pp. 79-87,
Leonard-Barton D., Wellsprings of knowledge: Building and sustaining the sources of innovation, Harvard
Business School Press, Boston, 1995, p. 135.
Matejun M., Metoda studium przypadku w pracach badawczych mtodych naukowcéw z zakresu nauk o
zarzqdzaniu, Zeszyty Naukowe Uniwersytetu Szczecinskiego”, nr 666 - "Problemy Zarzadzania, Finanséw i
Marketingu, No 19, 2011, pp. 203-213.
Measuring the impact of university-business cooperation, Final Report, Publications Office of the European
Union, Luxembourg 2014, p. 5, http://www.dges.mctes.pt/NR/rdonlyres/658FB04A-909D-4D52-A83D-
21A2AC4F2D38/8090/UniversityBusiness.pdf (18.01.2015).
Nowodzinski P., Zarzqdzanie strategiczne wspétczesnym przedsiebiorstwem. Otoczenie a strategia, Sekcja
Wydawnictw Wydziatu Zarzadzania Politechniki Czestochowskiej, Czestochowa 2013.
Peteraf M.A. The cornerstones of competitive advantage: A resource-based view, Strategic Management
Journal, 14, 1993, pp. 179-191.
Science-to-Business Marketing Research Centre, The State of European University Business Cooperation,
European Commission, p. 43;
Seroka-Stolka O., Proactive Environmental Management and Practices in Small and Medium Enterprises
(SMEs) - a Resourced-Based Perspective, Management: Science and Education. Slovak Scientific Journal, Vol.
2,No 2, 2013, pp. 79-82.
Sipa M., Lemanska-Majdzik A.Factors Affecting the Development of Small Enterprises, [in:] E. Sikorova, ].
Dziendziora (eds.), Managing the Organization Chosen Problems of Theory and Practice,
WyzszaSzkotaEkonomiczno-Humanistyczna, Bielsko-Biata 2011, pp. 127-143.
Tapscot D., Williams A.D., Wikinomia. O globalnej wspdtpracy, ktora zmienia wszystko, Wydawnictwa
Akademickie i Profesjonalne, Warszawa 2008.
Teece D.J.,, Pisano G. Shuen A., Dynamic capabilities and strategic management, Strategic Management
Journal, 18(7), 1997, pp. 509-533.
The State of University-Business Cooperation in Poland, Science-to-Business Marketing Research Centre,
December 2013,

https://www.academia.edu/5636293 /Poland_-_University-Business_Cooperation_UBC_Report (18.01.2015)
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ABSTRACT

The Croatian economy has suffered strong adverse shock from both the global financial crisis
and the Eurozone fiscal/economic crisis —output has fallen throughout the 2008-2014 period, with
unemployment almost doubling during the same period and reaching 17.3% in 2014. Successive
governments pursued policies of fiscal consolidation which seems to have had pro-cyclical, i.e.
adverse effects on output. Similarly, the supply side policies particularly regarding the labour market,
seem to have been unable to bring the economy closer to its full capacity constraint. The incentives
program for foreign investment has fallen short of expectations although with Croatia becoming an
EU member in 2013 it may be reasonably expected that its economy will become more attractive for
foreign investors. Having all this in mind, it may be argued that the future prospect of the Croatian
economy will depend on an improved pro-expansion economic policy mix that would enable a more
effective use of domestic productive resources and improved mechanisms of regional cooperation
with neighbouring countries.

Keywords: austerity, economic recovery, pro-cyclical policies, fiscal consolidation, foreign direct
investment, labour market reforms, recession
JEL classification codes: E61, E62, F31, F36, F42, G01, H20, H55, H68, ]08

INTRODUCTION

Over the last six years the Croatian economy has been subject to a continuing recession (see
Table 1) having experienced negative GDP growth over the entire period, while a shallow recovery is
envisaged in 2015. The initial decline in GDP was not due to factors under control of the government,
but rather to the negative shock inflicted on the world economy by the financial crisis in the
international financial system that began in 2007and led to a global economic downturn in 2009.
Croatia was more affected than the EU, with a deeper downturn in 2009 due to her high dependency
on international trade; especially on trade in services related to the tourism sector. Since then,
Croatia’s recovery has been slower than that of the EU. While the EU economy returned to positive, if
tepid, growth in 2010, Croatia has languished in recession in each subsequent year. This poor
economic performance indicates deep structural problems and difficulties in adjusting the economy
in the wake of the initial recession, and raises questions about the appropriateness of economic policy
since then.
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Figure 1: Real GDP growth: Croatia and EU, 2005-14 (% p.a.)
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The downturn has had serious social consequences. The unemployment rate has almost
doubled from a low of 9% in 2008 to a new peak of 17.3% in 2014 (see Figure 2). The increase in
unemployment has been far greater than in the EU-27 countries. While it briefly converged to EU
levels in 2009, it has since shot up to levels far above in the EU-27. A similar pattern has affected youth
unemployment, which increased to around 50% in 2014. In the words of the European Commission
this has placed a “strain on the social fabric” (EC AMR 2014: 27) while low employment rates are
damaging growth prospects.

This paper outlines the economic policies that have been introduced to deal with this situation
and makes a preliminary assessment of their likely effectiveness. The next section considers the
policy responses to the onset of the crisis, section 3 reviews the policy measures that have been
introduced since Croatia joined the EU and entered the excessive deficit procedure. Section 4 looks
more closely at labour market reforms, and section 5 at measures to attract foreign direct investment,
both designed to stimulate the supply side of the economy. The final section concludes.

POLICY RESPONSE TO THE ONSET OF THE CRISIS

In response to the crisis, the HDZ government headed by Jadranka Kosor was to adopt a policy
of fiscal consolidation and austerity as advocated by the International Monetary Fund (IMF 2010).
This involved reducing expenditure on public administration and social programmes, structural
reforms to enhance labor force participation and improve the business environment, and income and
wage policies to improve competitiveness in the context of a broadly stable exchange rate (IMF 2010).
A fiscal responsibility law enshrined fiscal consolidation in law by requiring the government to reduce
budget expenditure by 1% each year until a primary balance in the general government budget is
reached, after which the cyclically adjusted primary deficit is to be kept at around zero?.

24 This was part of the Croatian Recovery Programme introduced in April 2010.
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Since it came to power in December 2011, the Milanovi¢ government continued on the track of
fiscal consolidation announced by the previous government?s. The policy aim has been to shift
towards an investment led model of growth, while simultaneously reducing the tax wedge (taxes and
social contributions on labour) to encourage employers to hire more workers26. Additional reforms
in the labour market and to social contributions were to be introduced to provide additional
incentives to the supply side of the labour market.

In its first budget in 2012, the new government announced cuts to the wage bill, to subsidies,
and to health spending. VAT was increased by 2% combined with a 2% reduction in social health
contributions designed to ease the burden of social contributions on wages and boost employment. A
personal income tax allowance was introduced for low earners, while a 12% tax was introduced on
profits and dividends, measures designed to change the balance of taxation away from labour and
towards capital. These measures represented a continuation of economic policy of the previous HDZ
government combined with some modest redistribution elements. However, the initial aim to boost
investment was overshadowed by the decision to continue with the previous government’s policy of
fiscal consolidation, which, by reducing public expenditure at a steady 1% per year, removed
purchasing power from the economy and undermined all other attempts at stimulating growth. The
inevitable result has been a continued deterioration of the economy, and all projections for recovery
that were predicted by the government’s macroeconomic forecasts have been continuously
downgraded (see Figure 2).

Figure 2: Government forecasts of growth have been constantly downgraded over time
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25 In 2012 the Ministry of Finance stated “[t]heCroatian Government is determined to carry out fiscal consolidation and
comply with the Fiscal Responsibility Act,” Economic and Fiscal Policy Guidelines for the Period 2013-2015, Ministry of
Finance, (2012: 3).

26 [bid.
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POLICY MEASURES WITHIN THE EU - THE EXCESSIVE DEFICIT PROCEDURE

Croatia joined the EU in July 2013 and soon afterwards the Milanovi¢ government had to cede
effective control over many aspects of economic policy to the European Commission. The EU had
adopted a system of “new economic governance” in 2010 in response to the eurozone crisis.As a
member state, Croatiabecame immediately involved in the “European Semester” process that begins
in November each year with the publication of an annual Alert Mechanism Report(AMR) for all EU
member states. The 3rd annual AMR, published in November 2013, identified a severe macroeconomic
imbalance in Croatia that required further investigation through the process of an In-Depth Review
(IDR). Even before the results of the IDR were announced, Croatia was placed in the Excessive Deficit
Procedure (EDF) in January 2014. From that point on, the most important instruments of economic
policy were effectively taken away from the independent responsibility of the Croatian Government
and handed over to the European Commission.

The IDR was published on 5 March 2014, and concluded that Croatia was experiencing an
‘excessive’ macroeconomic imbalance that required specific monitoring and strong policy action
(ECFIN, 2014). The IDR identified a range of serious problems, including large external liabilities,
declining export performance, highly leveraged firms and fast growing government debt.It also
revealed that state owned companies had not been restructured,were highly indebted and were only
weakly profitable. It also concluded that Croatia has the lowest activity and employment rates in the
EU, while the business environment ranks below the average ofall the EU’s post-communist states.

On 24 April, Croatia submitted its 2014 National Reform Programme and its 2014 Convergence
Programme to the European Commission. The latter outlined the budgetary strategy to correct the
excessive deficit by 2016 and to move the economy on to a path of sustainable economic growth. The
projected aim was to reduce the deficit from 4.9% of GDP in 2013 to 3% of GDP by 2016, the deadline
imposed within the EDF for meeting the 3% target. The Convergence Programme also forecast that
government debt would peak at 72% of GDP in 2014.

The European Commission evaluated the National Reform Programme and issued its
response and ‘recommendations’ in July 2014. The Recommendationsheavily criticised the
Convergence Programme for basing the forecasts on overly optimistic projections of economic
growth in the forthcoming years, and for deviating from the standards of the European System of
National and Regional Accounts (ESA) which prevented appropriate comparison with the
Commission’s own forecasts (EC 2014 Recommendations). The Commission also criticised the
programme on the grounds that it did not provide enough detail about the fiscal consolidation
measures that would be taken to reduce the budget deficit. Overall, the Commission’s assessment of
the Croatian programmes was that additional efforts would be needed in order to comply with the
recommendations under the EDP to correct the excessive deficit by 2016.

The European Council also made a series of recommendations on reforms that would be
needed to achieve the 2016 fiscal target. The main points made were that Croatia should enhance the
quality of the public finances by reducing wages, social security expenditure and subsidies. More
effective control should be placed on government expenditures, and the design of fiscal rules should
be improved. On the revenue side, the tax base for the recently announced property tax should be
better specified, and revenue collection should be improved by taking action against the informal
economy and tax evasion.

In November 2014, the Commission issued its fourth annual Alert Mechanism Report
(European Commission, 2014b). The report’sconclusions on Croatia’s economy were that
macroeconomic imbalances remained a “serious concern”. The AMR found that the large negative net
international investment position (NIIP) had improved slightly as the current account had returned
to a surplus due to falling domestic demand and investment and the consequent drop in demand for
imports. However, falling levels of investment were undermining economic recovery, while export
performance was weak and Croatia was steadily losing its share of the global market. The AMR also
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assessed that competitiveness had not improved, and that unit labour costs and the real effective
exchange rate were even starting to rise again, putting any gains made in improving competitiveness
at risk. Furthermore, the contracting economy and the high budget deficits had put the public debt to
GDP ratioonto a rapidly rising trend.

LABOUR MARKET POLICY

One of the key concerns of the European Commission has been the poor performance of the
labour market, especially for youth and for older workers (EC 2014a). An increasing number of young
people are neither in education, employment nor training, while the proportion of people at risk of
poverty and social exclusion has increased to levels significantly above the EU average. Despite
growing unemployment, spending on and coverage of active labour market measures are below
average in the EU. Nevertheless, various attempts at labour market reforms have been made relating
to (a) active labour market policies (b) conditions for early withdrawal from the labour market and
(c) employment protection legislation. Overall, these reforms have reduced the protection of workers
and worsened working conditions.

Active Labour Market Policies

Under the terms of a Social Welfare Act that that entered into force on January 2014 social
welfare beneficiariesare required to participate in “social inclusion activities”. The maximum
accumulated amount of benefits, have been limited to level of the minimum gross salary. On the
positive side, a transitional period of three months has been introduced for welfare claimants who
find a job, so that new employees do not lose all their benefitsat when they start work.New rules allow
the continuation of pension payments ifa retiree takes on a part time job.

Conditions for early withdrawal from the labour market

ThePension Insurance Actof January 2014 raised the statutory retirement age from 65 to 67
and the early retirement age from 60 to 62. Under the new rules, early retirement cannot be taken
without penalty until 41 years of service have been completed and before60 years of age. Pensions
under certain “special schemes”that are above a certain threshold have been temporarily cut by 10%,
and indexed to GDP growth. New rules covering disability pensions have been introduced, and the
occupational rehabilitation system has been changed. Beneficiaries of disability pensions must now
undergo a compulsory medical assessment every three years, and are subjected to random control
assessments.

Employment protection legislation

A first phase of labour market reform that was completed in 2013 focused on fixed-term
employment contracts,and on shortening and simplifying the proceduresfor collective dismissal.
Employers can now take on workers under fixed-term contracts that last for more than three years.
Procedures for dismissal during the probationary work period were relaxed so that aprobationer can
be fired without cause. New rules introduced in January 2014 have madeit easier for an employer to
dismiss a worker, and have increased working time flexibility through the introduction of flexible
part-time contracts.

ATTRACTING FDI

During the pre-crisis boom period, new foreign direct investment to Croatia reached a high
point of US$6 billion in 2008. Since then, as in most other peripheral European economies, the inflow
of FDI has come to an end (see Figure 3). The supply of foreign capital has diminished as a
consequence of the economic crisis and investors are more concerned to reduce risk by investing in
safer options such as cash and government bonds of safe countries.
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Figure 3: Foreign direct investment flow (US$ million)
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Along with the reduction of the inflow of foreign investment, foreign investors already in the
country have become less willing to reinvest their profits in order to expand capacity and increase
productivity. As can be seen from Figure 4, profit reinvestment by foreign investors turned negative
after the onset of the crisis in 2009, indicating that substantial sums were actually leaving the country
rather than being reinvested in the economy. The outflow of foreign investor profits began to relent
in 2014, perhaps indicating the beginnings of a return of confidence, possibly due to a lagged positive
effect of Croatia’s EU membership.

Figure 4: Foreign investors’ reinvestment of profits (€ millions)
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In order to promote foreign investment, the government introduced a new foreign investment
Law in 2012. The new law reduced the minimum initial investment amount and created special
conditions for micro-entrepreneurs; introduced a new investment category for investments in high
value- added activities; increasedthe subsidies for job creation; provided special treatment for
investment projects that created more than one hundred new jobs; and changed the method of
calculating the amount of the initial investment. Despite the enactment of this law, foreign investment
continued to plunge in 2013. There have been some signs of a recovery in the first half of 2014, but
this has probably been due more to Croatia’s entry into the EU than to the provision of special
financial incentives and privileged market conditions for foreign investors.

CONCLUSIONS

Overall, the Croatian government has had a rather dismal record in relation to the
management of the economy, which has continued to languish in recession for a far longer time than
almost any other European country. By 2014, the economy had suffered from six years of recession,
unemployment had been continually increasing, and few economic indicators had shown positive
news. While the onset of the economic crisis can plausibly be placed on outside factors, principally
the shock induced by the global financial crisis and subsequently to the spillover effects of the
eurozone crisis, the inability of the Croatian economy to recover from these shocksindicates serious
problems of a deep-seated structural nature, and that government policies have not yet been
sufficiently effective.

The Milanovi¢ government came to power in 2011. Its first budget was formulated in 2012,
by which time the economy had already been in recession for three years. In 2013, Croatia joined the
European Union and shortly thereafter was placed into the EU Excessive Deficit Procedure, which
involved the imposition of economic policies from Brussels, over-riding domestic policy decisions.
Therefore, it could be argued that the new government has only been responsible for two of the five
years of recession.

The principal reason for the recession has been the decision to impose pro-cyclical fiscal
consolidation on an economy hard hit by the global crisis. This approach was adopted by the Kosor
government in 2010 at the instigation of the IMF and was continued almost without alteration, apart
from a few mild redistributive measures, by the Milanovi¢ government.With EU membership looming,
and the advice of the European Commission to proceed in line with the general policy of austerity
adopted by the eurozone countries, it is not altogether surprising that the new government did not
take an alternative approach. Fiscal space also had to be created to afford the significant EU
membership fee?’. The entry into the Excessive Deficit Procedure has only reinforced the emphasis
on fiscal consolidation.

Alongside fiscal consolidation, policy makers have stressed the importance of structural
reforms designed to make the supply side of the economy more flexible, in the hope of stimulating
economic growth. These have involved placing restrictions on social benefits, raising the pension age,
encouraging pensioners to take up part time employment, increasing penalties for early retirement,
tightening criteria for receipt of disability benefits, extending the maximum period of fixed term
employment contracts and making it easier for employers to dismiss probationary workers. The aim
of making the labour market more flexible has been to enable a positive employment response in case
of an economic upturn. Unfortunately a flexible labour market can also have the opposite effect during
an economic slowdown, magnifying the extent of job losses. Supply-side policies are unlikely to have
a positive effect in conditions where aggregate demand is insufficient to bring the economy to a

27 See Economic and Fiscal Policy Guidelines 2014-2016, Ministry of Economy, Zagreb, p. 4
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position where capacity constraints are beginning to bite. From that point onwards a more flexible
labour market and a more flexible economy can have the effect of releasing the supply constraints
that might otherwise hold back growth. However, after five years of recession, it can be expectedwith
some certainty that the Croatian economy is far away from its full capacity constraint. The danger of
continuing with such a policy will be that the capacity constraint actually shrinks to meet the lower
level of aggregate demand, and that the lower level of output and productivity engendered by the long
recession may become a permanent feature of the Croatian economy.

Special incentives to attract foreign investors were introduced in 2012 but had minimal
impact on the flow of such investment, which fell even further in the subsequent year. There have
been some signs of a recovery in investment in early 2015, most likely due to the positive effect on
investor confidence of Croatia’s entry into the EU. If this continues, it may go some way to offset the
decline in productive capacity caused by the long recession.

When the Milanovi¢ government came to power in 2011, it held a fairly progressive policy
aim to rekindle economic growth and create a more equal society. This was to be achieved through
an investment programme to raise capacity and improve productivity, and some redistribution to the
lower wage earners that would boost consumption and aggregate demand. Unfortunately, in the
priority given to fiscal consolidation few of these plans came to fruition. Whilethese aims remain a
valid policy option for emerging from the recession, they are unlikely to be fulfilled within the scope
of the EU’s Excessive Deficit Procedure. One must hope that growth resumes in the EU, and that this
will lift the Croatian economy along with it, and also that the capacity of the economy to respond to
such a future opportunity will not have been too much diminished by the policies adopted over the
last five years by successive governments.However, the continuing crisis in the eurozone and its most
recent symptom in the default on IMF loans by the Greek government, suggest that it may be some
time before economic growth resumes in the eurozone. Croatia, along with other economies in the
South East Europe that have been badly affected by the eurozone crisis, should consider greater
reliance on their own resources and improved mechanisms of regional cooperation with
neighbouring countries, rather than waiting passively to be lifted by the rising tide of eventual
economic recovery in the EU.
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RUSSIAN - EU TRADE RELATIONS: PROBLEMS AND PROSPECTS
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ABSTRACT

The paper is dealing with the problems and prospects of the Russian - EU trade relations. The
authors are evaluating the mutual trade development through the issue history while considering
dynamics, balance, commodity structure and other features. The paper important task is to identify the
above mentioned development reasons, factors and motivations. It is not always easy to find out why the
specific trend appears in the investigated issue. The authors are mainly focused on the development
during the modern period. Since the USSR dissolution time the European Union is the number one trade
partner for Russia, on the other hand Russian Federation is the third most important partner for the EU.
During 2014-15 the mutual trade relations are suffering hard times due to the negative impact of the
crisis in Ukraine and sanctions regime.

Keywords: Russian Federation (Russia), the USSR, Western Europe, the European Union (the EU),
trade relations, export, import, trade turnover, trade balance, commodity structure, crisis in Ukraine,
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HISTORICAL BACKGROUND

Russian - EU trade relations have very long history. Starting from the first Russian national
state (Kievskaya Rus’ (Kievan Rus’)) foundation in IX century the country have established trade
relations with Western and Central European nations. It is important to mention that geographic
location has played great role the above mentioned process. Being the closest neighbors Russia, on
one side, and Nordic counties, Poland, Lithuania, other Baltic nations, Hungary, German states, other
European counties, on other side, have obvious reasons to trade due to the low transportation costs.
Location in the Eastern part of Europe makes Russian territory to be the most convenient transit
space for transportation of goods from the Baltic and North sea regions to Byzantine Empire, Balkans
and Near East.

Figure 1. Transit route “Iz Varyag v Greki” (from Vikings to Greeks) map.
The route is marked by the purple and blue lines
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The famous transit route “Iz Varyag v Greki” connected Russia with the major trading nations
in Europe. Already in the Medieval Age Russian - European trade commodity structure have been
based international labor division based on absolute advantages. Since the foundation Russia has
been the largest European nation due to the size of territory. This factor provides to the country the
biggest agricultural and forest land and, so ability to produce a lot of cereals, flax, honey, wax, furs,
wood, tur (resin), other natural resources and farming products. All these items have been exported
to European countries. In exchange Russia have been imported metals, ferrous, non- ferrous, precious
metal products, tools, arms glassworks, wool and other fabric.

Later Russian - European trade development had similar features. Russia has continued to
supply western neighbors with natural resources and agricultural products. Religious and political
contradictions made substantial problems for mutual trade increase. Series of wars with German
Teutonic and Livonic knight Orders, Sweden, Poland, Lithuania, and attempts to re-Christianized
Russia and convert its population from Orthodox to Roman-Catholic church led to all kind of mutual
contacts limitation including the trade ones. Because at the mid of XIII century Russia has lost access
to the Black sea and at the beginning of XVII century also has lost access to the Baltic sea the country
suffered inability to use the most convenient way goods transportation to and from European
neighbors.

Situation has been changed at the beginning of XVIII century after first successful battles of
the Northern War and the city and sea-port of Saint - Petersburg foundation. Peter the Great (the first
Russian Emperor) has made great push towards the extensive trade development with Western
European nations as major national priority. Since that mutual trade volumes have started to grow
much faster. Generally speaking the trade commodity structure has not been changed. Russia
continued to export natural resources and agricultural products and import metal products, textile
and other consumer goods. Since XIX century and until XIX century beginning the minerals (metals,
metal ores, crude oil) start to play more and important role in Russian export. Import from European
countries has become more and more dependent on machinery and chemical products.

After the Socialist revolution in 1917 and during the Civil war (1918-1920) Soviet Russia practically
stopped to trade with western neighbors. But the start of New Economic Policy (NEP) in 1921 led to
the mutual trade re-introduction. Soviet Russia (the USSR since 1922) needed machinery for
industrialization and in exchange exported to Europe minerals and agricultural products. Since the
second half of 1940s and until the end of the Soviet period in 1991 Central and Eastern European
nations - COMECON members were absolute leaders among the USSR major trading partners. Export
to that group of countries has included mainly minerals, forestry and machinery, import has been
based on consumer goods, machinery, agricultural and chemical products. COMECON members share
in Soviet trade has been equal to 60-65%28. The next most important trading partners of the USSR
after the COMECON were Western European nations (mainly the EEC/EU members). To these
countries the USSR supplied mainly minerals and some other traditional products (forestry). Import
to largest content has been based on machinery, chemical, agricultural products and consumer goods.

Post-Soviet trade relations (1992-2000)

After the USSR dissolution Russian Federation has started the new stage in its relations with
the European Union. In 1989 COMECON-members share in Russian (the USSR) trade was 55.8%, but
already in 1992 - the same countries group share went down to 23.7%. Since 1992 the EU has become
the most important trading partner for Russia. The European Union nations share in Russian foreign
trade turnover went up to the level of 37.2%. The EU-Russia export and import development be
considered through Tables 1 and 2.

28 http://istmat.info/node/9322, http://dic.academic.ru/dic.nsf/bse/129040/%D0% A1%D0%A1%D0%A1%D0% A0
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Table 1. Russian export regional shares in 1992-2000 ( %)

1992 1994 1996 1998 2000
Developed economies 45,8 52,9 47,0 49,9 48,2
Incl. EU 38,3 35,2 32,1 32,6 35,6
Developing economies 8,4 8,5 12,3 11,5 13,9
CIS 21,9 22,3 18,7 19,2 13,4
Central-Eastern Europe 17,3 11,8 14,8 14,6 17,4
Source: Goskomstat, http://stat.customs.ru/
Table 2. Russian import regional shares in 1992-2000 ( %)

1992 1994 1996 1998 2000
Developed economies 54,5 50,0 471 50,8 447
Incl. EU 38,8 39,8 34,4 36,1 32,8
Developing economies 11,6 7,8 7,5 9,5 8,4
CIS 13,1 29,1 31,6 25,9 34,4
Central-Eastern Europe 10,8 12,2 8,6 8,9 7,2

Source: Goskomstat, http://stat.customs.ru/

It is clear to see that the EU share in Russian foreign trade has not been growing significantly
during the 1990-s. It is also clear that the EU share in Russian export during 1992-2000 went down
from 38.3% to 35.6%, and the EU share in Russian import during 1992-2000 went down from 38.8%
to 32.8%. The Central-Eastern European nations (the majority of which later have become the EU-
members) share during the same period also went down in the case of import to Russia (from 10.8%
in 1992 to 7.2% in 2000), but went up not significantly in the case of export from Russia (from 17.3%
in 1992 to 17.4% in 2000). Negative trends appeared even despite EU enlargement in 1995 EU
enlargement when Austria, Finland and Sweden had become the member-states. Major reasons for
the mutual trade decline have been dealing with Russian economy negative growth in 1990-s and
drops of the international oil, gas (based on oil) and metal prices during the decade (See Figure 1).
The Partnership and Cooperation Agreement has been the framework of the EU-Russia relationship
for more than a decade. It was signed in 1994 and entered into force on 1 December 1997.

Russian - EU trade commodity structure in 1990-s have been based on international labor
division both parties advantages and disadvantages. Being reach in natural resources Russia
traditionally exported to the EU crude oil, natural gas, metals, metal ores, other minerals, unprocessed
wood. While having developed machinery, chemical industry and other industries with the high level
of value added the EU exported to Russia transport, industrial and other machinery, office equipment,
chemical products, consumer goods and processed food items. In 1994 fuels share in Russian export
was equal to 42.2%. In 1998 it went down to 35.1% mainly to the drastic international oil price
drop(See Figure 1).. But even after that fuels remain as the most important export item. The second
rank in Russian export to the EU commodity structure had belonged to the industrial goods (among
which ferrous metals played the most significant role) with the share of 21.3% in 1994 and 23.9% in
1998 respectively. The third most important items of Russian export to the EU were minerals
excluding fuels while having the share of 8.4% in 1994 and 11.3% in 1998 respectively. The share of
machinery in Russian export to the EU was very little 2.3% in 1994 and 1.8% in 1998 respectively.
Food items had played similar low role with the share of 1.7% in 1994 and 2.2% in 1998
respectively.2?

29 Burostat, Goskomstat, http://stat.customs.ru/
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Figurel. International crude oil price 1970 - 2008 (US$ per bbl)

January 2008
100 DILI uss 5100 Barrel _;::
{ per Barrel /i
Lebanon Conflict f

Iraq War

Gulf War
50 Iranian  Iran-Irak War 9
Revolution Asian Financial

Crisis

Oil Price Crash __55::?:

Arab-
Israeli War

“ie70 1975 1980 1985 1990 1995 2000 2005

Figures are not inflation adjusted Source: BP/Bloomberg
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The EU export to Russia commodity structure in 1990-s was almost absolutely opposite to the
one of import from Russia. The leading position had belonged to the machinery with the share of
39.5% in 1994 and 37.7% in 1998 respectively. The second rank in the EU export to Russia
commodity structure had belonged to the industrial goods with the share of 25.1% in 1994 and 28.7%
in 1998 respectively. Food items have been also very important for the EU export to Russia with the
share of 22.3% in 1994 and 17.4% in 1998 respectively. Chemical products had the fourth rank with
the share of 8.7% in 1994 and 11.1% in 1998 respectively. Importance of fuels and other minerals for
EU export to Russia was obviously minimal with the share of 0.5% in 1994, 0.4% in 1998 (fuels) and
1.6% in 1994, 2.4% in 1998 (other minerals) respectively.3°

Russia - EU trade relations in 2000-s

To consider trade between Russia and the European Union in 2000-s it is worth to mention
that the EU membership was subject of changes few times during the last ten years. Very important
change took place in 2004 due to the fact of the EU enlargement towards East and South. On the 1st of
May that year ten new countries with a combined population of almost 75 million joined the EU. The
European Union formed an economic area with 450 million citizens and includes three former Soviet
republics (Estonia, Latvia and Lithuania), four former COMECON-members (Poland, the Czech
Republic, Hungary and Slovakia), one former Yugoslav republic (Slovenia) and two Mediterranean
islands (Cyprus and Malta). Because the number of Central-Eastern European nations had become
the EU members trade Russian with the EU had grown intensively. After of the transformation from
the EU-15 to the EU-25 the big portion of Russian trade with Central-Eastern Europe has become
Russia - EU trade. The next enlargement took place in 2007 when Bulgaria and Romania have become
the 26th and 27th members of the European Union. That fact also led to intensive Russia - EU trade
growth but less significantly compare to 2004. The last so far EU enlargement after Croatia became

30 Eurostat, Goskomstat, http://stat.customs.ru/
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the 28th EU member country on the 1st of July 2013 made even smaller positive impact towards
Russia - EU trade growth.

Of course the growing number of the European Union members was not the only factor of
Russia - EU trade development. During the observed period the trends were mainly positive. The
most important data dealing with Russia - EU trade development shown at the Table 3.

Table 3. Russia - EU trade in 2000-2013 (Euro bn)

Russian export  Russianimport Trade turnover|Trade balance

2000 63.78 22.74 86.52 41.04
2001 65.88 31.60 97.48 34.27
2002 64.49 34.42 98.91 30.07
2003 70.69 37.21 107.90 33.48
2004 83.95 46.03 129.98 37.92
2005 112.59 56.70 169.29 55.89
2006 140.89 72.31 213.20 68.58
2007 144.27 89.13 233.40 55.14
2008 178.29 104.84 283.13 73.45
2009 118.12 65.58 183.70 52.53
2010 160.70 86.13 246.84 74.57
2011 199.92 108.35 308.27 91.56
2012 213.21 123.26 336.47 89.95
2013 206.50 119.80 326.30 86.70

Source: Eurostat

Statistics provided by Eurostat at the Table 3 shows that Russian - EU trade relations during
2000-2012 experienced steady growth with the only one exception in 2009. The above mentioned
trends had been based mainly on Russian economy growth in 2000-Jan.-Aug. 2008 and in 2010-2012.
Decline in the 2008 2nd H - 2009 have been obviously provoked by Global crisis and its impact
towards international oil prices (See Figure 1 and 2). Crude oil and other minerals prices went down
due to the drop in demand in all major importing economies affected by Global crisis. International
oil price has become Russian economy growth major indicator. In 2000 - Aug. 2008 (See Figure 1)
and in 2010-2012 (See Figure 2) oil prices generally have been rising and making positive impact to
Russian export and economic growth.

Figure 2. Brent crude oil price 2006 - 15 (US$ per bbl)
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National economy growth influenced increase in spending, and higher demand on the foreign
made goods. Being the major exporter to the Russian market the EU could enjoy bigger volume of
export earnings during most of 2000-s. In 2000-2012 Russian import from the EU went up by almost
5.5 times. At the same time substantial increase in oil, gas and other important Russian export items
prices led to EU import from growth by 3.3 times and the EU trade balance deficit by two times during
2000-2012. Another mutual trade growth factor especially in 2004-2005 and in 2007 was dealing
with the above mentioned EU enlargements. Russia — EU export, import and trade balance
development in 2002-2012 could be witnessed in more clear form at the Figure 3.

Figure3.
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During all 2000-s the EU remained as the Russian number one trading partner in both: export
and import. The EU share in Russian trade turnover has grown up from the level of less than 37% in
2000 to level of 52.7% already in 2006. In the next two years the EU share has stabilized and in 2008
was equal to 52.3%. 31 Global crisis made some negative impact and in 2009 the EU share has declined
to 49%. After the EU share has stabilized and got very limited and gradual decreases to the level of
48% in 2010 and increases to 49% in 2011. In next year 2012 another little decline appeared - to
48.7%, butin 2013 again has reached the level 0of 49.4%. The EU outstanding role among Russian Top
- 10 trading partners in 2012 is shown at the Figure 4.

Figure 4.
Russia’s top trading partners 2012
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31 http://www.eubusiness.com/topics/trade/homepage/russia
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As it has been already mentioned Russian export to the EU (EU import from Russia) have
always been higher compare to the EU export to Russia (Russian import from the EU). In 2013 in
Russian export the EU share was 54.3%, but in Russian import the EU has played relatively minor role
with the share of 41.9%.32

Russian share in the EU import went up from the level of 6.4% in 2000 to the level of 11.4%
in 2008. Export represented about 70% of Russia — EU trade turnover in 2008. Due to Global crisis
impact Russian share in the EU import has decreased in 2009 to the level of 9.8%, but since 2010 the
indicator stated to grow again and went up to the level of 12.3% in 2013. Since 2004 Russia has
become as the 3rd EU import origin country. In 2012 Russia outstripped the USA and has got the 2nd
place after China only.33

Russian share in the EU export went up from the level of 2.7% in 2000 to the level of 8.0% in
2008. In 2009 Global crisis led to the indicator decrease to level of 6.0%. During 2010- 2011 Russian
share in the EU export increased again - to 7.1% level. But in 2012-2013 some decrease appeared
again and the indicator became equal to 6.9%. That makes Russia the 4t EU major export partner
after the USA, China and Switzerland.3*

In 2012 among the EU27Member States, Germany (37.9 bn euro or 31% of EU exports) was
by far the largest exporter to Russia, followed by Italy (10.0 bn or 8%) and France (9.1 bn or 7%).
Germany (39.8 bn or 19% of EU imports) was also the largest importer, followed by the Netherlands
(29.4 bn or 14%), Poland (21.6 bn or 10%) and Italy (18.3 bn or 9%). Trade balance of every EU
member with Russia in 2012 presented at the Figure 4. Most EU member states show trade deficits
with Russia, the largest in 2012 being the Netherlands with a -21bn euro deficit. The highest surpluses
were recorded by Denmark and Slovenia.35

Figure 5.
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32 http://www.ved.gov.ru/monitoring/foreign_trade_statistics/monthly_trade_russia/,
33 ibid

3* hitp://www.ved.gov.ru/monitoring/foreign_trade_statistics/monthly_trade_russia/
33 http://stat.customs.ru/
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Among the EU member - countries Germany traditionally played the most important role, but
in 2013 the Netherlands outstripped Germany according to the Russian trade turnover. Ranking of
the Russia’s top trading partners including the EU members in 2013 is shown at Figure 6.

Figure 6.
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Russia - EU trade commodity structure in 2000-s

Russia - EU trade commodity structure in 2000-s has very similar features to the one in 1990-
s. Above mentioned international labor division based on natural advantages and disadvantages led
to obvious trade commodity structure composition. Natural resources continue to form Russian
export major part, manufactured goods with high value added represent the most EU export
significant part.

In 2000 fuels share in Russian export to the EU has been equal to 56.1%. In 2008 it went up
to 69.5% to very large extant due to the steady international oil price growth (See Figure 1). But even
after the price drop since August 2008 (See Figure 2) till February 2009 fuels remain as the most
important export item with share of 74.3% as the result of the year 2009. Fuels role in Russian export
to the EU continue to rise and reached the level of 76.3% in 2012. The second rank in Russian export
to the EU commodity structure had belonged to the industrial goods (among which ferrous metals
played the most significant role) with the share of 11.4% in 2000, 7.9% - in 2008 and 7.59% - in 2012
respectively. The third most important items of Russian export to the EU were minerals (row
materials) excluding fuels while having the share of 5.7% in 2000 and 2.9% in 2008 respectively. In
2012 this item role has decreased to the level of 1.9%. The minerals share decline led to gradually
increasing chemicals share (3.9% - in 2000, 3.0% - in 2008 and the same level - in 2012). The share
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of machinery in Russian export to the EU was very little 1.7% in 2000, 1.0% - in 2008 and 0.9% in
2012 respectively. Food items had played similar low role with the share of 1.1% in 2000, 0.5% - in
2008 and 0.8% - in 2012 respectivelys3eé.

The EU export to Russia commodity structure in 2000-s was very similar to the one in 1990-
s and almost absolutely opposite to the one of import from Russia. The leading position had belonged
to the machinery with the share of 36.9% in 2000 and the record level of 50.8% in 2008. After little
decrease machinery share in 2012 become equal to 49.6%. The second rank in the EU export to Russia
commodity structure belonged to other manufactured (industrial and consumer) goods with the
share 0f 30.0% in 2000, 24.6% - in 2008 and 22.2% - in 2012 respectively. Chemical products had the
third rank with the share of 14.4% in 2000 and 13.2% in 2008 respectively. In 2012 this item share
reached the level of 15.8%. Food items have been also relatively important for the EU export to Russia
with the share of 12.4% in 2000 and 7.2% in 2008 respectively. In 2012 live animals, food, oils,
beverages and tobacco share went up to the level of 8.4%. Importance of fuels and other minerals for
EU export to Russia was obviously minimal with the share of 0.5% in2000, 0.6% in 2008, 1.1% in
2012 (fuels) and 3.1% in 2000, 1.5% in 2008, 1.4% in 2012 (other minerals) respectively. Russia - EU
export - import commodity structure in 2012 has shown at Figure 7.

Figure 7.
EU imports from and exports to Russia

B imports Exports

%
Mineral fuels 11_?6.3

Other & not specified ?10.5

Manufactured goods [l 6.&#0 X

Chemicals W 3.0
15.8

Raw materials B1.9
1.4

Machinery & transport 10.8
496

Food & live animals 108
67
Animal and veg oils I%i

Misc manufactured [0.2 o

Beverages & tobacco 01 5

Saurce: Eurostat

The year 2013 has not changed Russia - EU trade commodity structure to any substantial
extant. In Russian export to the EU the share of fuels became equal to 77.7%, manufactured goods
classified chiefly by materials - 6.9%, chemical products - 3.1%, minerals - 1.8%, other items - 7.9%.
In the EU export to Russia the share of machinery has become equal to 47.4%, manufactured
(industrial and consumer) goods - 23.0%, chemical products - 16.8%, food and live animals - 7.3%.37

36 Eurostat, Goskomstat, http://stat.customs.ru/
37 http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113440.pdf
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Current state of trade relations

Since the first quarter of the year 2014 Russia - EU trade development started to be damaged
by crisis in Ukraine. Political contradictions and misunderstandings led to mutual convictions and
negative impact towards trade. First EU sanctions against Russian officials or individuals have been
introduced in March 2014. They have not been directly limiting the trade, but resulted in business
atmosphere deterioration and provoked trade development negative trend. The EU imports from
Russia decreased by over 9.0% during the first three months of 2014 compared with the same period
last year, according to Eurostat. The volume of Russian imports to the 28 countries of the European
Union reached €49.1 billion in March, while the aggregated figure stood at €54.4 billion in the first
quarter of 2013. At that time, the EU in 2013 only had 27 members, making this year's drop even
more significant. Unfortunately Russia - EU trade development after the 2014 first quarter continue
to get worse. Political contradictions and misunderstandings level has grown. The EU, the U.S and
other Western nations have imposed another two rounds of economic sanctions on Russia. The third
round sanctions included a number of the EU export limitations (defense related items, equipment
for oil and gas sector, etc.). As the respond Russia has banned the EU (together with the US, Canada,
Norway and Australia) made food items including meat, fish, dairy products, fruits, vegetables.
Possible negative impact to the EU and other Western national economies due to the Russian ban has
shown at the Figure 8.

Figure 8.

The Countries Hardest Hit By Russia's Trade Ban

foland e $1.114.d%m
Norasay =
wetreriznds o (NG, - (o=
spen I [, ;- o
united state 1 [ ::::.0:m
cermany T NG ;- o
penenark 5 I :::: ::
ceance 1 0 T :::: 70 i
canada I=1 NG ;v m .

Fintand <~ NS <357 35m

e o T
=2 iL=]
= LN LA,

It is clear that the EU farmers and other food producers are among the major Russian ban
victims. The biggest expected damages in volumes should be suffered by Poland. But while
considering the share of Russian market for the specific EU food exporting countries it is clear that
Finland should lose 33% of own agro-export, Lithuania - 32%.38
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But even before the above mentioned ban introduction Russian trade with the EU as the whole
and major member- countries has declined. According to Federal Customs Service the European
Union’s share in Russia’s foreign trade dropped to 49.3% in January-July 2014 compare to level of
50.2% in the same period of the previous year.3° Of course Russia — EU trade also suffered the negative
impact of international crude oil price drop (See Figure 2). But mutual sanctions and trade wars in
2nd H 2014 -2015 15t Q continuation led to even more significant drop in Russian - EU trade volumes.
As the result of the year 2014 mutual trade turnover went down by 8.8% (Russian export to the EU
has dropped by 12.3%, at the same time import from the EU has been decreased by 13.5%).4° The
biggest drop appeared in the import of cars and agricultural products from the EU to Russian
Federation. For example food import went down by 44%.41

Russia’s trade turnovers with the top trading partners among the EU member-countries in
January-July 2014 have been decreased compare to the same period of 2013. The Netherlands with
US $45.1 billion - down by 0.1%, Germany (US$41.2 billion) - down by 0.2%, Italy (US$30.2 billion) -
down by 2.2%, Poland (US$14.7 billion) - down by 3.2%, and the Great Britain (US$12.3 billion) -
down by 6.8%. At the same China with the US$51.8 billion turnover experienced increase of 4.6%,
Turkey ($18.4 billion) - up by 1.5%, the Republic of Korea ($16.2 billion) - up by 14.3%.42 At the end
of the year 2014 the EU member-countries share of Russian trade turnover had decreased to even
lower level (48.2% compare to 49.6% as the result of the year 2013).#3 Instead of the EU members
Russia has already increased own trade and probably enough will deal more with Asian, Latin
American and the CIS nations. In 2014 China has gotten bigger share in Russian trade turnover
(11.3% compare to 10.5% as the result of the year 2013). The similar trends have appeared in the
cases of Republic of Korea (3.5% instead of 3.0% in 2013), Turkey (4.0% instead of 3.9% in 2013)
and some other nations.** In many cases China and some over Asian nations have been able to gain
advantages through the additional room appeared due to the drop in the EU export to Russia. For
example, in 2014 due to the imposed sanctions Russian import of potato from the EU went down by
27%. At the same time China has increased potato export to Russian market by 35%. Import of Israeli
made potato in 2014 went up by 30%.4> Of course, not only the sanctions regimes are hampering the
EU - Russian foreign trade. At the end of the year 2014the international oil price and the ruble
exchange rate were at the lowest since the 2009 levels and made practically impossible to put mutual
trade development trend into positive directions.4¢

Situation in the 2015 1st Q has not changed. The EU share in Russian foreign trade has shrunk
to the level of 45.4% (down from the level of 49.7% as the result of 2014 1st Q).47 Significant decline
(over 4 per cent points of share lost) could be explained by few factors involvement. Mutual sanctions
are still providing substantial negative impact towards the EU - Russian foreign trade. One more
traditional factor (the international oil price) also is influencing the issue. Low oil prices of the major
export item are limiting the possible value of Russian export to the EU and possible national currency
(ruble) revaluation and, so ability to increase the import of those products which are not in sanctions
lists.

Russian Federation has expanded its presence in the Asian fuel markets since 2009. 0Oil
transportation capacities have grown in Siberia, streamlining Russia’s crude oil exports to its Asian
partners. The initial phase of the Eastern Siberia-Pacific Ocean oil pipeline construction was
completed in 2009, and expanded to the Pacific coastline by 2012 to reach maximum capacity by

39 FCS http://stat.customs.ru/

40 http://trade.ec.europa.eu/doclib/docs/2006/september/tradoc_113440.pdf

41 http://top.rbc.ru/economics/14/04/2015/552d0fd49a794720d2d765bc

42 FCS http://stat.customs.ru/

43 http://customs.ru/index.php?option=com_content&view=article&id=20494:-2014-&catid=125:2011-02-04-16-01-54
44 http://customs.ru/index.php?option=com_content&view=article&id=20494:-2014-&catid=125:2011-02-04-16-01-54
45 http://stat.customs.ru/

46 http://www.gks.ru/wps/wcm/connect/rosstat_main/rosstat/ru/

47 http://customs.ru/index.php?option=com_content&view=article&id=20494:-2014-&catid=125:2011-02-04-16-01-54
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2015. China has taken the permanent position of the second largest consumer of Russian oil during
the past two years, swiftly outrunning major European consumers. China imported 8.2 million tons
of Russian crude oil in the third quarter of 2014, or 16.2% of the total non-CIS exports. Oil exports to
South Korea have also significantly expanded in 2004-14, peaking at 3.2 million tons in the third
quarter of 2014. Oil exports to Japan reached 2.1 million tons in the same period, placing it in the top-
10 importer list. Given the deteriorating relations with European partners, Asian markets are
becoming increasingly important for Russia and new contracts with China are critical for further
growth48, Situation with the natural gas supply to China and other Asian nations is not convenient as
in the case of oil. Now Japan and to minor extant R. of Korea and China are getting Russian liquefied
natural gas (LNG). This opportunity is limited by Russian LNG export low capacity due to the only one
LNG producing plant existence. Plans to build gas pipeline towards Chinese territory agreed on May
the 9t 2015 now has been reconsidered. Actual implementation will be delayed until 2021 instead of
2019.

CONCLUSION

Transportation costs optimization is pushing traders to cut the distances and makes trade
between neighbors obviously more efficient. Being the closest neighbors Russia and the European
Union have natural reasons to be important trading partners to each over.

Historic background provides logical base for Russia - EU trade steady development. Trade traditions,
developed business -cultural links, relatively high level of trust and understanding among
businessmen make easier mutual trade.

International labor division based on natural advantages and disadvantages led to obvious
Russia - EU trade commodity structure composition. Being reach in natural resources Russia could
cover the significant demand share for these items in the EU member-countries. Russian demand on
machinery and other manufactured goods to very large extant is covered by exporters from the EU.
Besides favorable factors there are the ones which are hampering Russia - EU trade. Russian export
and so export earnings and ability to import too heavily dependent on international oil price. The
price decline obviously led to trade volumes decrease. Political contradictions, sanctions and trade
wars in 2014 provided negative impact to Russia - EU trade development. Declining mutual trade
growth rates in 2013-2014 presented at the Figure 9.

Figure 9.
Annual change in the European Union's trade with Russia
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48 http://www.ceicdata.com/en/blog/russian-crude-oil-industry-and-export-patterns-2014#sthash.VmIUVbhP.dpuf
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There are alternatives. Politically damaged trade with the EU is pushing Russia to deal more
with other regions. Growing shares of trade with China, other Asian and some other nations already
appears.
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ABSTRACT

In this paper the authors try to identify the characteristics of the fifth Kondratieff wave as a
compass for orientation in the ongoing process of the global transformation. Using the framework of the
theory of long waves, they will diagnose the phase of the contemporary business cycle and answer the
question what is actually going on: crisis or prosperity? In this context, the determinants of the crisis,
considering opinions of the modern distinguished economists (Krugman, Stiglitz, Bernanke, Romer and
others) will be interpreted.

Another important controversy is related to the role of the modern economic policies in the
“dosing of the breakdown” i.e. in the process of transformation of the boom into “quasi boom”. Therefore,
in this paper the concepts of monetarism, rational expectations, supply side economics and the portfolio
selection will be analyzed. The ideological matrix of these policies is in their adjustment to the national
specific characteristics of the cycle with one single aim: creating and maintaining of a profitable climate
for capital investment.

At the end, on the basis of defined short and long term tendencies of economic activity authors
draw a conclusion and make anticipation of the possible post-crisis scenarios for global shifts.

Keywords: economic crisis, global shifts, business cycle, economic concepts, capitalistic system
JEL classification codes: 01, 03, E6

THE EXPLANATIONS OF ECONOMIC SCIENCE ABOUT THE
CONTEMPORARY GLOBAL CRISIS

The contemporary financial crisis, that occurred in 2007 in the USA and 2008 in the EU, has
preoccupied the scientific community in seeking for answers for its reasons and as well as for the exit
solutions for revitalization of the financial markets and the production systemes in the developed
countries. The contemporary global financial crisis has transformed into economic crisis and it has
started to be treated as a crisis of an insufficient consumption by the administration offices of the
most of the countries and especially by the American ones. Subsequently, Keynes as the theoretician
of the insufficient consumption is in the spotlight again. Following his studies, a number of
distinguished economists as Krugman (2006, and 2007), Stiglitz (2007) and Mishkin (2009) have
identified the contemporary crisis as a crisis of an insufficient consumption. Opposite of them, a
smaller number of economists, as Taylor (2009) and Rogoff (2008), have considered that an
aggregate over absorption was preceded the crisis and it is crisis’s fundamental determinant.

Bearing in mind the findings of distinguished economists for contemporary crisis, we may
infer that that the insufficient consumption they explain on the following way:



Post crisis global shifts: Determinants, policies and exit scenarios

- The insufficient consumption is caused by the low level of private and investment
consumption regarding the gross national product;

- The insufficient consumption, is primarily caused by the wrong monetary policy (i.e.
restrictive monetary policy);

- The insufficient consumption in the model of two classes (labour - capital) is an insufficient
consumption of the workers;

- In the model of three classes (labour - entrepreneur - rentier), the insufficient consumption
is a consequence from the insufficient consumption of the capitalists.

As stated above, we may conclude that distinguished economists (in particular, Krugman and
Stiglitz) do not consider decline of the rate of marginal efficiency of capital (ret of profit) as a reason
for the crisis. Even more, some of the economists deem that the economic crisis in 21st century,
especially in the USA and the EU, is not possible due to the effects of so called ‘new economy’ and deep
and developed financial markets (Krugman, 2009).

Taylor (2009) notes that a traditional explanation, as a main reason for the creation of
financial crisis in the past 100 years has pointed out the excesses - mostly the monetary excesses
which create the ‘boom-bust’ cycle. In the last crisis in the USA, firstly, it was a ‘boom’ on the real
estate market, and then a ‘bust’ which resulted in the financial disturbances. So, Taylor (2009)
suggests that the ‘cheap money’ policy as a stimulator for excessive demand stabilizes markets.

The ‘more popular’ is the thesis for efficient markets, according to which the financial crisis is
not possible to exist, and thus, the financial instability and over indebtedness can not be a reason for
a crisis. Contradictions in the modern explanations for the crisis have purpose to defocus the attention
from the real economic issues such as:

- How it is possible a economy to have long-term and permanent deficit in the balance of
payment, while the insufficient consumption is identified as a reason for the crisis?

- How it is possible in some economy due only to the changed expectations the value of assets
to decrease rapidly?

- Why in some economy investments sharply decrease, except in a case when such decline is
due to the decreasing of the profit rate?

- What is the reason for decreasing of the profit rate? Is it the insufficient demand or maybe
overheated economy as suggested Marx and Keynes?

- Why modern economists do not consider the loan and the trade with loans in the analysis,
because from the one side, they change the fundaments of the classical economics and
increase the indebtedness, and from the other side, loans are one of the main sources of
private and investment consumption.

Borrowing from the external sources allows the hyper-absorption in the economy, and this
process precedes the crises and the downfall in the economy. So, the insufficient consumption is a
consequence from previously overheated economy which results in the decrease of the rate of profit.

Obviously, Marx was right when he claimed that an appearance of everyday life changes, but
the dominations of the capitalistic mode of production in the global economy remain the same.

It doesn’t matter whether the system is analyzed as a model with two or as a model with three
classes as a new appearance of the capitalism, throughout the implosion of the financial markets, the
ascertainment that “Lupus pilum mutat, non mentem’® remains valid. In the modern multiplied
structure of capitalism, influenced by the dominant role of the financial capital and financial markets,
the rate of profit remains to be the main driving force and its declining tendency in the current
circumstances has big macroeconomic implications in the globalized economy.

49 A wolf can change his coat but not his character.
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Marx was preoccupied with the contradictions of social and economic processes. However, in
their development the crucial role has the scientific and technological progress. In fact, the imputation
of this determinant in the analysis is widening the horizon of the scientific research and by using the
Kondratieff theory for the long wave as an X-ray illustration in order to understand the essence of
economic, social and political processes in the modern world.

THE KONDRATIEFF THEORY FOR THE LONG WAVES AS A TOOL FOR DIAGNOSING
THE PHASE OF THE CURRENT CYCLE

Beside the fact that the Kondratieff theory is not often use as a theory for elucidation of
economic crises (causes and effects), yet it may offer a logical framework for clarification of the
current economic performances of developed countries and in general for the global economic
tendencies>0.

Basically, the Kondratieff theory for the long waves (K-waves) gives an insight for the long-
term version of the fluctuations in the economic activity. Business cycles have shorter period of time
for changing the phases of prosperity, recession, depression, and recovery. Instruments of monetary
and fiscal policies are the main tools for managing the phases through the cycle. But, the long K-waves
are created and are determined by the technological innovations and inventions (Smihula, 2009) and
they lasting on average 60 years>!.

Thompson (2005) unambiguously indicates that development of the new technologies is the
basis of the long K-waves, while loans and bank (financial) institutions have central role in managing
the distinct cycles of the long waves. This is due to the fact that new technology spurs economic
growth, new initiatives and risk taking. Today, according to Thompson’s study (2005) we are in the
fourth phase of the fifth K-wave, i.e. the phase of the ‘deep winter’. In the middle of 2013 the
‘recession’ phase was moved into ‘depression’ phase of the cycle and it should last until approximately
2017-202052 (see graph 1).

30 Kondratieff published his theory in the report ‘Long waves in economic life’ (1926). Kondratieff’s study covered the
period 1789 to 1926 and was focused on prices and interest rates.
51 The chronological line of technological revolutions defines the following Kondratieff waves:
- The First wave of industrial revolution (1780-1840): the age of coal and steam;
- The second wave (1840-1890): age of railways and mass production;
- The third wave (1890-1940): the second industrial revolution, the age of electricity and the beginning of the
technical revolution;
- The fourth wave (1940-1980): the age of electronics and microelectronics and beginning of the scientific -
technological revolution;
- The fifth wave, i.e. the current wave has begun in 1980 and it is the age of information and telecommunications
(the so called information and telecommunications revolution).
These waves in the modern economy were reinforced by Kondratieff, and then they were confirmed by Schumpeter
and his fellows (Duijn (1983)).
52 A Kondratieff wave is composed of four distinct phases of social and economic transformation. The first phase, so called
spring is the period of inflationary growth, i.e. period of prosperity accompanied by the mild inflationary tendencies. During
this time unemployment falls, productivity rises, prices are relatively stable and accumulation increases. The second phase,
so called summer is the period of stagflation or mild recession, when the excess capital produces a shortage of key resources
and the economy enters a period of low growth rates and approaches to its production possibilities frontier. During this
time, inflation significantly rises, output dramatically drops, and unemployment rapidly rises. The severe recession occurs
as a consequence of an imbalances forced upon the economy’s real limitations. The third phase, so called autumn is the
period of the deflationary growth (plateau period). The economy becomes consumption oriented and excesses of war
conflicts along with fiscal liberalism cause and illusion of stabilization in the economy. The inflated price structure along
with the increased consumption produces a rapid increase of debt. The fourth phase, so called winter, is the period of
depression characterized with the sharp contraction of economic activity. The exhaustion of the previously accumulated
wealth forces the economy into a period of sharp reduction of expenditures. During this period the economy restructures,
consolidates and prepares for the new prosperity phase based on new technological innovations and inventions.
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Graph 1: The Long Waves in the USA (1789-2003)
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At the beginning of the 2000, the changed price structure along with the increased
consumption (due to the exhaustion of the accumulated wealth in the previous 30 years) caused the
economy to enter a period of mild prosperity with low but positive growth rates. The economy
became consumption oriented. The excess war conflicts along with the fiscal liberalism were creating
an illusion of stabilization of the economic activities in the developed countries (e.g. the USA and the
EU economies). The implosion of financial markets unrealistically encouraged the expectations for
positive growth. From the other side, the inflated prices and increased consumption resulted in
significantly increased debts of the countries (mostly in the weaker periphery economies). The
exhaustion of the previously accumulated wealth forced developed economies into a period of sharp
retrenchment and was creating pessimistic expectations among investors®3. The contractions of
economic activity and the fall of the profit rate which followed the collapse of the financial markets
even more have amplified the pressure for restructuring and consolidation of developed economies.
According to Smihula (2009), technological progress and innovations are integral and constant part
of the new wave of prosperity. Namely, the fall of the rate of return on the ‘new innovations’ to the
level of the rate of the return in traditional sectors marks the beginning of the new technological
revolution, the new technological wave.

Albeit technological innovations are spatially concentrated in the developed economies their
diffusion to the rest of geographical areas has strongly shaped the geopolitical and economic map of
the world. The so far experience shows that the growth and prosperity period is one of political

53 The collapse of the financial markets in 2007 resulted in sharp decline of the value of the indices Dow Jones Industrials
and NASDAQ in average for more than 60% of their value in 2000.
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stability of the formed alliances too. Through the period of recessions the old alliances were
challenged. Some of them failed and new alliances were formed.

So, technological cycles are unavoidable. The causes of the crises are the same, but their
manifestation is in accordance with the characteristics of the current social and economic setting. K-
waves are the waves of the prosperity and the fall of one generation, one social and economic

ambience.

THE CONCEPT OF THE MODERN ECONOMIC POLICY IN FUNCTION
OF MANAGING THE DEBT CRISIS

Nowadays, the world is confronted with the threat from the most severe economic collapse.
[t might be said that the economic policy of the USA has induced and tightened the economic crisis in
the developing countries but also in the countries from developed part of the world (e.g. Japan, the
EU and China). However, the thesis that in terms of commodity production the American economic
policy is painful but inevitable cure for the economy when it reached the peak of the cyclical and
structural crisis in ‘the long Kondratieff wave’ is also valid. The main issue in the distinct phases of
the cyclical development of the economy is how with economic measures to create preconditions for
profitable investments, in particular when the economy is in stagflation. The Kondratieff theory
confirmed the thesis that most stable variable in the macroeconomic system is the rate of return (the
capital accumulation), which in the distinct phases of the wave keeps its value (see graph 2).

Graph 2: The Rate of the return in the USA economy in the period (1880-2000)
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The modern economic policy combines and exploits the knowledge of different economic
doctrines in achieving that goal (the stable value of the rate of return of the capital). Our research
portfolio suggests that modern economic policy is built on postulates of the monetarism, the theory
of rational expectations, supply side economics, the theory of portfolio selection and the
Keynesianism>4.

54 (i). Monetarism: high interest rates are used against inflation and along with these preconditions for low real interest
rates should be created.
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The hybrid concept of economic policy (the so called MRSPK - concept) de facto is synthesis
of measures of different macroeconomic theories and it has marked the American antiiflation policy
since 1980s and the antiiflation policy of the International Monetary Fund (188 member countries)
too. Implementation of the hybrid concept has the main purpose to preserve capitalistic mode of
production and its dominance in the world.

Actually, the synthesis of different knowledge of economic policy results in a strategy which
is focused on the primary goal such as price stabilization (foreign exchange rates) as a prerequisite
for creation of profitable ambiance for capital mobility. Hence, the economic policy has a perverted
role in the economic system, i.e. instead to be a regulator of the business cycle in the national
economy; it is a represent of the strategy which continuously integrates the economies in the global
market regarding the model of neocolonial division of labour. In this way, drawing a thread by thread
of the new knowledge of economic doctrines a new surrogate policy has been created which is focused
on managing the debt crisis and solving the problems of solvency and liquidity as a key issue.
Consequently, the fundamental premises of general equilibrium are derogated.

Economic policy of the USA and the EU, as a hybrid version, is situated in the framework of
expansive monetary policy (cheap money policy), expansive fiscal policy (high public expenditures)
and state interventionism (inflationary money supply) for saving the transnational companies, banks
and even the whole states (e.g. the EU). The diseconomies of such policy measures are absorbed
through the crises, regional conflicts and wars.

However, the question’ how did we get here?’ is still unanswered.

The trust in the power of the financial alchemy55 and unlimited possibilities for expanding of
consumption resulted in significant discrepancies at all levels of the macroeconomic equilibrium
(global, regional, and national). The net capital inflow was the magic residual by which a distorted
structure of the economy was balanced. As a result, the speculative perception was created that eh
nihilo might create the substance. The beginning of the fall of the marginal rate of capital efficiency
marked the new episode of the global crisis scenario. The entire political and intellectual
establishment of American economy has faced with the most severe economic crisis and it created a
rescue package of financial measures of around 700 billion USA dollars. This is the biggest financial
intervention that has happened since the beginning of the capitalistic market economy?>é.

After the state intervention of the Congress in the USA, in the same situation in 2015 came the
European economy. The European Commission created the so called Juncker investment plan (of 315
billion EURO). The purpose of the financial injection is capitalization of banks and to support the real
sector as a way to stabilize the banking system, to improve expectations regarding the region’s

(ii). The theory of rational expectations (RATEX): The monetary policy should be strictly determined in implementation of
antiinflation policies because the entrepreneurs and general public have lived with inflation for a long time.

(iii). The Supply-Side economics: in order to stimulate an investment cycle, the scope of the state intervention should be
reduced along with lower corporate tax rates.

(iv). The theory of portfolio selection: considering stable macroeconomic conditions the owners of capital allocate resources
from investments in real estate into investments in industrial or financial assets.

(v). Keynesianism: Increasing money supply results in decreased interest rates and lower real wages. So, the favorable
conditions for profitable investments are created. These investments primarily start to realize through the increased
government consumption (expenditures).

55 The most important phase of the process of globalization was the liberalization and deregulation of the trade with
financial derivatives which was a strong impetus for mobility of the capital. The capital markets split up from the capacity
of the real sector and we have ended up in the scenario of ‘casino economy’ with high unemployment, business crises and
risk for wars. Regarding some estimations, the speculative pyramid on the capital market is 14 times bigger than the real
production. Due to the deepest and most developed financial markets, the USA and the EU are the biggest users of the
benefits of the speculative pyramid. So, the core of the capitalism has reached the privilege in the global system of debt
pyramid to create growth and development without covering (the USA’s debt is estimated on 19 trillion USA dollars).

56 The Congress’ plan for the state intervention would cope with three Keynes’ traps (the liquidity trap, the expectations
trap and the trap of capital marginal efficiency).
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stability and to increase the marginal efficiency of capital. All these activities should result in
consolidation of the distressed European monetary system.

Subsequently, the financial injections in the economic system made by the institutional
creditors FED and ECB for bridging the liquidity and solvency problems opened the following issues
and dilemmas:

- The financial packages induce the asymmetric concentration and centralization of capital
through “the focus of the additional investment should be in the area of infrastructure, notably
broadband and energy networks, education, research and innovation as well as transport
infrastructure in industrial countries....” (EU, 2014). In fact, through the process of
reconfiguration of the infrastructure and of the scientific and research axis they have an
intention to reestablish the comparative and competitive advantages of the American-
European supremacy on the eve of the new technological wave. In this context one issue is
still opened, i.e. what are the perspectives of the speculative subsidizing of the ‘development’
cycle.

- The new dynamics of injection of monetary liquidity will induce faster monetary growth
regarding the financial resources and the real production (which is going to decrease). This
will intensify inflationary tendencies in the economy. Consequently, the stabilization
programmes will be implemented by using the monetary schemes for compression of cost
inflation i.e. through crating deflationary processes in the production, consumption and
employment in the periphery countries.

- The financial rescue packages are a form of capital redistribution among the financial markets
(i.e. capital-surplus countries) and the consumption markets (i.e. capital-deficit countries).
Modern global capitalism creates money by which revitalizes the market of financial
speculations. As a result of this process the gap between the growth of capital (mostly
speculative) and the labour (entrepreneurship production) is deepening.

Today, the world is placed in the last phase of the “Down Grade”, and using the scientific
scruple of Kondratieff's analysis, we may say that one insight is more than obvious and that is that
every financial dog on the Wall Street knows that economic policy of the FED and the ECB go bust,
and this is not a matter of “if” but when” (Quigley, 2012).

CONCLUSION: POST-CRISIS SCENARIOS OF GLOBAL SHIFTS
One of the most intriguing characteristic of the winter phase of the K-waves is the specter of
factors that provoke extremisms of any kinds (religious, national - chauvinistic, and social) which

might be transformed into wars and terrorism (see table 1).

Table 1: Summery of the accepted phases in The USA since 1784

Spring (expansion) | Summer (recession) Autumn (plateau) Winter (depression)
1784-1800 1800-1816 1816-1835 1835-1844

(War of 1812) (‘Era of Good Feelings”) (Mexican American War)
1845-1858 1859-1864 1864-1874 1875-1896

(American Civil War) (Reconstruction) (Spanish American War)
1896-1907 1907-1920 1920-1929 1939-1945

(world War I) (‘Roaring 20’s’) (World War 2)
1949-1966 1966-1982 1982-2000 2000-?

(Vietnam War) (‘New World Order”) (War on Terror? Or?)

Source: http://www.kwaves.com/kond_overview.htm
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In fact, it is a massive process of redistribution of the debt cake which brings the retrograde
course of the history. The ancient Mayans knew of the inevitability of the cycle and took steps to
mitigate its effects (although ironically in the end it did not save them).

Hence, the main challenge of the authors of this paper is to identify the possible scenarios for
solutions after the big economic, social and political earthquake. Actually, they try to actualize the
dilemma: “How the new wave of technological innovations will start, in which kind of social and
economic context, and who will take the position of a leading economic force?” But firstly, another
question should be elaborated i.e. “do the anticipations for future processes might be analyzed
through the prism of the determinism of technological progress?” It might be wrong to glorify
expectations from post information-technical revolution or to build visions for ‘information society’,
‘new man’ and new better world’. These illusionistic scenarios do not offer a realistic approach for
solutions of the modern problems. Therefore, current processes in the world economy should be
observed through the prism of the neoliberal model of capitalism, as a dominant model in the current
social and economic circumstances.

Considering the current economic and political dogmatism we may infer that the following
scenario is ongoing. The big amount of financial subsidies and the new regulation without changes in
the economic and political platform will result in a bigger asymmetry of the concentration and
centralization of the capital in the global arena. The mega capitalism is the new world order, where
mega corporations and mega banks are the main actors. Supported by the one world government
their role is to transform the position of the worker into the object of the cybernetic system with
primary function to intensify profit generation. The mega capitalism should reestablish the capital-
labour relations with less state interventionism. Realization of this vision of mega capitalism creates
several risks and obstacles in the process of cleaning the debt balances which were accumulated in
the period of the “irrational exuberances”, such as following:

- Arisk from implosion of the financial market. One of the best experts of the financial industry

- George Soros unambiguously suggested from the potential risk of adverse trends on the

financial market. Their impact depends from the phase of the ‘boom-bust’ cycle, and the

outcome of the adverse process might be quite disastrous (Soros, 2007).

In fact, the adverse trend has started as a process of discounting the value of assets, which is

not a political fiction but new reality of global capitalism which roots are in the leverage

economics. A number of financial crises had happened in the end of 1990s (Southeast Asia,

Russia, Brazil, and Mexico) and in 2007 the crisis has shaken the USA and in 2008 has split

over the EU. Nowadays, there is a process of reconfiguration of the networks of capital, the

energy infrastructure, the security systems and technologys’. Within the process of
discounting of financial crisis, the regional conflicts (Africa, the Middle East, and Ukraine) are
the sequences of the financial implosion as a process of grounding within the physical limits
of the cycle.

- Another risk is the final struggle among the pure form of the neoliberal capitalism and the
social-market capitalism. The conflict is a product of the functional integration of the capital

i.e. a process of reducing of the distortions from non-economic sources and relief the capital

from the accumulated social baggage (an acquired characteristic of the development of

capitalism with a human face). Therefore, the bulldozer of the neoliberal capitalism has
situated the epicenter of the illness in the EU and it has started the battle for reduction of the
social rights of workers and public sector. Considering the democratic capacity of the EU it

57 The most radical process of reconfiguration is one of the reconfiguration of economic relations on the Euro-Asian
continent which is realized with the war in Ukraine. The Russian embargo has cut off one of the most prosperous axis of the
development of a new technological wave which would realize as a symbiosis of the German scientific and technological
supremacy and Russian low-priced and extensive resource base. This process is explicitly reflected on the dichotomy in the
energy infrastructure and tracing the new energy streams the Russian “Turkish stream” and Euro-American “Transatlantic
stream”.



Post crisis global shifts: Determinants, policies and exit scenarios

brings a potential risk of conflicts (social and political turmoil, terroristic attacks and etc.). If
these conflicts escalated, the reforms and innovations in the EU would stop and it would
exhaust the potential for growth of the American mega capitalism (which is highly depended
from the performances of the global economy and in particular from the European economy).
The big dilemma for the EU is that does the model of social state will capitulate before the
model of market state? Ending of this dilemma will have far-reaching consequences for
civilization because it is a matter of destruction of the centuries old concept of
multidimensional sustainable development based on principles of territorial cohesion58.

- The corporate global development opens the crucial conflict with the national state.
Transnational corporations found the magic formula for enrichment: capitalism without work
plus capitalism without tax. The main obstacle for enrichment of TNC is a national state, which
is transformed into mega state due to the process of functional integration of global capital
and creation of a single market5°. A national state was developing its appetites under the
Keynesian model of management with public consumption and it has mutated in the
pathological form of political structure - the budget state. The national financial funds are
exhausted by the enormous borrowing of sate using the efficient instrument of issuing of
government bonds. A result of this tendency is a reduced ability of governments to manage
the national economies. Contours of such processes are worldwide evidents?. In fact, the new
wave of history confronts us with the situation where national governments will not be able
to repay their debts or to pay for services for their citizens (social, pension and health
insurance). So, the state will minimize its form and scope in the economy, and it will fulfill its
minimum functions through renting the collective infrastructure capacities for highest price.
Hence, the collapse (or transformation) of a national state opens the Pandora’s Box with
number of questions: Who would take care for the human rights? How the social security
system (which is the inner obligation of the national state) would be guaranteed when the
global poverty is increasing and wages are decreasing? If the process of collapse (or
transformation) of the national state persisted, would arise new civil or religious wars
accompanied with ecological catastrophes?

Therefore, the mega capitalism with free market and minimum state intervention creates
social, cultural and political resistance towards the processes which irrationality underestimates the
wisdom and humanity of the civilization.

Building the framework for the exit scenario of these processes should consider the following
three concepts: to replace the present system, to reform the present system, and to diversify the
present system.

58 The EU is stuck in the process of regional convergence and cohesion. In practice, a market state is the primary
manifestation of the EU’s contradictions, represented through the functional integration of the capital which erodes the
fundaments of the unity of the member states. For this reason, the interests of Germany are in conflict with the interests of
Greece, Spain, and Italy. Thus, the future of the EU is uncertain.

59The favorable treatment of transnational corporations in the national states can be described with the metaphor ‘the
cherry has a four bits: first for the best infrastructure, second for collecting different grants, third for the reducing the tax to
the minimum extent, fourth the cost of unemployed’. So, opening national economy for the entrance of transnational
corporations, the national states dig their own graves of decay, i.e. “in the poker play they are losing important part of taxes’.
(Urlih Bek, 2007).

60 In Libya, the state institutions are replaced with tribal organizations that fight each other. Formation of the Islamic state
that spreads its power over the Middle East has a potential to jeopardize the Old Continent. This extremely violent
organization is forming rudimentary community forms (common kitchens, primary medical care, taxes collecting). The
decomposition of the Ukraine is an ongoing process, accompanied with war conflicts and forming of parallel regional
political structures. In the EU, the process of disruption of the power of a national state has escalated in the case of Greece,
where the national state was stuck in the trap between the problem of indebtedness and painful reforms. Unfortunately, all
indebted economies are facing with these problems.



Post crisis global shifts: Determinants, policies and exit scenarios

The most radical exit scenario is the replacement of the present system. The contradictions of
current system are approaching to the upper limits of the growth of capitalistic mode of production.
For instance: (i) Development of production forces lead to declining of rate of profit, and such
tendency adversely affects the growth path and usually wars are remedy to cure the system; (ii)
Instead of development of production to customize to the needs of the society, the restrictions of
production is determined by the appropriation of the unpaid labour ...i.e. to some extent by the rate
of profit (Marx, Vol.3, p.208). The replacement of the present system, according to Hilferding’s
perceptions, is a road which in the post capitalism is paved with the expropriation of the
expropriators. However, the transformation of the capitalism may occur as an evolutionary process
where Marx’s and Keynes’s visions for a new society will give a chance.

The reform of the present system as an exit scenario is the most propagated solution by the
scientific and political community. The intention is to form such an international economic
architecture which will lead to more balanced distribution of the gains of growth and as well as of the
debts. In this context, the most relevant is the need of redesign of the global financial system in terms
of: (i) better risk assessment of creditors, (ii) reprogramming of nonperforming loans, (iii)
international codex for debt suspension, and (iv) reformation of the WTO in terms of providing more
fair access at the world market for the developing countries and rapidly growing economies (BRIC
countries).

The time of crises and wars is a period for creation of preconditions for diversification of the
modern world in a way where the outsiders may give a chance to participate in the upcoming
technical revolution. The better repositioning of these countries would begin in the so called phase of
application which it is expected during the period 2015-2020. The new possibilities are in the
adaptation of future technologies such as: nanotechnology, biomedicine, biotechnology, pharmacy,
and robotics. The growing performances of the Asian economies imply that a future shift in the world
economic map is in favor of the Pacific regioné! and diminishing the 200 years domination of the
Northatlantics region. Stiglitz suggests that modern circumstances in the world do not reflect the
current positions of states’ forces in the international financial and monetary system ‘but whereas the
US and the Great Britain dominated the old Bretton Woods, today’s global landscape is markedly
different. Likewise, the old Bretton Woods institutions came to be defined by a set of economic
doctrines that has now been shown to fall not only in developing countries, but even in capitalism’s
heartland’. Contemporary processes of transformation of oligopolistic position of the USA and the EU
in the world monetary system and creation of new foreign exchange assets are amplified through the
idea and strategy for forming of the Asian investment bank. On the eve of a new economic reality for
designing the more stable and balanced global financial system, on sight are new economic alliances.

The new economic map would be shaped regarding the multi-pole and diversified model of
development. The most important gains from the global economic shifts are the redistribution of
growth on the basis of productive entrepreneurship and in favor of the wellbeing of the global citizen
as a first premise of the global economy.

61 Peter Dicken, suggests that following processes hint the so called “Back to the future”:
- The growth of Japan;
- The rapid growth of the Hong Kong, Singapore, Taiwan Indonesia, Malaysia, and Thailand;
- The big ‘dragon’ - China, as one of the main actor at the global market
- Economic potential of India.
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ABSTRACT

In the last two decades it has been recognized that further liberalization of international trade
is possible with undertaking trade facilitation measures. The effects that are expected from the measures
in the field of trade facilitation show that they have greater influence over liberalization of trade than
all other trade barriers, including tariffs. Trade facilitation refers to policies and measures aimed at
reducing trade costs by improving efficiency at each stage on the international trade chain.

In this paper we base our analysis on previous OECD findings and analysis of trade facilitation
indicators for assessing relative economic and trade impact of specific trade facilitation measures on
one hundred and seven countries at various stages of development. We plan to make the same analysis
but only for the countries of South-Eastern Europe. In the analysis we plan to include all CEFTA-2006
members, except Moldova, and other countries which are part of this region: Bulgaria, Romania and
Greece.

Previous research in this field has shown that enhancing certain customs and administrative
barriers between the countries of South-Eastern Europe can have positive impact over trade. For
example, a 10 percent reduction of the costs for trade may lead to an approximately 10 percent increase
in export, while a 10 percent reduction of the time at the border may lead to a 5.5 percent increase in
export.

In this study we plan to construct twelve trade facilitation indicators (TFIs) that correspond to
the main policy areas under negotiations at the WTO. The indicators are composed from seventy eight
variables, whose values are drawn from publicly available data. We plan to use these indicators in
gravity model in order to estimate the impact of those policy areas on trade volumes between the
countries of the region.

The use of individual trade facilitation indicators should also enable countries to better assess
which trade facilitation measures deserve priority.

Keywords: trade facilitation, South-Eastern Europe, trade costs, trade volumes, gravity model.
JEL classification codes: F10, F14, F15.

INTRODUCTION

Trade facilitation is the field where further liberalization can be achieved and possible trade
growth can be obtained. All countries agree that undertaking measured in this field can be beneficial
for increasing their trade and the trade of their partners. The concept of trade facilitation under the
auspices of the WTO refers to “measures for expediting the movement, release and clearance of goods,
including goods in transit’(WTO, 2014).

The growing importance of trade facilitation is acknowledged with the signing of the new
Agreement on Trade Facilitation at the WTO Ministerial Conference held in Bali in December 2013.



Trade facilitation indicators and their potential impact on trade between
the countries of South-Eastern Europe

In November 2014 WTO members adopted a Protocol of Amendment to insert the new agreement in
Annex 1A of the WTO Agreement. The Trade Facilitation Agreement will enter into force once two-
thirds of members have completed their domestic ratification process.

The Trade Facilitation Agreement contains three sections: the first refers to measures that
countries can undertake to facilitate the movement of goods in international trade, the second refers
to special and differential treatment provisions for developing country members and least-developed
countries, and the third section contains institutional arrangements and final provisions (WTO,
2014). The measures for trade facilitation have been organized in twelve articles numbered in the
first section, as follows: publication and availability of information;opportunity to comment
information before entry into force, and consultations;advance rulings; procedures for appeal or
review; other measures to enhance impartiality, non-discrimination and transparency; disciplines on
fees and charges imposed on or in connection with importation and exportation and penalties; release
and clearance of goods; border agency cooperation; movement of goods intended for import under
customs control; formalities connected with importation, exportation and transit; freedom of transit;
and customs cooperation (WTO, 2014 pp. 1-20).

Based on the negotiations that were conducted before the signing of the WTO Trade
Facilitation Agreement OECD has undertaken work to develop Trade facilitation indicators (TFIs) and
measure their relative economic and trade impact on trade flows and trade costs in WTO member
countries. The work was conducted in two phases. The first phase was conducted in 2011 by
constructing twelve Trade facilitation indicators for twenty five OECD members and Hong Kong,
China (Moise, Orliac and Minor, 2011, pp. 5-7).The second phase of the OECD work continued in 2013
by constructing sixteen Trade facilitation indicators for all WTO member countries and observers.
The number of indicators has increased because of the development of four transit-specific indicators
for taking account of transit trade which is of significant issue for developing landlocked and transit
countries. The analysis was conducted for one hundred and seven countries at various stages of
development, of which ninety-six were WTO members and eleven WTO observers (Moise and
Sorescu, 2013, pp. 5-9).

The goal of this paper is to measure the impact of Trade facilitation indicators on bilateral
trade flows for the countries in South-Eastern Europe in the most recent period (2008-2012). We use
the OECD data base for the values of the Trade facilitation indicators for these countries®Z and apply
them in augmented gravity trade model to estimate their impact on bilateral trade flows.

In this paper we analyze a selected group of countries from the region of South-Eastern
Europe (SEE). We included five countries which are currently members of the CEFTA-2006
agreement: Albania, Bosnia and Herzegovina, Macedonia, Montenegro and Serbia.63 Moldova is
excluded although it is a CEFTA-2006 member since it shares only a small portion of trade with the
above mentioned countries. As a part of the geographical region of South-Eastern Europe we included
Bulgaria, Croatia, Romania and Greece although they are EU members and by some indicators are
much better off than the other countries in the group. Namely, the geographical closeness and border-
sharing can be enhancing factors for increasing mutual trade.

The paper is organized as follows. The next section presents the existing literature on gravity
models with particular emphasis on the selected group of countries from the SEE region. In Section 3
we explain the empirical model and its specifications used for the analysis, as well as the input data.
Section 4 discusses the empirical results of the different specifications of the gravity model. In the last
section we highlight the main conclusions from the results in order to give future prospects for trade
policy directions for these countries.

62The values for the indicators are obtained from OECD and are calculated for the most recent period with the latest
information available.
630nly Kosovo is not included due to non-existing data in the UN ComtradeDatabase.
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LITERATURE REVIEW

Starting with Linder (1961), Tinbergen (1962) and Linnemann (1966), gravity models have
been extensively used in international trade literature. The basic form of gravity models describes
bilateral trade as directly related to the economic size of the two countries involved and inversely
related to the transportation between them, as measured by the distance between their economic
centers. Augmenting the basic relationships led to further insights on the effect of other factors on
international trade. With regard to the other factors, four variables are commonly added (Cheng and
Wall, 2005): common language, common border, accession to free trade arrangement and common
territory in the past (such as the countries of former Yugoslavia or the former Soviet Union).

Gravity models are the workhorse for applied international trade researchers because of their
simplicity and high explanatory power. Leamer and Levinsohn (1995) argue that the gravity model
has produced some of the clearest and most robust empirical findings in economics. However, its use
does not come without potential problems. The main one is defining the specifications that will be
estimated. Traditionally, gravity models have been largely based on intuitive ideas as to which
variables affect trade. More recently, however, a number of “theoretical” gravity models have been
developed, which use various micro-founded theories of international trade to develop gravity-like
models (Shepard, 2012). They are based on technological differences (Ricardian model), factor
endowments (Heckscher-Ohlin model), emphasize the importance of monopolistic competition and
increasing returns to scale (Helpman and Krugman model) or capture the multilateral resistance
relationships (Anderson and van Wincoop model).

The literature confirms frequent application of these models in the Central and Eastern
Europe (CEE) region, where the most influential studies include Hamilton and Winters (1992),
Baldwin (1994), Havrylyshyn and Al-Atrash (1998), Kaminski, Wang and Winters (1996), Jakab,
Kovacs and Oszlay (2001), Egger and Pfaffermayr (2003), Fidrmuc and Fidrmuc (2003) and Bussiere,
Fidrmuc and Schnatz (2005).

The literature on the implementation of gravity models in the SEE region is rather scarce.
Christie (2002; 2004) suggests significant differences between actual and potential trade, both within
the SEE region and between the SEE region and developed countries, mainly due to the lack of
transport infrastructure. Damijan, de Sousa and Lamotte (2006) analyze the trade liberalization in
the SEE countries and estimate the impact of tariff and nontariff barriers on exports of manufactured
goods. They find that nontariff barriers exhibit larger effects on trade and also conclude that
preferential trade agreements between SEE countries will have a limited impact on their mutual trade
since their trade potential has already been reached. Bjeli¢, Dragutinovi¢Mitrovi¢c and
Popovi¢Petrovi¢ (2013) focus on one part of the SEE region, i.e., Western Balkans countries (countries
in the SEE region that are still not EU members) and explore the effects of nontariff measures on
intraregional trade, as well as on their exports to the EU as their main export market. Their analysis
indicates that technical barriers to trade significantly reduce Western Balkans trade with the
EU.Tosevska-Trpcevska and Tevdovski (2014) have applied gravity model to measure the influence
of certain customs and administrative barriers on trade between the countries of South Eastern
Europe. They found that 10 percent reduction of the costs both in importer and exporter countries
may lead to an approximately 10 percent increase in export, while a 10 percent reduction of the time
at the border both in importer and exporter countries may lead to a 5.5 percent increase in export
(Tosevska-Trpcevska and Tevdovski, 2014).

THE EMPIRICAL MODEL AND DATA

First we explain the empirical model used to measure the influence of the trade facilitation
indicators on trade. In the second part we explain the data used in the model.
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The Empirical Model

The empirical model contains panel data of nine selected countries from South-Eastern Europe
and trade flows among them in the period 2008-2012 (360 balanced panel observations). We use
gravity model based on specifications proposed by Moise etal. (2011) and Moise and Sorescu (2013).
The log-linearized form is:

lTlEXPijt = ﬁO + ﬁllnDiSij + ﬁzLANGU + ﬁgBORDU + ﬁ4YUMU + ﬁSTFI_X* + )Lt + gijt (1)

Subscripts i, j, and t indicate respectively exporting country, importing country, and year. The
variables are as follows: EXP;j; is the exports from country i to country j expressed in millions of US
dollars, Dis;; is the geographical distance between the main economic centers of countries i and j,
LANG;;, BORDj; and YUM;; are dummy variables, andTFI_X,is the variable referring to specific trade
facilitation indicator. The variable LANG;j; is a dummy variable equal to 1 for countries that share a
common language and 0 otherwise, BORD;; is a dummy variable equal to 1 for countries that share a
common border and 0 otherwise, and YUMj; is a dummy variable equal to 1 for countries that were
part of the ex-Yugoslav market and 0 otherwise.

The variable TFI_X, is geometric average of the TFI_X indicators:

TFI X, = \/TFI_XL- "TFI_X; (2)

where X is the specific trade facilitation indicator (A, B, ..., L). Since we analyze in total 11 trade
facilitation indicators, we run 11 regressions with the form specified in (1).

The Data

The analysis is based on annual data for the trade exchange. The source for exports data is the
UN Comtrade Database, except for data on Macedonia in 2008, where the source is International
Trade Statistics of the National Bank of Macedonia. Data on GDP are from the World Bank Database.
Data on geographical distance between the economic centers of two countries are from the website
http://www.worldatlas.com.

Data for the Trade facilitation indicators is obtained electronically and directly from OECD.
For countries outside the OECD area the analysis is based on TFIs latest available data as of January
2013 and the set of TFIs as constructed in "Trade Facilitation Indicators: The Potential Impact of
Trade Facilitation on Developing Countries Trade” (OECDTrade Policy Working Papers, No. 144,
2013). For OECD countries (Greece), the analysis is based on country replies received by June 2010
and the set of indicators as constructed in “Trade Facilitation Indicators: The Impact on Trade Costs”,
(OECD Trade Policy Working Papers,No. 118, 2011).

The construction of the Trade facilitation indicators has been done by reorganization of the
trade facilitation measures mentioned in the twelve articles in the Draft Consolidated Negotiating
Text and later included in the twelve articles of the new Agreement on Trade Facilitation. The
reorganization has been done by taking into account similarities between measures and areas where
further distinctions were warranted. For the needs of the second phase of research four additional
trade facilitation indicators have been developed for developing landlocked and transit countries but
the countries of South East Europe were not included in that analysis. For the purposes of this paper
and the analysis of the nine South-Eastern European countries we use the following twelve trade
facilitation indicators:

Information availability;
Involvement of trade community;
Advance Rulings;

Appeal Procedures;

Oowx
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Fees and charges;

Formalities - Documents;

Formalities - Automation;

Formalities - Procedures;

Border agency cooperation - internal;

Border agency - external

Consularization;

Governance and Impartiality (Moise and Sorescu, 2013, pp. 8-9).

FRT T IZomMm

The indicator Information Availability refers to publication of trade information, including
information on internet and the establishment of enquiry points.The indicator involvement of the
trade community measures the intensity of consultations between the government and the traders.
The indicator Advance rulings refers to the existence of prior statements by the administration to
requests from traders concerning the classification, origin, valuation method, etc. applied to specific
goods at the time of importation and to the rules and procedures applied to these statements. The
next indicator, Appeal procedures measures the possibility and modalities to appeal administrative
decisions by border agencies. Fees and charges is an indicator that explains the disciplines on the fees
and charges that countries apply to import and export transactions. Formalities -Documents is the
indicator that measures the simplification of trade documents, the harmonization in accordance with
international standards and the acceptance of copies by separate countries. The indicator Formalities
- Automation refers to the electronic exchange of data, the application of automated border
procedures and the use of risk management techniques in the countries. The following indicator,
Formalities - procedures refers to applying streamlined border controls, the establishment of single
windows concepts as one point for submission of all required documents for trade, the application of
post-clearance audits, and the introduction of authorized economic operators programs. The
indicator Border agency cooperation - internal refers to the cooperation between various border
agencies within the same country and the indicator Border agency cooperation - external refers to
the cooperation between the border agencies of neighboring and third countries. The indicator
Consularization refers to the imposition of consular transaction requirements. This indicator has
been abolished in the analysis of the countries of South East Europe as these countries don’t
imposeconsular transaction requirements in trade transaction and this measure has also been
abounded in the text of the new Agreement on trade facilitation. The last indicator on Governance
and impartiality has been added by the OECD, and is not contained in the new Agreement on trade
facilitation. This indicator refers to customs structures and functions, to their accountability, internal
system audit and ethics policy.

In table 1 we give an overview of the values of the Trade facilitation indicators for the
countries in South-East Europe.

Table 1. Trade Facilitation Indicators (TFIs) for the countries in South-East Europe

TFILA | TFI.B | TFIL.C | TFI.D | TFIL.E | TFLLF | TFIL.G | TFI.H | TFL.I | TFI.J | TFLL

Albania 1.600 | 2.000 | 2.000 | 1.667 | 1.750 | 1.000 | 0.750 | 1.133 | 2.000 | 1.667 | 1.857
Bosnia and | 1.111 | 0.500 | 1.833 | 1.200 | 1.750 | 1.500 | 1.000 | 1.154 | 2.000 | 0.000 | n.a.
Herzegovina

Bulgaria 1.800 | 1.500 | 1.857 | 1.500 | 1.250 | 1.500 | 1.000 | 1.467 | 1.500 | 0.667 | 1.714
Croatia 1.900 | 2.000 | 1.857 | 1.333 | 1.000 | 1.167 | 1.750 | 1.615 | 2.000 | 0.000 | 1.429
Greece 1.308 | 0.750 | 1.325 | 2.000 | 0.667 | 1.200 | 2.000 | 0.300 | 1.000 | 1.000 | 1.000

Macedonia 1.900 | 2.000 | 2.000 | 1.667 | 2.000 | 1.833 | 2.000 | 2.000 | 2.000 | 1.667 | 1.857
Montenegro | 1.900 | n.a. 1.800 | 1.833 | 2.000 | 2.000 | 1.000 | n.a. 2.000 | na. n.a.
Romania 1.800 | 1.000 | 2.000 | 1.500 | 1.750 | 1.833 | 1.750 | 1.571 | 1.000 | 0.667 | 1.857
Serbia 1.833 | 0.500 | n.a. 1.286 | na. 2.000 | 1.667 | 1.250 | 2.000 | n.a. n.a.

Source: OECD
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The scores for the indicators have been obtained by following multiple binary schemes where
the top score is 2 and it corresponds to the best performance or best result. The indicators,
themselves, have been computed from seventy eight (78) different variables obtained from different
data sources: questionnaire from the Global Express Association (GEA) compiled in Global Express
Association Customs Capabilities Report, World Trade Organization Trade Policies Reviews,
Countries Customs websites and Customs Codes, data from the World Bank Doing Business
indicators, section on Trading across Borders, data from World Bank Logistic Performance Index
(LPI), data from the World Economic Forum (WEF) Global Competitiveness Report (GCR),
Institutional Profiles Database (IPD) and other sources like OECD Directorate for Financial Affaires -
Administrative Barriers Reports for CEFTA parties (Moise and Sorescu, 2013, pp. 52-54).

EMPIRICAL RESULTS

The panel data gravity model is used to estimate the impact of trade facilitation indicators on
trade in the selected group of countries in the SEE region. The estimates are made in Stata based on
random effects model specifications. We employ the random effect panel model because it allows us
to include the time invariant variables in the analysis such as distance, common language, shared
language, participation in the ex-Yugoslav market and the trade facilitation indicators.

Moise et al. (2011) argue that usage of the trade facilitation indicators for the latest year
available (in our case 2012 year) in the panel model (in our case covering 2008-212) is appropriate
since they could be viewed as relatively stable over time.

Table 2 presents the results of the gravity model specification that includes trade facilitation
indicator: A.Information availability (TFI_A). As expected, there is positive influence of this indicator
on SEE countries bilateral exports. The results imply that a 10 percent increase of the information
availability trade facilitation indicator may lead to an approximately 3.2 percent increase in bilateral
export, ceteris paribus. This result is significant on 10% level.

Table 3 presents the results of the gravity model specification that includes trade facilitation
indicator: B.Involvement of trade community (TFI_B). As expected, there is positive influence of this
indicator on SEE countries bilateral exports. The results imply that a 10 percent increase of the
involvement of the trade community trade facilitation indicator may lead to an approximately 2.9
percent increase in bilateral export, ceteris paribus. This result is significant on 10% level.

Table 4 presents the results of the gravity model specification that includes trade facilitation
indicator: C. Advance Rulings (TFI_C). The results imply that this trade facilitation indicator is not
statistically significant.

Table 5 presents the results of the gravity model specification that includes trade facilitation
indicator: D. Appeal Procedures(TFI_D). As expected, there is positive influence of this indicator on
SEE countries bilateral exports. The results imply that a 10 percent increase of appeal procedures
trade facilitation indicator may lead to an approximately 4.2 percent increase in bilateral export,
ceteris paribus. This result is significant on 10% level.

Table 6 presents the results of the gravity model specification that includes trade facilitation
indicator: E. Fees and charges (TFI_E). The results imply that this trade facilitation indicator is not
statistically significant.

Table 7 presents the results of the gravity model specification that includes trade facilitation
indicator: F.Formalities - Documents (TFI_F). The results imply that this trade facilitation indicator
is not statistically significant.

Table 8 presents the results of the gravity model specification that includes trade facilitation
indicator: G. Formalities - Automation (TFI_G). As expected, there is positive influence of this
indicator on SEE countries bilateral exports. The results imply that a 10 percent increase of
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formalities - automation trade facilitation indicator may lead to an approximately 5.5 percent
increase in bilateral export, ceteris paribus. This result is significant on 10% level.

Table 9 presents the results of the gravity model specification that includes trade facilitation
indicator: H.Formalities - Procedures (TFI_H). The results imply that this trade facilitation indicator
is not statistically significant.

Table 10 presents the results of the gravity model specification that includes trade facilitation
indicator: 1. Border agency cooperation - internal (TFI_F). The results imply that this trade
facilitation indicator is not statistically significant.

Table 11 presents the results of the gravity model specification that includes trade facilitation
indicator: J. Border agency - external (TFI_]). As expected, there is positive influence of this indicator
on SEE countries bilateral exports. The results imply that a 10 percent increase border agency -
external trade facilitation indicator may lead to an approximately 2.5 percent increase in bilateral
export, ceteris paribus. This result is significant on 10% level.

Table 12 presents the results of the gravity model specification that includes trade facilitation
indicator: L. Governance and Impartiality (TFI_L). The results imply that this trade facilitation
indicator is not statistically significant.

Table 2. Empirical Results of Gravity Model Specifications for Information Availability Trade
Facilitation Indicator

lnexp Coef. Std. Err. t P>|t| [95% Conf. Intervall]
DISTANCE .0021598 .0007738 2.79 0.007 .0006148 .0037048
LANG .5911273 .7381002 0.80 0.426 -.8825374 2.064792
BORD 2.692913 .476789 5.65 0.000 1.740973 3.644853

YUM .0570994 .5138302 0.11 0.912 -.9687957 1.082994
TFI_A .3163777 .1825445 1.73 0.088 -.0480842 .6808396
_cons .7529192 .8569113 0.88 0.383 -.9579595 2.463798

Table 3. Empirical Results of Gravity Model Specifications for Involvement of trade community
Trade Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Interval]
DISTANCE .0021656 .0007838 2.76 0.007 .0006006 .0037305
LANG .5683696 .7468983 0.76 0.449 -.922861 2.0596
BORD 2.709494 .4826252 5.61 0.000 1.745902 3.673086

YUM .0741058 .5201212 0.14 0.887 -.9643498 1.112561
TFI_B .2862861 .1694508 1.69 0.096 -.0520332 .6246055
_cons .7865199 .8513372 0.92 0.359 -.9132297 2.48627

Table 4. Empirical Results of Gravity Model Specifications for Advance Rulings Trade

Facilitation Indicator

lnexp Coef. std. Err. t P>t [95% Conf. Interval]
DISTANCE .0022032 .0007795 2.83 0.006 .0006468 .0037596
LANG .5562931 .7426869 0.75 0.457 -.9265292 2.039115
BORD 2.704062 .4815319 5.62 0.000 1.742653 3.665472

YUM .1169997 .5140906 0.23 0.821 -.9094152 1.143415
TFI_C -1.897825 1.342017 -1.41 0.162 -4.577248 .7815987
_cons 5.027495 2.486231 2.02 0.047 .0635749 9.991415
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Table 5. Empirical Results of Gravity Model Specifications for Appeal Procedures Trade
Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Interval]
DISTANCE .0021568 .0007751 2.78 0.007 .0006093 .0037042
LANG .592068 .7387437 0.80 0.426 -.8828813 2.067017
BORD 2.685627 .4779494 5.62 0.000 1.73137 3.639884

YUM .0622287 .5138929 0.12 0.904 -.9637915 1.088249
TFI_D .4215933 .2471197 1.71 0.093 -.0717972 .9149838
_cons .6246841 .9100057 0.69 0.495 -1.192201 2.441569

Table 6. Empirical Results of Gravity Model Specifications for Fees and charges Trade
Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Interval]
DISTANCE .0022361 .0007696 2.91 0.005 .0006996 .0037727
LANG .58287 .7397594 0.79 0.434 -.8941073 2.059847
BORD 2.721625 .4760919 5.72 0.000 1.771076 3.672173

YUM .0806967 .5135034 0.16 0.876 -.9445459 1.105939
TFI_E .62183 .380235 1.64 0.107 -.1373336 1.380994
_cons .3213056 1.062234 0.30 0.763 -1.799513 2.442124

Table 7. Empirical Results of Gravity Model Specifications for Formalities - Documents Trade
Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Interval]
DISTANCE .0021968 .0007721 2.85 0.006 .0006553 .0037383
LANG .5881676 .7393019 0.80 0.429 -.8878963 2.064232
BORD 2.703353 .4769893 5.67 0.000 1.751014 3.655693

YUM .0719646 .5136562 0.14 0.889 -.9535832 1.097512
TFI_F .7133445 .4270332 1.67 0.100 -.1392549 1.565944
_cons .427064 1.00176 0.43 0.671 -1.573014 2.427142

Table 8. Empirical Results of Gravity Model Specifications for Formalities - Automation Trade
Facilitation Indicator

lnexp Coef. Std. Err. t P>|t] [95% Conf. Interval]
DISTANCE .0021428 .0007775 2.76 0.008 .0005904 .0036951
LANG .5893495 .739114 0.80 0.428 -.8863393 2.065038
BORD 2.682549 .4787038 5.60 0.000 1.726786 3.638312

YUM .0606445 .5145796 0.12 0.907 -.9667468 1.088036
TFI_G .555311 .3301143 1.68 0.097 -.1037835 1.214406
_cons .7323879 .8746874 0.84 0.405 -1.013982 2.478758
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Table 9. Empirical Results of Gravity Model Specifications for Formalities - Procedures Trade

Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Intervall]
DISTANCE .0022617 .0007792 2.90 0.005 .0007059 .0038175
LANG .5451319 .7490076 0.73 0.469 -.9503101 2.040574
BORD 2.763336 .4810186 5.74 0.000 1.802952 3.723721

YUM .1056606 .5201884 0.20 0.840 -.932929 1.14425
TFI_H .8927916 .5838372 1.53 0.131 -.2728717 2.05846
_cons .2098308 1.156995 0.18 0.857 -2.100184 2.519845

Table 10. Empirical Results of Gravity Model Specifications for Border agency cooperation -
internal Trade Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Interval]
DISTANCE .0022115 .0007728 2.86 0.006 .0006684 .0037545
LANG .5790704 .7403502 0.78 0.437 -.8990865 2.057227
BORD 2.718132 .4769693 5.70 0.000 1.765832 3.670432

YUM .0775102 .5146108 0.15 0.881 -.9499434 1.104964
TFI_T .4225304 .2645568 1.60 0.115 -.1056744 .9507352
_cons .501137 .9932849 0.50 0.616 -1.48202 2.484294

Table 11. Empirical Results
Trade Facilitation Indicator

of Gravity Model Specifications for Border agency - external

lnexp Coef. Std. Err. t P>t [95% Conf. Interval]
DISTANCE .0021087 .0007806 2.70 0.009 .0005502 .0036672
LANG .5896354 .7420844 0.79 0.430 -.8919839 2.071255
BORD 2.666665 .4814639 5.54 0.000 1.705392 3.627939

YUM .0442505 .5172599 0.09 0.932 -.9884923 1.076993
TFI_J .2466923 .1266376 1.95 0.056 -.0061479 .4995324
_cons .9341362 .7731515 1.21 0.231 -.6095106 2.477783

Table 12. Empirical Results of Gravity Model Specifications for Governance and Impartiality
Trade Facilitation Indicator

lnexp Coef. Std. Err. t P>t [95% Conf. Intervall
DISTANCE .0018693 .000831 2.25 0.029 .0002039 .0035346
LANG .5297116 .7091365 0.75 0.458 -.8914297 1.950853
BORD 2.622133 .4688531 5.59 0.000 1.68253 3.561736

YUM -.1089462 .514085 -0.21 0.833 -1.139195 .9213031
TFI_L 1.497405 3.854831 0.39 0.699 -6.227848 9.222659
_cons -.2217174 6.618257 -0.03 0.973 -13.485 13.04157
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The results presented in tables 2-12 indicate that sharing common border and distance have
positive influence on bilateral trade in SEE, while membership in the ex-Yugoslavian market and
common language have not statistically significant influence on SEE bilateral export.64

CONCLUSION

The aim of this paper wasto analyze the significance of certain Trade facilitation indicators on
trade between the selected group of countries in South-Eastern Europe. The model specifications
have shown that only 5 indicators of 11 measured have positive influence on trade in the analyzed
period.

The results have shown that the indicators Information availability, Involvement of the trade
community, Appeal procedures, Formalities - Automation and Border Agency cooperation - External
are statistically significant on a 10% level of export. If we look more closely intro the indicators and
the variables from which they are constructed we can observe the specific trade facilitation measures
that appear to have significant influence for increasing countries’ export. The indicator Information
availability is directly linked to the need for increased transparency of trade regulations. It is
comprised from several variables like: establishment of a national Customs website, publication of
rate duties, establishment of enquiry points, possibility to ask questions to Customs, information on
import and export procedures, prior publication of all border procedures, rules and examples of
customs classification and agreements with third countries related to these issues and transparency
of government policymaking.

The indicator Involvement of the trade community is comprised from trade facilitation
measures that indicate the possible involvement of the trade community by consultations and
comments and by identifying targeted stakeholders into preparing trade related laws and regulations.
The other significant indicator is Appeal procedures and it refers to a number of basic characteristics
of the appeal system in the countries, such as transparency, fairness, accessibility, timeliness and
effectiveness of the applicable rules and of outcomes. A well-functioning appeal procedures
mechanism ensures transparent application and enforcement of the legislation by the Customs
administration and related agencies.

The indicator Formalities-Automation covers a series of very important dimensions of trade
facilitation, including the application of automated procedures, the possibility for electronic
interchange of documents and the application of risk management procedures. The last significant
indicator appears to be the indicatorBorder Agency cooperation - External. This indicator measures
the alignment of working hours of neighboring border crossings, the possibility for development and
sharing of common facilities and possibility to perform joint customs controls.

The results obtained from the analysis should be taken into consideration by the individual
countries when preparing future trade policy directions. This means that the countries from South-
Eastern Europe should place more attention on undertaking measures and policies that have shown
to be significant for improving export (trade) flows.

Another aspect that arises from this analysis is the direction that can be used for setting future
CEFTA-2006 prospects. All transition periods for trade liberalization and tariff reduction between
CEFTA-2006 members have elapsed and future trade benefits can only be obtained by undertaking
trade facilitation measures and reducing customs and administrative procedures. Since most of these
countries are small, import dependent and landlocked, undertaking trade facilitation measures,

641t should be noted that in the dummy variable we specify the existence of a common language only in a few cases. However,
some pairs of countries do not have a common language, but similar languages to an extent that this does not create a
significant obstacle in business contacts (for example: Croatia and Serbia, Serbia and Macedonia, Croatia and Macedonia, or
Macedonia and Bulgaria). These effects are approximated by two other dummy variables: participation in the ex-Yugoslav
market and common border.
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especially by reducing certain customs and administrative procedures, can be the most feasible way
to promote export and mutual trade.

The results from this paper can only be considered as indicators for the direction and relative

importance of different trade facilitation measures on trade. They, nevertheless, indicate that
improving the efficiency of certain customs and administrative procedures and undertaking trade
facilitation measures can facilitate trade and help promote export growth and mutual trade.
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ABSTRACT

To cope with competitive pressures and market forces within the EU in the medium-term, the
SEE6 needs to address important challenges through determined implementation of structural reforms.
Progress with structural reforms can help for macroeconomic stability, for example, by reducing the
structural external deficits. Also it helps nominal convergence, as the productivity realizes the
improvement of competitiveness and helps disinflation by maintaining low unit cost. So in terms of
macroeconomic convergence for SEE6 countries and the case of Macedonia, EU membership requires
convergence of the Macedonian economy with that of the EU in realistic conditions, indicating income
per capita and economic structure, and in nominal terms, meaning convergence of prices, inflation and
interest rates.

Because of the fact that Southeastern European countries rely mainly on exchange rate anchors
to reduce inflation, the appreciation of the real exchange rate among countries in the region is
significant, although it is slightly lower when compared to countries in the EU member states. As a result,
these countries suffer from loss of competitiveness. This can be clearly seen from the movements of the
deficit on their current account, which are important in all these countries. Using the exchange rate as
anchor for inflationary expectations, on long run have been effective so far, producing a low and stable
inflation rates. However, in periods of low inflation and deflationary pressures, exchange rate anchors
do not allow sufficient space for fiscal and monetary stimulus. In this respect, policy makers are under
following dilemma: to deviate from exchange rate anchor and increase the space for fiscal and monetary
stimulus; to accelerate structural reforms and competitiveness and on short run deepen the recessionary
pressures; and to increase foreign debt and thus increase scope for fiscal and monetary stimulus while
preserving the exchange rate anchor. All three scenarios are analyzed in this paper.

Economic policies can be instrumental for growth in the near- and the medium-term in SEE6. On
the fiscal side, sustained reform effort is needed to address structural rigidities in the budgets of SEEG6.
Priorities include: changes in the composition of public expenditure toward investment and away from
wages, public expenditure targeting and prioritization as well as improvements in revenue collection
and the broadening of the tax base, among others. On the monetary policy side, with regional inflation
at a very low 1.2 percent and big output gaps remaining, some scope for short-term easing of monetary
conditions exist, especially in those countries where deficits have begun to decline. Above facts and real
situations are our challenges for making analysis and contribution in this area.

Keywords: EU, convergence, SEE6, structure reforms, Macedonia
JEL classification codes: F150.

INTRODUCTION

According to literature, the macroeconomic policy of the new EU member states, is facing with
two main challenges. The first is to manage the continued and rapid process of future real economic
convergence, which will come with high real GDP and productivity growth rates and large capital
inflows. The second challenge is to achieve the degree of nominal convergence required to enter into
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European Monetary Union (EMU). These two challenges are not unrelated, such as rapid growth and
large capital inflows can make it difficult to realize nominal convergence, i.e., there are good reasons
to think that the real convergence would be easier to manage for some countries, if they were allowed
to adopt the euro immediately. Both challenges are mainly associated with fiscal policy: managing
capital inflows, because fiscal policy can absorb some of their demand effects, nominal convergence,
because the sustainability of public finances is part of the requirements for entering EMU.

MACROECONOMIC CHALLENGES FOR COUNTRIES OF SOUTH-EASTERN EUROPE

Like many countries in the early stages of transition, South-eastern European countries rely
mainly on exchange rates to reduce the inflation. In many countries, exchange rate helps to reduce
the inflation to lower single digits since 2004. Albania’s managed float and informal inflation targeting
were also successful in keeping inflation low, while in Romania, inflation, although declining under
the managed float, remains close to double digits. Since 2000 Serbia has shifted between nominal and
close to real exchange rate targeting (with important regime shifts in early 2003 and 2005).

Inflation first declined with the exchange rate anchor, but an increasing external deficit
prompted a shift to a managed float in 2003. However, inflation resurged, as suppressed
administrative prices were readjusted and growing euroization contributed to an increased pass-
through from the exchange rate to prices. The regime shifts may also have adversely affected
monetary policy credibility, as indicated by the growing euroization. The exchange rate anchors and
sluggish structural reform put pressure on competitiveness. Fixed or nearly fixed exchange rates can
lead to unsustainable real appreciation and loss of competitiveness, unless fiscal and incomes policies
remain tight and structural reforms boost productivity. For example, in Serbia, the exchange rate
anchor in 2002 became unsustainable as large real wage increases and slow structural reforms
eroded competitiveness and increased the external deficit. Pressures for real appreciation in the
region also arise from the large inflows of foreign currency. The evolution of EU export market shares
also suggests that Macedonia may have lost competitiveness, while most others have increased their
share in the EU market. The real effective exchange rates data (REER) show a large appreciation in
Bulgaria, Romania, and Albania in recent years, which at least in the former two is likely to reflect
changes in market fundamentals in terms of increased productivity. In the remainder of the SEE, there
is no clear trend with real appreciation and the REERs have remained relatively flat in the past few
years.

Southeastern Europe can draw experience from recent new EU member states with monetary
framework during accession. Exchange rate regimes during accession had shown different variations,
which indicate the importance of fundamentals and associated policies in the implementation and
achievement of macroeconomic stability®>. Some of the larger recent EU members gradually moved
from exchange-rate-based stabilizations to more flexible monetary policy as transition progressed.
South-eastern Europe has very lower speed of reforms and lower growth rates. Related to this, capital
inflows to the region are very smaller and have shown greater dispersion between countries.

Regardless the exchange rate regime, the appreciation of the real exchange rate among
countries in the region is significant, although it is slightly lower when compared to countries in the
EU member states. As a result, these countries suffer from loss of competitiveness. This can be clearly
seen from the movements of the deficit on their current account, which are important in all these
countries. For example, the current account deficit in 2007 ranged from 3.1% of GDP in Macedonia to

65 Schadler, S., P. Drummond, L. Kuijs, Z. Murgasova and R: van Elkan (2005), “Euro Adoption in the
Accession Countries: Vulnerabilities and Strategies”, in S. Schadler ed. Euro Adoption in Central and Eastern
Europe: Opportunities and Challenges”, IMF.
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36.2% of GDP in Montenegro®é. Using the exchange rate as hope for inflationary expectations have
been effective so far, producing a low and stable inflation rates. In terms of high import dependence
and the relatively slow implementation of structural reforms realized in increased export potential,
contributed to the importance of high trade deficit, which was largely financed by high private
transfers.

CONVERGENCE OF MACEDONIA AND SEE6 - ECONOMIC CONDITION AND RECOVERY

Most countries have seen declines in revenue as a share of GDP (Figure 1) and international
trade taxes have performed especially badly. Receipts from international trade taxes declined by an
average of 0.5 percent of GDP between 2009 and 2013, associated with shrinking imports. Albania
and Montenegro were hit especially hard by falling VAT receipts, suffering declines by 0.5 percent of
GDP and over 1 percent of GDP respectively relative to 2009 levels as a result of slow or negative
economic growth. Only in Bosnia and Herzegovina did revenues increased slightly largely due to the
success of the Indirect Tax Authority.

Figure 1. Change in Revenues, 2009-13
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Figure 2. Fiscal indicators for Macedonia
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The analysis of the discretionary changes in the fiscal policy suggested further countercyclical
policy. The total structural deficit increased to 4.5% from 4.1% in 2012, amid simultaneous increase
also in the structural primary deficit from 3% in 2012 to 3.3% in 2013 (Figure 2)¢7. Consequently, as
in 2012, a positive fiscal impetus was given, which, according to the structural primary balance was
slightly higher than in 2012. If the analysis includes the output gap, than the fiscal policy was
countercyclical also in 2013. Financing of the budget deficit on a net basis in 2013, was done through
auctions of government securities, and the rest of the required net inflows was provided from
external sources. Reports also showed that also in 2013 there was a trend of increased borrowing
through government bonds versus the moderate reduction of the borrowing through Treasury bills.

Due to the close economic ties, external factor in SEE6 highly correlated with development of
events in the EU.In 2012 SEE6 experienced a drop in trade, current account deficits, FDI and transfers.
In the first quarter of 2013 exports is driven by FDI and the improved economic performance of the
EU. While current account deficits and trade balances deteriorated in 2012, in the first quarter of
2013 they registered reverse. Reducing the demand for EU goods SEE6 led to a decline in the region
which began in 2011 and continued in 2012 (Fig. 3 and 4).

Figure 3. Current account deficit and trade balance SEE6 (percentage of GDP)

mAOTC
2009 2010 2011 2012

24 .4 -23.3

-29.1

Source: IMF, World Bank

Figure 4. Export growth (%)
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From the first quarter of 2013, exports are likely to improve in future for the entire region.
Imports remained unchanged in 2012 and fell again in the first quarter of 2013. Movements in terms
of trading, also play a major role in explaining the growth trends of imports through SEE6. Prices for
energy imports fell sharply in 2009 and increased significantly in 2010, while in 2011 remained at
the same level in 2012 and declined in 2013. In Macedonia, the imports in the second half of 2012
was falling faster, because domestic demand and industrial production continued to decline which is

67 NBRM (2013), Annual Report.



Sustainability of EU convergence based on exchange rate anchor during crisis and post crisis period

an example for the first quarter of 2013 too(Fig. 5), mainly due to weak domestic demand and
economic activity.

Figure 5. Import growth (%)
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The SEE6 countries exited from recession in 2013 with economic growth supported by the
recovery in high-income countries, particularly those in the European Union (EU). After a 0.7 percent
decline in 2012, the average real GDP of SEE6 grew 2.2 percent in 2013 (Figure 6). All six SEE
countries marked positive growth, with growth at or exceeding 3 percent in Kosovo, FYR Macedonia
and Montenegro. Only in Albania did economic growth slow in 2013 compared to 2012, though it
remained positive. External demand for SEE6 exports was the key driver of this growth recovery,
reflecting an improving European and global economy.

Figure 6: Growth in SEE6, 2012-13
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An export-led recovery combined with depressed domestic demand resulted in a significant
narrowing of current account imbalances in all SEE6 countries. The increases in exports and the
declines in imports lowered the trade deficit of SEE countries by 4.7 percent of GDP and the current
account deficits by 3.4 percent of GDP in 2013 (Figure 7, Figure 8). Exports to the EU grew strongly,
especially in Bosnia and Herzegovina, FYR Macedonia, and Serbia. Montenegro’s and Kosovo’s share
of exports to the SEE region increased. Manufactured goods were the largest share of exports from
SEE6 followed by machinery and transport equipment. Jointly they comprised over 60 percent of
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exports in 2013 in the region. The major increase in 2013 came from export of machinery and
transport equipment from Serbia. Exports in FYR Macedonia grew also on the back of machinery and
transport equipment as well as chemical materials. Mineral fuels exports were quite significant in
Albania and Montenegro, while base metals were around a quarter of exports from Kosovo in 2013.

Figure 7: SEE6 Current Account and trade & Service Balances
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Figure 8: SEE6 Countries’ Current Account Balance
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The reports by NBRM showed improved performance in the current account in 2013 due to
the improved balance of goods and services, amid reduced net inflows in current transfers and higher
net outflows in income®8. The reduction in the trade deficit by 3 percentage points of GDP was mainly

68 NBRM (2014) Recent Macroeconomic Indicators ,Review of the Current Situation.
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caused by a narrowing of the energy deficit, although the non-energy had the same, however
significantly milder effect. The individual components of trade registered divergent movements.
Exports, driven by the enhanced activity of the new capacities in the economy with foreign ownership,
registered an annual growth of 3.2%, while the reduced demand for energy products and the annual
decline in energy prices reduced the import component, causing an annual decline of 1.5%. Divergent
movements in exports and imports caused stagnation of total foreign trade on annual basis.

The exports of the companies from the industrial development zones were the most
important driver of Macedonian exports in 2013, increasing their resilience, amid still unfavorable
global conditions that caused a decrease in the exports of the metal industry. Also, increased exports
of new companies were sufficient for offsetting the significant decline in the exported petroleum
products, caused by the simultaneous reduction of the exported quantities and lower export prices.
Price competitiveness indicators of the Macedonian economy showed a negligible appreciation of the
Denar in 2013. The CPI-deflated real effective exchange rate rose by 0.9%, while the PPI-deflated
REER recorded an annual appreciation of 0.4%. The change was entirely caused by the movement of
the nominal effective Denar exchange rate, as a result of the appreciation of the domestic currency
against the Russian Ruble and Turkish Lira, with favorable slower movements of domestic relative to
foreign prices.

Figure 9. NEER and REER (CPI and PPI], 2006=100)
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Figure 10. Contribution to the annual change of NEER of the Denar
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Figure 11.REER annual changes, in %
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In August 2014, price competitiveness indicators of the domestic economy registered
divergent movements on an annual level. Ehen this is compared with the same month of the 2013,
the REER deflated by consumer prices depreciated by 0.3%, while the REER deflated by producer
prices appreciated by 1.6% on an annual basis.

Figure 12. NEER and relative prices annual growth rates, in %
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Depreciation of the Ukrainian hryvnia, Russian ruble and Turkish lira against the denar had a
influence for the further appreciation of the nominal effective exchange rate by 2% on an annual
basis,and this caused upward pressures on both REER indices$®. The growth of foreign consumer
prices and as faster growth in foreign versus domestic prices of industrial products, led to a decline
in relative prices by 2.3% and 0.4%.

69 NBRM (2014) Recent Macroeconomic Indicators ,Review of the Current Situation.
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Figure 13.REER, excluding primary commodities annual growth rates, in %
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The movement of the REER, excluding primary commodities, indicates similar movements in
the domestic price competitiveness. The REER deflated by producer prices appreciated by 1.5%,
while the REER deflated by consumer prices depreciated by 0.7% on an annual basis. Figure 13 show
that due to decline in domestic prices, relative CPI registered an annual decline of 1.7%. Also, relative
prices of industrial products recorded a growth of 0.5%, driven by higher domestic prices. NEER
appreciation continued in August 2014, annual change driven by the depreciation of the Turkish lira
and the Serbian dinar against the denar.

Economic policies can be instrumental for growth in the near- and the medium-term in SEE6.

On the fiscal side, sustained reform effort is needed to address structural rigidities in the
budgets of SEE6. Priorities include:

¢ changes in the composition of public expenditure toward investment and away from wages,

¢ public expenditure targeting and prioritization as well as

e improvements in revenue collection and the broadening of the tax base, among others.
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On the monetary policy side, with regional inflation at a very low 1.2 percent and big output
gaps remaining, some scope for short-term easing of monetary conditions exist, especially in those
countries where deficits have begun to decline.

However, caution needs to be exercised in the economies with flexible exchange rates to
ensure that these do not come under pressure. In terms of financial sector policies, addressing the
high NPLs would be critical to ultimately restoring the growth of credit and supporting
entrepreneurship and job creation.

The region that provides greater long-term rate of real economic growth, and sustainable GDP
growth based on profitable production with sufficient export content has a better chance of attracting
foreign capital. Namely, international investors rightly expect to achieve high rates of return on
invested capital in that region enjoying long-term sustainable economic growth. Thus, the trend of
the movement of the real exchange rate euro / dollar mostly affect the sustainable rate of real
economic growth, which is associated with net capital flows.

Financial stability and the efficient allocation of macroeconomic level appear in each economy
as an indirect product of successful political coordination. Variables such loans, the cost of funds and
the real exchange rate are not aim of any instrument; transparency limits the extent to which they
could be involved in decisions. The experiences of this region confirmed that alternative monetary
and fiscal regimes, giving adequate political support, can provide very well low inflation. Much more
difficult for assessment are the risk characteristics of the regimes.

In Southeast Europe, the conspirators for fixed and floating regime can easily underestimate

the dangers which monetary policy are facing with during pre-assessment period.

v Hard pegging is linked with the region with credible policy management, and they insulate
the economy from shocks to the nominal exchange rate. But they may accelerate the
expansion of non-hedging borrowing in foreign currency, and they put a high premium on
the flexibility of the real sector in terms of shocks.

v Meanwhile, the dynamics of inflation can question the early adoption of the euro as an exit
strategy from that pegging. Flexible exchange rate facilitates the adjustment, and as part of
a coordinated political effort can help in slowing the growth of risk in the balance sheet
items. But to the extent that such risks are created over time, these modes offer no more
than qualified safety valve in case of exogenous or policy caused shocks.

v Regarding the stability of the money, i.e. price and exchange rate stability, in Maastricht
Treaty is guaranteed that the stability of the price level is the main priority of monetary
policy in the Euro area. What will be the actual performances of the monetary policy of the
ECB does not only depend on the formulation of monetary policy objectives but also from
the real sector movements in the economy.

v It can be estimated that the real effects of monetary policy will be influenced by two
conflicting groups of real factors. The increasment of competitiveness of the society will act
to strengthen the internal and external power of the euro, and therefore the attractiveness
of the euro as an international currency too. On the other side, there is a potential danger
that may arise from low rates of economic growth combined with pressures in the direction
of large fiscal deficits, which were associated with lower rates of growth and a greater
participation of old population.

v The challenge of managing rapid financial convergence is something that calls for risk-
averse macroeconomic policies. But it also depends to a large extent by strong structural
policies. Structural reforms are key to strengthening the tradable sector and other
productive activities, but also in providing capacity for sharing resources between sectors
and generally adjustment to the economy over time.

v The process of real convergence should has balanced path of economic growth, with
manageable external current account and real exchange rate dynamics during the
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convergence, as well as adequate capacity for adjustment in the medium term. Challenges
for fostering sustainable growth and preserving financial stability on the road to EU
accession, are with full complementarity.

v" What can be concluded from the first aspect of the monetary framework which is best suited
for managing the real and nominal convergence on the road to the euro, starts exactly from
the view that inflation targets seem to have a better set of available tools than those that peg
for managing the process of convergence with balance towards adopting the euro.

v The main risk for targeters are excessive fluctuations in exchange rates, but if the policies
are aimed at macroeconomic stability, the probability to make this reality is reduced. Then,
the possibility danger is excessive appreciation of the nominal exchange rate, which is likely
to lead the country toward expensive interventions or reduction of domestic interest rate
that could fuel a credit boom. Options are limited for those who peg.

Leaving hard pegging before adopting the euro brings danger of losing the confidence and
depreciation of the currency, which can create a deep recession in negative effects on the debt of
households and firms in the country (where the debt is high euroized), as in the Baltic countries. If
the outputis well communicated as a transition step towards early adoption of the euro, the recession
may not occur or would be mild, in the country would become better positioned to contain inflation.
Here the danger is that the appreciation of the nominal exchange rate can shift and leads to loss of
competitiveness or worsening already weak competitive position. Therefore, the risks of leaving
highly pegged should be carefully measured prior to considering such an action. Well-timed and well
prepared step of revaluation on "pegging"” may be another option to consider if the competitiveness
is not in question. The risks here are the positive effects on wealth of the eurozation debt and would
increase demand at a time when current accounts are already high in these countries.

WHAT FACTORS WILL LIKELY DRIVE THE ECONOMIC CONVERGENCE MACHINE IN SEE6 IN 2015?
IS THERE CONVERGENCE PROJECTION FOR SEE6 AND MACEDONIA IN 20157

The main goal of National Bank of Republic of Macedonia is the maintenance of the price

stability.In this way, the National Bank is committed to applying strategy of maintaining stable
nominal exchange rate against the Euro.
The role of the exchange rate as a nominal anchor derives from the characteristics of the domestic
economy, as a small and open economy that is highly dependent on the import of primary
commodities. Also, Macedonian exchange rate can be used as an instrument for export performances
of the country.

Macedonian policymakers should create policy with several aims focused on exchange rate
policy because:

¢ A competitive real exchange rate provides an incentive for exports

¢ The impact of exchange rates on trade should be seen in the context of continued integration of
supply chains

e Exports generally include high import content and impact of foreign currency-exchange
appreciation or depreciation on any finished product because it is complex. If the depreciation of
the exchange rate makes its exports of finished products "cheaper”, it makes imported
components "expensive" for domestic producers.

¢ Maintaining growth and reducing the unemployment in a small and open economy such as
Macedonia depends from improved performance of exports.

¢ Improving the performance of exports can help to preserve macroeconomic stability by closing
the gap in the current account to avoid wasting supplies and to stop the growth of external debt.

¢ Improving performance requires improving export competitiveness.



Sustainability of EU convergence based on exchange rate anchor during crisis and post crisis period

¢ An outward oriented, market-friendly trade regime, which emphasizes the dismantling of import
controls and tariffs (permitting access to inputs at world prices), and streamlined bureaucratic
procedures, i.e. export and import procedures, modern customs administration and efficient
value added tax administration will facilitate exports, including from SMEs.

According to the expectations from reports by NBRM, the inflation will slow down also in
2015, when it will approach the historical average and equal 2%. Also, in 2015, it is expected that the
current public investments will continue, and as there are expectations for new infrastructure
projects?0. It is estimated that these developments in the export sector and the strengthening of
investment activity will create positive transmission effects on both the labor market and the
expectations, and thus be a factor for further increase in the household consumption. It is expected
that the GDP growth in 2015 it would speed up even more and reach 4.4%. Given the high openness
of the economy, the risks to the projected growth continued to result from the global environment
and developments in the external environment.

By the end of 2015, the credit growth is projected to accelerate and it would reach 8.5%.
Projections for 2015 show that the external position can provide further increase in the foreign
reserves and their maintenance at appropriate level. In addition, in 2015, widening of the current
account deficit by 5.7% of GDP is expected, mainly due to the fall in private transfers. Despite the
moderate deterioration on the current account, it is estimated that its negative balance will be fully
financed by capital inflows, mainly coming from foreign direct investment and external borrowings
for infrastructure projects. It is expected that the foreign direct investments will gradually increase
in 2015 at 4.5% of GDP, respectively. In 2015, prudent fiscal policy is expected, with gradual
consolidation of the budget deficit and relatively stable level of public debt. The fiscal policy is
important factor that influence the monetary policy setup, while the adequate coordination of these
policies is crucial for creation and maintenance of the macroeconomic stability. After the risen level
in 2013, the budget deficit is expected to fall gradually and it would range about 3% of GDP on a
medium run. Hence, in 2015, it would equal 3.2% of the GDP. The primary budget deficit should be
equal 2.2% of the GDP in 2015, respectively.

SEE6 growth in 2015 is expected to accelerate to 2.6 percent on average. All six SEE economies
are expected to contribute to the increase in growth rates as external demand firms up and domestic
demand begins to recover. Albania, Bosnia and Herzegovina, Kosovo and Serbia are all projected to
have higher or the same growth in 2015 than in 2014.In 2015, SEE6 economies are projected to grow
slightly slower than the average for the EU11 countries (2.6 percent compared to 2.7 percent growth
for EU11). These external and domestic risks, if they materialize, will affect negatively the prospects
for growth in the SEE6 countries and slow the nascent economic (Figure 15)71. In an extreme case of
major deterioration of economic conditions driven by the materialization of above risks, SEE6 output
growth in 2014 would less than halve (to 0.6 percent) of the baseline projection (of 1.9 percent). In
2015, growth would drop by a third (to 1.7 percent) from the baseline (2.6 percent).

70 NBRM (2014) Recent Macroeconomic Indicators ,Review of the Current Situation.
71 IMF (International Monetary Fund). 2012b. International Financial Statistics. Washington.
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Figure 15: SEE6 Real GDP Growth Rate under Baseline and Low Case
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A recent analysis focuses on EU member countries and shows that expanding the growth
potential through structural reforms in a stable macroeconomic environment drives strong income
convergence.Translated to the SEE6, it means that removing structural rigidities in the
macroeconomic policy mix, increasing global integration, improving the economy’s productive
potential and competitiveness, enhancing skills and labor productivity, and strengthening institutions
would ultimately contribute positively to income growth and convergence.

Figure 16: Income Convergence
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Boosting incomes in the medium to longterm with the aim of converging with EU standards
will mean not only maintaining the pace of reforms—but also converting reforms benefits into robust
and equitable economic growth. Both of these are proving challenging. The reform pace appears to
have slowed during the financial crises. Countries will need to take advantage of the economic
rebound to relaunch the reform and convergence processes. There is evidence suggesting that
improvements in the business climate should be broad rather than targeted toward specific sectors,
as growth and employment creating firms tend to be young and dynamic, but not concentrated in any
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particular sector. Improving trade links in terms of logistics, institutions and regulations will be
important to take advantage of the EU market. In addition, governments need to provide reliable and
streamlined processes that guarantee EU safety standards are met for exporting firms, particularly
for agricultural exporters. Improvements in governance standards—including the rule of law—will
be closely linked to the EU integration process. But reforms required by the EU will also help to boost
economic growth in SEE6 countries.

Such reforms are essential to boost labor demand, reduce unemployment, address the
challenges driven by demographic changes and improve prosperity for all in SEE6. Increasing
employment is essential to reduce poverty and to bring about shared prosperity in SEE6. Since the
major source of income for most households is through selling labor, increasing employment
opportunities and ensuring that workers have the skills necessary to take advantage of these
opportunities are essential to increase the income generation capacity of the entire population.

ACCEPTANCE OF THE EURO: PRESSURE FOR EARLY DATE OR ACHIEVEMENT HIGHER LEVEL
OF REAL CONVERGENCE?

Leaving hard pegging before adopting the euro brings danger of losing the confidence and
depreciation of the currency, which can create a deep recession in negative effects on the debt of
households and firms in the country (where the debt is high euroized), as in the Baltic countries. If
the outputis well communicated as a transition step towards early adoption of the euro, the recession
may not occur or would be mild, in the country would become better positioned to contain inflation.

Here the danger is that the appreciation of the nominal exchange rate can shift and leads to
loss of competitiveness or worsening already weak competitive position. Therefore, the risks of
leaving highly pegged should be carefully measured prior to considering such an action. Well-timed
and well prepared step of revaluation on "pegging” may be another option to consider if the
competitiveness is not in question. The risks here are the positive effects on wealth of the eurozation
debt and would increase demand at a time when current accounts are already high in these countries.

So, when we focus on the question about the time of the adoption of the euro, there is two options:
making pressure for early date or obtaining a greater real convergence?

The question for optimal time of adopting the euro must be resolved. Potentially, the most
difficult criterion of nominal convergence criteria is inflation. This is because approximation means
convergence of price level that can be achieved either through higher inflation or exchange rate
appreciation.

The control of the authorities in these two areas is limited because of the unrestricted flow of
capital and related restrictions on domestic monetary policy. Quitting tools of exchange rate policy
could be a problem. If the approximation related to the factors that feed inflation, as convergence of
structural price level and low level of financial deepening that moves demand for credit, is still
strongly present in the economy, the loss of foreign exchange policy could lead to increased
destructive cycles and derail the smooth process of convergence, such as difficulties related to Latvia
to cool the overheating economy. This is because it seems easier to keep the appreciation of the real
exchange rate inherent in the process of approaching a greater or lesser balance by allowing the
nominal exchange rate to appreciate than keeping inflation in balanced direction after leaving all
flexibility, however limited it is, independant from monetary policy. If overheating of the economy
leads to a loss of competitiveness and slow growth, it is difficult to recover through wage and price
disinflation after denying the independence of monetary policy in the euro area, as it is known
experience of Portugal.
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It does not mean that it is easy to keep the nominal exchange rate at direction of equilibrium
appreciation in current conditions of free movement of capital and globalized financial markets.
These questions further develop their own assessment of the advantages and disadvantages of:

1) the efforts of early adoption of the euro and address the risks of higher inflation and the
need to regain competitiveness without available tool - exchange rate or

2) delay of membership in the euro zone and its advantages as addressing the risks that arise
from the volatility of the exchange rate.

This dilemma could be analyzed from the perspective - where is the country in the process of
convergence? If the gaps are closed to GDP per capita and the price level is still pretty high and the
speed of convergence is on satisfactory level, the country will have difficulties in controlling inflation
in the monetary union. Consequently, it could be proposed to postpone the adoption of the euro until
reducing the gaps or differences. From the reports and studies can be concluded that all new members
in terms of traditional optimal currency area, their stance should not be an obstacle in adopting the
euro. Empirical studies show that membership in the monetary union promotes synchronization of
business cycles and financial integration.”2 New researches show that the strength of the endogenous
variables in the euro zone is strengthened by the fiscal discipline embodied in the supervisory
structure of the EU by reducing the possibility of specific fiscal shocks?3.

CONCLUSION

Wich are the results of conducting reforms for speeding up the economic convergence?

The analysis show that large potential gains could be reaped from structure reforms. Reports
identificate that Euro-area GDP could be around 6% higher after ten years if Member States adopt
measures to halve the gap vis-a-vis the average of the three best-performing Member States in each
of the reform areas considered. When the structural reform will be successful implemented, it
promises growth of the economy. Growth effects are significant and higher growth potential can also
stimulate investment demand and help to restore investment to pre-crisis level. Analyzing reforms it
could be noticed that reforms that labour force participation yield the largest output effects in the
short to medium run. Reforms relating to product markets can lead to large output gains. Structural
fiscal reforms that shift the tax burden away from labour towards less distortionary taxes could be
implemented relatively rapidly and boost employment and growth already in the short to medium
run. Differences across countries mainly reflect where a country stands relative to “best performance”
for different structural indicators. Performance gaps are particularly large in participation rates and
tax structures, and reforms in these areas can deliver the largest effects. There are positive cross
country spillovers of structural reforms, adding up to 10% to the gains in output in the long run. The
demand effect boosts imports and supports trading partners’ growth, though this is partly offset by
the competitiveness effect. Trade balance effects are relatively small and can turn negative where the
demand effect dominates the competitiveness effect. Reforms lead to significant improvements in
fiscal positions and can yield sizeable reductions in debt-to-GDP ratios in the medium/long term,
alleviating the need for further consolidation measures and contributing to long-term debt
sustainability.

How Macedonia could reach and sustain higher rates of economic growth thus speeding up
the process of economic convergence too?

73 Ferrando A., Baele L., Hordahl P., Krylova E.and Monnet C., ,Measuring Financial Integration in the Euro
Area“, ECB Occasional Paper, No. 14, 2004.
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The researches offer options that include increasment of the labor contribution to economic
growth by raising labor participation and reducing unemployment. The second options means
improvement of allocative efficiency. This understands promotion enterprise restructuring and
reforming product market regulation as including regulation in the infrastructure sector. Next
options is focused on deepening trade integration by promoting export-oriented FDI and developing
the supply of exportable goods, meaning that Macedonia would need to integrate its logistics
infrastructure. Accelerating the process of economic convergence will be supported by fostering
technological progress. The recommendations are focused on policy-makers, inviting them to identify
what policies are politically feasible and to be checked for their consistency with the overall objective
of raising and sustaining economic growth.

Next, these strategies need to generate institutional requirements that are commensurate
with the existing institutional endowment of Macedonia. This will lead to a near-term focus on
deepening trade integration and fostering innovation, while measures related to expanding labor
participation and employment could be adopted more gradually with a long-term perspective.

These measures would better position the country to fully benefit from EU Accession and to
better manage the effects of the global financial crisis, by strengthening Macedonia‘s international
competitiveness
¢ In addition to the policy measures directly recommended for deepening trade and fostering

innovation, the following complementary policy initiatives would be required:

- Advancing enterprise restructuring (privatization) and the promotion of stronger market
competition (improving product market regulation and de-regulation).

- Adjusting the life long learning system to market needs, encouraging labor training by firms,
and improving the supply of (selected) skills by possibly reviewing migration rules for labor
market segments where the skills-gap is binding.

¢ Political resistance to the trade and innovation measures associated to the proposed strategy is
likely to be comparatively low, with the exception of enterprise restructuring efforts.
Compensatory policies for workers negatively affected by enterprise restructuring should be
considered.

¢ Preliminary evidence on the positive association between access to non-banking finance and total
factor productivity suggests further examination of the role of non-banking financial institutions
in the selection of investment opportunities and thus in fostering growth in Macedonia.

Summarizing, there are starting point to introducing high integration for structural
adjustments and growth:

» 1.faster productivity and quality catching — up

» 2.faster wage catch-up

» 3.faster upgrading of commodity structure leading to a faster disappearance of asymmetries in
income and price-elasticities

» 4.impact on invisible and income accounts:more trade and transport services (balance impact
neutral); more tourism in both directions; more deficits in other services (here lies one of EU’s
comparative advantages; more personal transfers

» 5.mpact on capital movements: more FDI and portfolio investment; easier access to credits and
better conditions for debt servicing

» 6.greater pressure towards reducing the “undervaluation” of the national currencies:speed up
of institutional changes and market functioning will increase convergence of price
structures;more pressure to achieve a higher level of international purchasing power because
of greater tourist flows and more imports;more pressure to achieve monetary stability and use
of the nominal exchange rate as an anchor with the view of coming closer to the Maastricht
criteria

» 7.greater openness of EU market.



N =

o 1w

10.

Sustainability of EU convergence based on exchange rate anchor during crisis and post crisis period

REFERENCES

European Commission (2007), The EU Economy 2007 Review, Moving Europe’s Productivity Frontier.
Fidrmuc, J. (2004), “The Endogeneity of Optimal Currency Area Criteria, Intra-Industry Trade and EMU
Enlargement”, Contemporary Economic Policy,Vol. 22, No. 1, pp. 1-12.

IMF (International Monetary Fund). 2012b. International Financial Statistics. Washington.

NBRM (2013), Annual Report.

NBRM (2014) Recent Macroeconomic Indicators , Review of the Current Situation.

Schadler, S., P. Drummond, L. Kuijs, Z. Murgasova and R: van Elkan (2005), “Euro Adoption in the Accession
Countries: Vulnerabilities and Strategies”, in S. Schadler ed. Euro Adoption in Central and Eastern Europe:
Opportunities and Challenges”, IMF.

World Bank (2012b): Golden Growth, Restoring the lustre of the European economic model, World Bank,
Washington, DC.

World Bank (2013c), Global Economic Prospects June 2013: Looking for stable ground, World Bank,
Washington, DC.

World Bank (2013d), World Development Report: Jobs, World Bank, Washington, DC. World Bank,
Washington, DC.

World Bank (2013e): Western Balkans Activation and Smart Safety Nets AAA Synthesis Note, Mimeo,World
Bank, Washington, DC.



SUSTAINABLE DEVELOPMENT AND KNOWLEDGE-BASED ECONOMY:
THE CASE OF SERBIA AND MACEDONIA

Sandra Jednak
Faculty of Organizational Sciences, University of Belgrade, Serbia

Saso Kosev
University “Ss. Cyril and Methodius”. Faculty of Economics

Dragana Kragulj
Faculty of Organizational Sciences, University of Belgrade, Serbia

ABSTRACT

Sustainable development is the key concept of the European Union and its candidate
countries. It is the process where natural and physical factors for obtaining economic growth move
toward knowledge, and also the process of achieving economic growth, social cohesion and
environmental protection. The sustainable economic development process is aimed toward creating
new jobs, decreasing unemployment, higher competitiveness and obtaining economic growth by
using knowledge, innovation and education. Moreover, the poverty reduction and development of
knowledge and skills are important objectives in this process. The Lisbon strategy and the Europe
2020 have set the goals - establishing knowledge-based economy and achieving sustainable
development. The European Union wants to become the most competitive economy. A smart,
sustainable and inclusive growth was set as the objective by the European Union. That is why most
developed countries established their economic growth and development on knowledge-based
industries. Developing countries share their goals. The purpose of this paper is to compare
sustainable development and knowledge-based economy between two countries - Serbia and
Macedonia. At the beginning of the paper, an overview of knowledge-based economy and sustainable
development is given. Further, a summary of national sustainable development strategies in Serbia
and Macedonia is shown. The three pillars of sustainable development - knowledge-based economy,
social-economic conditions and perspectives and environmental protection are presented. Also, the
importance of sustainable development planning is needed to meet the challenges of sustainable
development. The fulfilments of implementation of national strategies are presented through
comparative analysis. The paper also analyses the levels of competitiveness, sustainable development
and knowledge-based economy. The comparison is made by the following indicators - The Global
Competitiveness Report (WEF), the Sustainable Development Index (EU and UN) and the Knowledge
Economy Index (the World Bank). The results show that Serbia and Macedonia should invest more
and make more effort to obtain sustainable development and establish knowledge-based economy.

Keywords: Sustainable development, economic development, knowledge-based economy,
competitiveness, Serbia, Macedonia
JEL classification codes: 011, 021, 057, P52
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INTRODUCTION

In order to achieve economic growth and development, economies have to adapt to global
tendencies and utilise their finite resources. They are trying to maintain development by utilising the
resources rationally, saving them for future generations. This is the main concept of sustainable
development. Sustainable development is achieved by economic development that includes
environmental protection. Besides economic component, the concept comprises social - cultural and
ecological components. The concept emphasises the humane aspect of development. That is why
sustainable development includes economic goals, poverty issues, education, health -care,
environmental protection, human migration, urban overcrowding, social inclusion, etc. Sustainable
development is defined as: “the ability to make development sustainable - to ensure that it meets the
needs of the present without compromising the ability of future generations to meet their own
needs“(WCDE, 1987).

Many countries conduct the process of sustainable development in accordance to the process
of establishing knowledge-based economy. Some research studies maintain that sustainable
development is the main goal of knowledge-based economy, while others maintain that knowledge-
based economy represents a component of sustainable development. However, the two concepts are
interrelated. Their harmonisation leads towards achieving better social results. Serbia and Macedonia
are the countries of the Western Balkans that are also the EU candidate countries. They are trying to
transform their economies to bring them in harmony with the global changes and meet certain
criteria in order to become members of the EU. In this respect, besides achieving economic progress,
it is necessary to achieve sustainable development and knowledge-based economy. The EU has
developed EU sustainable development strategy. In order to conduct sustainable development and
get it adjusted to the EU regulations, each country adopts its national sustainable development
strategy. Lisbon Strategy and Europe 2020 are the strategies that encourage the establishment of
knowledge-based economy. These strategies are directed towards increasing employment,
competitiveness and growth. This paper will consider the following research questions: how are the
strategies of sustainable development and knowledge-based economy implemented and what factors
influence their realisation, i.e. whether the set strategy goals have been achieved. The aim of this
paper is to analyse the progress of sustainable development and knowledge-based economy
processes in Serbia and Macedonia.

The paper is structured as follows: the following section provides a theoretical overview of
sustainable development and knowledge-based economy concepts. Section 3 presents national
strategies for establishing knowledge-based economy and sustainable development. Section 4 is
dedicated to comparative analysis of sustainable development and establishing knowledge-based
economy in Serbia and Macedonia. Conclusions will be driven in the final section.

OVERVIEW OF KNOWLEDGE-BASED ECONOMY AND
SUSTAINABLE DEVELOPMENT

Advanced EU economies established their growth and development on knowledge, which
generates innovation. Innovation can be achieved by improving the protection of intellectual rights,
financial sector development, improving the quality of education to a greater degree and macroeconomic
stability (Transition report, 2008). Creating and improving knowledge, its transfer and spreading by
education, has been connected to tertiary education and research and development. High-quality
intellectual resources and their profitability are very important for a knowledge-based economy.
Knowledge generates innovation, thus directing and determining the flow of intellectual development.
Furthermore, knowledge and technological progress are related to decreasing budgetary deficit and
policy deregulation, particularly in the finance sector, air traffic services and electric power sector.
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However, not all economies dispose of the same level of resources. The gap in development
between countries occurs for no other reason, but the differences in education, or knowledge,
qualifications and skills of their population. Therefore, application of knowledge determined by
technological change and innovation, has become an important factor in each economy development, and
economy development is the main goal of many countries worldwide (Jednak et al., 2010). In 2000, the
EU set the objective to establish knowledge-based economy and conduct sustainable development. All the
member, candidate and potential candidate countries are obliged to adjust their strategies to the
European strategies and to converge towards the goals set by the EU.

By establishing and developing knowledge-based economies, traditional resources for growth
and development are becoming less and less important for the progress, while knowledge and
innovation gain more and more importance. Competitiveness leads towards economic growth and
prosperity by increasing the level of productivity. The countries that possess human capital, but
whose productivity and growth depend to a lesser degree on natural resources invest in knowledge
to improve productivity factors. Investing into knowledge, innovation and new technology attain to
economic growth and development. Such tendency is present in the most developed economies of the
world that mostly invest in research and development (Jednak and Kragulj, 2010). Well-developed
economies transform themselves towards the knowledge-based sectors: a) education, b) research
and development, c) art, the media, information sector and d) information technologies. Knowledge-
based economy comprises economic activities and systems that directly establish creation,
circulation and application of knowledge and information.

Since 2000, various economic reforms have been conducted in the EU. The Lisbon Strategy (2000)
was set out in 2000 to help the EU create knowledge-based economy and make it the most competitive
economy in the world by the year 2010. The key component of the Lisbon Strategy is the development
and improvement of knowledge through bigger investment in education and professional improvement,
as well as scientific and technological research and innovation. However, since many goals were not
achieved, a mid-term review of the achieved goals and results of the Lisbon Strategy (2005), so called
Kok’s Report was conducted. According to the review, the goals were not achieved because they were too
broadly defined and they were not harmonized among the member states in the sense of coordination,
responsibility and priorities. The goals were set again, but basically, they were not much different from
the previous ones. In order to achieve the goals, investments have to be made that will increase
productivity and support application of knowledge and innovation, which are crucial for economic
growth, and many positions have to be opened for highly-qualified professionals. Unfortunately, the
reforms envisaged by the Lisbon Strategy had not been carried out until 2010, mostly due to external
factors like economic crisis. Therefore, a new EU growth strategy was launched in 2010 - Europe 2020.
The main objective set by the EU growth strategy -Europe 2020 is to make the EU a smart, sustainable
and inclusive economy that will raise the level of productivity, employment and social cohesion (European
Commission, 2010). According to this strategy, the EU should ride out the crisis by a smart, sustainable
and inclusive growth. A smart growth is economy development based on knowledge and innovation.
Sustainable growth promotes better resource efficiency, greener and more competitive economy, while
the inclusive growthprovides full employment in the economy that influences both social and territorial
cohesion (European Commission, 2010).

The term sustainable development was first mentioned in the 1930s, and in 1987 in Rio, The
World Commission on Environment and Development’s officially defined the term. The concept
connects the present to the future generations, since development should meet the needs of the
present without compromising the needs of future generations to meet their own needs (Kragulj,
2014). Finite natural resources should be used today to a degree where they can provide economic
growth, but they should also be sustained for the future generations to improve their quality of life.
Therefore, the main concepts of sustainable development are: the concept of need and the idea of the
limitations of our environmental resources’ availability to meet our present and future needs (WCED,
1987). Thus, sustainable development is based on the sustainable possibilities for production. All
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definitions state that the existing natural resources should not decrease. Efficient management of the
existing natural resources and adequate knowledge can have positive effects on achieving sustainable
development. Sustainable development implies a convergence between three main pillars: 1)
economic development - includes economic sustainability, i.e. the possibility to maintain a certain
level of economic production, 2) social equality - a state of affairs where a country indefinitely
maintains a defined level of social well-being, while the gap between rich and poor social classes is
being reduced, 3) environmental protection - the possibility to maintain a defined level of
environmental quality and to conserve natural resources. Besides the above mentioned pillars, there
are suggestions that two more should be added: cultural diversification (Hawkes, 2001, UNESCO,
2002) and political - institutional pillar (Commission on Sustainable Development, 1995; Djekic and
Hafner, 2013).Therefore, it follows that sustainable development marks optimal balance between
economic, social and environmental factor within institutional framework. Some organisations,
depending on their activities and interests, prefer and support the development of one particular
pillar, ignoring the other ones. Some institutions and countries regard economic growth as a
foundation for all social spheres, while other institutions try to treat all three pillars equally, but lack
of funds prevents them from total achievement of all the set goals. If any of the pillars functions out
of balance it reflects on the functioning of the other ones. That is particularly noticeable during
economic crisis.

The EU Sustainable Development Strategy and National Sustainable Development
Strategies of Serbia and Macedonia

Lisbon Strategy and Europe 2020 that set their goals to increase competitiveness and build
knowledge-based economy are focused on economic growth and creating new jobs, while the EU
Sustainable Development Strategy has its focus on social and environmental issues. The strategies are
mutually complementary in terms of creating sustainable development in the EU although with
different emphases. Lisbon Strategy and Europe 2020 try to achieve sustainable development by
increasing competitiveness, economic growth and employment. The EU Sustainable Development
Strategy sees economic development as a possibility to achieve sustainable development. Of utter
importance for the EU Sustainable Development Strategy is the quality of life, inter and intra
generational inheritance and the cohesion of all the policies (Sterure and Gerger, 2010).

The EU Sustainable Development Strategy is used as a framework by the EU members and
candidate countries, in conformity to which they adjust their public policies for achieving sustainable
development. Moreover, the countries have their own national strategies that are adjusted to the EU
Strategy. The first EU Sustainable Development Strategy was adopted in Gothenburg in 2001.
According to this strategy the EU tends to improve the quality and standard of living for all people by
connecting economic growth, environmental protection and social justice. In the course of time, this
strategy, also called Gothenburg Strategy, had undergone certain changes, only to be revised in 2006.
The revised strategy is focused on the EU taking measures to more efficiently fulfil the long-term
obligation to achieve sustainable development. The goal of this strategy is to identify and develop
activities that would help the EU create a sustainable community that will improve the long-lasting
quality of life by efficient utilisation of resources, using ecological and social innovative potential of
economy to achieve prosperity, environmental protection and social cohesion. The set goals should
have been achieved by 2010. An integrated policy approach was suggested. It was based on better
regulation of guiding principles for sustainable development in order to achieve the goals in the
following fields: Climate change and clean energy, Sustainable transport, Sustainable consumption
and production, Conservation and management of natural resources, Public Health, Social inclusion,
demography and migration, and Global poverty and sustainable development challenges. In 2009, the
Review of the EU Sustainable Development Strategy was adopted. The review emphasises that the EU
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conducts sustainable development through a range of different policies. The EU has a leading role in
fighting climate change and promoting low-carbon economy. Notwithstanding the positive results in
carrying out sustainable development, certain fields did not make progress due to unsustainable
trends. The Review measures the EU policies in the fields covered by the EU Sustainable Development
Strategy and raises the question of coordination between this strategy and the Lisbon Strategy
(European Commission, 2015).

The National Strategy for Sustainable Development Serbia 2008-2017 (NSSD) was adopted in
2008. According to NSSSD (2008) the sustainable development pillars are: knowledge-based
economy, economic and social issues and environmental protection. The goal of this strategy is to
harmonize the three pillars. The main national priority and strategic objectives of sustainable
development are: EU membership, competitive market economy development and balanced
economic growth, human resource development and better employment, infrastructural
development and even regional development, environmental protection and improvement and
rational utilisation of natural resources. The strategy has been conformed to the principles of
Johannesburg Declaration on Sustainable Development, UN Millennium Development Goals and
European Sustainable Development Strategy. A set of internationally proven sustainable
development indicators was chosen to measure the progress of achieving goals.

The National Strategy for Sustainable Development Macedonia 2009 - 2030 was adopted in
2009. The Republic of Macedonia identified several key priorities for its future development, where
achieving EU membership can be considered as the overriding strategic policy objective. The Republic
of Macedonia was granted applicant status in May 2004 and candidate status in December 2005. The
European Partnership concluded in June 2004 provided main priority areas for further integration
into the European Union and the development of a National Strategy for Sustainable Development
(NSSD) was identified as a short-term priority. The NSSD should be a plan for the implementation of
the recommendations set out in the conclusions of the UN World Summit on Sustainable Development
in Johannesburg 2002 (Ministry of Environment and Physical Planning, 2009). The Constitution of
the Republic of Macedonia enshrines the main philosophy of SD that recognises three SD pillars: the
freedom of the market and entrepreneurship (economic pillar), humanism, social justice and
solidarity (social pillar) and protection and promotion of the environment and nature (environmental
pillar).

The introduction of sustainable development raises difficult management challenges. The
integration of new values into policies and organisations is typically a function of leadership,
planning, implementation, and monitoring and review.There is a need to restructure the existing
processes, institutional arrangements and procedures according to individual countries’ own needs,
priorities and resources. Achieving sustainable development requires far reaching policy and
institutional reforms and the involvement of all sectors, at all levels. The achievement of sustainability
in national development requires a strategic approach, which is both long-term in its perspective and
integrated or “joined-up” in linking various development processes so that they are as sophisticated
as the challenges are complex (Kjosev and Eftimov, 2014).

METHODOLOGY

Realisation of knowledge-based economy will be evaluated using WEF Europe 2020
Competitiveness Index, WEF the Global Competitiveness Index and the World Bank indices:
Knowledge Economy Index that is calculated based on the education index, innovation and ICT and
economic incentive and institutional regime, and Knowledge Index that is calculated using the first
three indices. The indexes are aggregate. The values of the indices can vary from 0 (lowest result) to
10 (highest result) (Jednak and Kragulj, 2010).
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There is no unique indicator to measure the progress of sustainable development. Different
institutions have developed their own indicators. The UN have their own methodology for sustainable
development observation and measurement. Millennium development goals are incorporated into
the UN sustainable development indicators. In 2006, Commission on Sustainable Developments (CSD)
revised the indicators. There is a core set of 50 indicators that include 96 indicators of sustainable
development. The indicators have been organized into CSD indicator themes: poverty; governance;
health; education; demographics; natural hazards; atmosphere; land; oceans, seas and coasts;
freshwater; biodiversity; economic development; global economic partnership; and consumption and
production patterns. In this way the indicators cover the four pillars of sustainable development. The
themes covered by economic development are: macroeconomic performance (GDP per capita and
Investment share in GDP); sustainable public finance (debt to GNI ratio); Employment (employment-
population ration, labour productivity and unit labour costs, and share of women in wage
employment in the non-agricultural sector); ICT (Internet users per 100 population); R&D (gross
domestic expenditure on R&D as a percent of GDP); tourism (tourism contribution to GDP).

The EU has developed a set of indicators that measure the levels of sustainable development
of its members. They have organised them into ten main themes that cove more than hundred
indicators, twelve of which have been chosen as the headline indicators (Eurostat, 2015). The main
themes and the headline indicators for each theme are: 1) socio-economic development (headline
indicator: growth rate of real GDP per capita), 2) sustainable consumption and production (headline
indicator: resource productivity), 3) social inclusion (headline indicator: person at-risk-of-poverty or
social exclusion), 4) demographic changes (headline indicator: employment rate of older workers),
5) public health (headline indicator: healthy life years and life expectancy at birth, by sex) 6) climate
change and energy (headline indicators: greenhouse gas emissions; share of renewable energy in
gross final energy consumption; primary energy consumption), 7) sustainable transport (headline
indicator: energy consumption of transport relative to GDP), 8) natural resources (headline indicator:
common bird index), 9) global partnership (headline indicator: official development assistance as
share of gross national income), 10) good governance (no headline indicator). Serbia and Macedonia
are the EU candidate countries and for that reason EU methodology will be used for the analysis of
knowledge-based economy, competitiveness and sustainable development. Since not all the data
about these two countries are provided by Eurostat, only the chosen indicators will be presented. The
theme of socioeconomic development will be observed. Within the theme, the first degree indicators
will be presented and some of the second and third degree indicators. The headline indicator, Growth
rate of real GDP per capita, will be presented and followed by Total employment rate of persons aged
20-64, Total investments % of GDP and Total R&D expenditure.

Results and discussion

Serbia and Macedonia are conducting economic reforms that will help them achieve economic
progress and EU membership. The reforms include establishing knowledge-based economy and
sustainable development. Table 1 shows KEI and KI, and the position of Serbia and Macedonia as
compared to five highest ranked countries with most developed knowledge-based economies.
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Table 1. KEI i KI (KAM2012)

Economic Incentive
Rank Country KEI KI and Institutional | Innovation | Education IKT
Regime
1 Sweden 9.43 9.38 9.58 9.74 8.92 9.49
2 Finland 9.33 9.22 9.65 9.66 8.77 9.22
3 Denmark 9.16 9 9.63 9.49 8.63 8.88
4 Netherlands 9.11 9.22 8.79 9.46 8.75 9.45
5 Norvey 9.11 8.99 9.47 9.01 9.43 8.53
49 | Serbia 6.02 6.61 4.23 6.47 5.98 7.39
57 Macedonia 5.65 5.63 5.73 4.99 5.15 6.74

Source: World bank, http://info.worldbank.org/etools/kam2/KAM_page5.asp

Serbia is ranked 49t and Macedonia 57t out of 146 countries. Serbia outranks Macedonia in
the fields of innovation, education and ICT, while Macedonia is better ranked in Economic Incentive
and Institutional Regime indicator. Serbia and Macedonia have the highest values of ICT sub-index.
Such technologies are considered to be one of the factors that can influence economic growth in
Serbia. Introducing new technologies and educating experts is more and more present in Serbia. The
values of main and sub-indices are lower in Serbia and Macedonia as compared to the five highest
ranked countries, so they should put some effort to reach the values of the developed countries.
Table 2 shows The Global Competitiveness Index and The Europe 2020 Competitiveness Index
(WEF,2014) with values 1-7.

Table 2. Global Competitiveness Index and Europe 2020 Competitiveness Index 2014

Europe
GDP p.c. Global Competitiveness 2020, . .
Competitiv] Smart Inclusive .
(In Index Sustainable
Country eness growth Sub | growth Sub- .
current €) . Sub-index
Index index Index
2013
Rank (out Score (1-7) 2014
of 114) (score 1-7)
Serbia 4,591 94 39 3.46 3.33 3.51 3.49
Macedonia 3,728 63 4.26 3.62 3.59 3.88 3.47

Source: The Europe 2020 Competitiveness Report 2014 and The Global Competitiveness Report 2014-2015

If Global Competitiveness index and its sub-indexes are observed, Serbia and Macedonia
belong to efficiency-driven economy i.e. second stage of development. They have fulfilled basic
requirements for factor-driven economies (1st stage of development) and now they are on their way
towards innovation-driven economies (31 stage of development). The Global Competitiveness index
shows that Serbia is ranked 94t and Macedonia 63rd out of 144 countries. Furthermore, the most
problematic factors for doing business in Serbia are: inefficient government bureaucracy, access to
financing, corruption, policy instability, government instability, and for Macedonia those are: access
to financing, poor work ethic in national labour force, inadequately educated workforce, inefficient
government bureaucracy and inadequate supply of infrastructure. They have to overcome these
problems in order to achieve better competitiveness.
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The WEF Europe 2020 Competitiveness Index (2014) uses a 1- 7 scale. In 2014, Serbia scored
3.46 and Macedonia 3.62. As compared to the neighbouring countries, Bulgaria and Romania, the
index of Serbia is the lowest. Therefore Serbia needs to improve its competitiveness and conduct
reforms, primarily by building institutional capacities within the country. Thus the productivity and
employment increase, which inevitably leads towards better competitiveness. Along with trying to
achieve smart growth, Serbia needs to undergo reforms to improve enterprise environment, digital
agenda and education and training. In order to achieve inclusive growth, Rights in the labour market
and Environmental sustainability have to be improved. Both Macedonia and Serbia need to improve
Institutional capacity to achieve knowledge-based economy. Since 2010, Macedonia has set
foundations for smart growth. It is necessary for Macedonia to improve ICT infrastructure, Education
and training, Innovation and Environmental sustainability, Labour market (WEF Europe 2020
Competitiveness Report, 2014).

In the post-crisis period, certain countries have recorded growth, while others still do not
show any tendency towards growth. Serbia and Macedonia registered a turn around from negative
growth rates in 2012 (Serbia: -1 %, Macedonia: -0.4 %) to a positive growth rate in 2013 (Serbia:
2.6%, Macedonia: 3.1%) (World Bank data). However, although the two countries have recorded
economic growth, they are still having problems with unemployment, low domestic demand and lack
of funds. Figure 1 shows the movement of Real GDP per capita growth for Serbia and Macedonia. GDP
per capita moved from € 2900 to € 4300 for the observed period. Serbia’s GDP per capita is about
60% below EU average (28). GDP growth per capita until 2008 can be explained by a great influx of
foreign capital, i.e. capital accumulation and total factor productivity. After the crisis Real GDP per
capita has recorded growth, but external and fiscal vulnerabilities are still present. Lack of funds, slow
influx of FDI and increased government debt are the problems that stand in the way of growth. The
key factor of growth is domestic demand.

Figure 1. Real GDP per capita, growth rate and totals
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Both countries encounter the problem of unemployment. Employment indicator will be now
discussed. The target for employment is 75%. Low employment recorded in Serbia and Macedonia
stems from economic crisis and structural problems, including large emigration and brain drain. Total
employment rate of persons aged 20-64 is available only for Macedonia, so Table 3 shows only the
data for Macedonia and EU 28. During the observed period there was an increase in employment rate
in Macedonia, but the percentage is still lower than in the EU. In 2002, employment rate in Macedonia
was 45.1%. However, since 2006 employment rate has improved in Macedonia, and its highest value
was recorded in 2013 - 50.3%.
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2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Macedonia 45.1 43.1 41.1 42.1 439 45 46.3 479 48.1 48.4 48.2 50.3
EU28 66.7 67.0 67.4 67.9 68.9 69.8 70.3 69.0 68.5 68.5 68.4

Source: Eurostat

Figure 2 shows total employment rate (15-64 years) for Serbia and Macedonia. This
employment indicator exists for Serbia. Employment rate is higher in Serbia than in Macedonia. After
the Global Financial Crisis (2008) Serbia recorded a drop in employment, but since 2012 the
employment rate has been increasing. During the crisis in Serbia, a drop in employment rate was
greater than the fall in GDP. During the observed period, Macedonia recorded employment growth
with no significant fluctuations.

Figure 2. Employment rate (15-64 years), total (%)
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Employment and competitiveness depend on investment. Investment, especially FDI, had had
a great impact on achieving growth in the pre-crisis period. Investment saving balance is disturbed.
Savings are lower, especially after the crisis due to lower incomes. Neither Serbia, nor Macedonia has
enough investment to stimulate economy. Since they lack their own capital funds, these two countries
raise funds through loans and by attracting foreign investment. During the crisis there was an influx
of capital, but when the crisis ended the influx decreased. Since 2010, a growth in investment has
been recorded. Figure 3 presents total investment as % of GDP. If years 2011 and 2012 are observed,
the growth resulted from increased investment in the household sector by 14.4% and business
investment by 14.4 % as compared to the 2012, while government investments decreased by 6.4 %.
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Figure 3. Investment, total, % of GDP

35

30

25

20 )
M Macedonia

15 M Serbia

10

Source: Eurostat
Total R&D expenditure is an indicator used to measure innovation. It shows the extent of
investment that is included in generating new knowledge. Countries have set their goals for this
indicator. Target Total R&D expenditure % of GDP for the EU is 3%. Figure 4 presents this indicator
for Serbia and Macedonia.

Figures 4. Total R&D expenditure % of GdP, 2009-2013
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Serbia and Macedonia spend much less on R&D funding than the EU countries and the values
are below 1% GDP. Serbia invests 0.7% and Macedonia about 0.2% of their GDP in R&D. The private
sector share of R&D in Serbia is about 25%, and in Macedonia 15.6%. In both countries the biggest
share of R&D belongs to the public sector (ERAWATCH, 2013). In Serbia both private and public
investment in R&D have remained on a very low level, the number of researchers is getting smaller
and smaller and there seems to be no particular need to connect research to business and there is a
lack of integration into global knowledge networks. However, there have been certain improvements
in R&D and innovation, but challenges still remain that Serbia needs to meet in order to fully achieve
the set objectives. Serbia needs to invest more into R&D, innovation and knowledge in order to bridge
technological and economic gap that exists between Serbia and the EU.



Sustainable development and knowledge-based economy: The case of Serbia and Macedonia

According the Report on the Progress in Realisation of Sustainable Development National
Strategy for the period 2009-2017 (2009) Serbia achieved some positive results, but there are still
many problems to solve. Serbia needs to reduce fiscal deficit by increasing austerity measures, enable
growth based on a new development model and provide funds to finance it. Although financial
resources were considered to be a dominant factor of growth, according to various analyses, human
resources are considered to be the most competitive factor of development. A balance needs to be
reached between current expenditure and production in order to decrease the growing number of
obligations that are being created by contemporary generations, but the future generations will have
to fulfil. As regards environmental issues, regulations were adopted and conformed to EU regulations.
There is a need for building environmental infrastructure, modernising the system of economic
instruments for rational use of natural resources, natural resources conservations and establishing
the necessary institutions.

Serbia and Macedonia have achieved some progress, but they have to continue conducting reforms in
order to achieve sustainable development and establish knowledge-based economy.

CONSLUSION

Asustainable development strategy is defined as a coordinated, participatory anditerative
process of thoughts and actions to achieve economic, environmental andsocial objectives in a
balanced and integrated manner, at the national and locallevels. Serbia and Macedonia, as the EU
candidate members are trying to adjust their strategies and policies to fit the EU regulations. Apart
from conducting economic reforms, the two countries are in the process of sustainable development
and establishing knowledge-based economy. The conducting of these two processes is slower than
expected due to economic crisis, so the set goals have not been completely achieved yet. Monitoring
of the processes of sustainable development and knowledge-based economy has been hindered due
to the lack of indicators for these two countries. However, the best results have been achieved in
socioeconomic domain, since the two countries primarily direct their economies towards achieving
macroeconomic stability and gaining economic growth and development. The establishment of
knowledge-based economy has been realised to a certain degree, but the reforms need to be
continued.
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(NON-)PROGRESS IN INTEGRATIVE AND TRADE LIBERALIZATION
PROCESSES UNDER CEFTA -2006
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ABSTRACT

The elimination of tariff and non-tariff barriers to trade within CEFTA-2006 had a positive
impact on boosting up intra-regional trade exchange of goods. However, these positive trends were
interrupted by the economic crisis in 2008. Since, the trade exchange of goods has recorded a
continuous downturn. For example, the trade exchange of Macedonia with CEFTA-2006 trading
partners reached its peak in 2008 when it created 28% of the total trade exchange of goods of the
country. Preliminary data for 2014 show that the trade exchange of the Macedonian economy with
the economies from the region went down to only 13%. The realized trade surplus of about 600
million dollars in 2008 went down to 400 million dollars in the period from 2010-2011 and continued
to decrease in the years that followed. At the end of 2013 the surplus amounted only 80 million
dollars, while at the end of 2014 Macedonia recorded for the first time a deficit of about 80 million
dollars (www.ceftatradeportal.com).

The stagnation of the integrative process and trade liberalization within the region is evident
in all CEFTA-2006 member-states. They all record better trade integration with EU trading partners
with whom they exchange between 40% and 60% of their total trade exchange of goods. The two basic
sources for the negative integrative tendencies within the free trade area are the economic weakness of
all CEFTA-2006 economies reflected in the inconvenient structure of trading goods and the problem of
the existence of non-trade barriers that especially affect the trade liberalization process within the
region. This article will try to focus its analysis on the both sources of the negative integrative tendencies
within the free trade area.

Keywords: CEFTA-2006; regional integration, trade exchange of goods, trade liberalization,
nontrade barriers.
JEL classification codes: F15

INTRODUCTION

The CEFTA-week which is an event organized in late autumn each year since the creation of
the free trade area, was held last November in Skopje, Republic of Macedonia. It is an event where all
relevant parties (the CEFTA - Secretariat representatives, high level representatives from member-
states, the business community, academia and relevant international organizations) analyze the
effects of the effectuated trade liberalization and identify the most important future challenges. The
last meeting in Skopje clearly pointed out that the trade liberalization within the region was at a
stand-still point, that member-states were not prepared to take any serious measures or to articulate
their top priorities for further trade liberalization and that the trade exchange of goods within CEFTA
was further collapsing.

Negative trends from the point of view of total trade exchange of goods within CEFTA were
recorded for the first time at the beginning of the economic crisis within the Eurozone six years ago.
After a period of a slight recovery in 2010 and 2011, the negative trend intensified as the dead line
of Croatia’s accession within the European Union started to approach. Since 2012 the economy with
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the greatest economic potential and the biggest trader within the free trade area diverted its interest
form CEFTA trade liberalization issues and focused its energy on the final preparations for becoming
a new EU-member state. This had a strong negative impact on the total trade exchange of goods
within the region, but also on the trade liberalization dialog. However, the accession of Croatia within
the EU in the middle of 2013 was not the end of the troubles of CEFTA-2006. The year of 2014 brought
new hurdles that affected the second biggest trader within the region - Serbia, as well as Bosnia and
Herzegovina. Last spring, due to the terrible floods, both of the countries faced new macroeconomic
destabilization, further decrement of economic performance indicators, decrement of the total trade
exchange within the region and total neglect of issues connected with further trade liberalization.

Macedonia is not an exception of the general negative picture within the free trade area. Data
on the Macedonian trade exchange of goods with CEFTA-2006 trading partners clearly illustrate this
negative downturn.

Table 1 Trade exchange of goods of the Republic of Macedonia within CEFTA-2006 for
the period 2006-2014 (in million American dollars)

Year Export Import Total trade exchange
within CEFTA
2006 787.51 400.19 1,187.70
2007 991.72 613.70 1,605.42
2008 1,408.95 761.68 2,170.63
2009 1,000.42 600.36 1,600.78
2010 1,018.32 628.11 1,646.43
2011 1,299.31 799.29 2,098.60
2012 833.69 649.50 1,483.19
2013 804.26 719.00 1,523.26
2014** 512.23 570.32 1,082.55

Source: According to the Ministry of Economy of the Republic of Macedonia and the USAID (2008),
Report on Foreign Trade of Macedonia 2008, Ministry of Economy of the Republic of Macedonia and
the USAID, Skopje, 2008, p. 67 and www.mchamber.mk

*Note: Data for 2006 are given for comparison purposes. The implementation of the Agreement
between Macedonia, on the one hand, and Albania, Kosovo, Moldova and Monte Negro, on the other,
began on the 26t of July 2007; with Croatia on the 22 of August 2007; with Serbia on the 24t of
September, 2007 and with Bosnia and Herzegovina on the 22md November 2007. Data consider the
whole year period of time (Statistical Office of the Republic of Macedonia, 2008).

**Note: Preliminary data for 2014, calculated for the period from January to September 2014

Statistical evidence points out that the creation of CEFTA-2006 had a strong positive
influence upon the total trade exchange of goods of Macedonia with trade partners from the free
trade area in the first two years of its creation. From only 8% in 2006, the participation of CEFTA-
2006 in the total Macedonian trade exchange of goods went up to 28% (Kikerkova, 2013:537). The
economic crises in 2009 decreased the total volume of Macedonian trade exchange within the region
to 20%, but in the following two years it went up to the level before the crises. However, the surplus
that amounted about 600 million American dollars in 2008 went down to about 400 million American
dollars in 2010, as well as in the following 2011 (Kikerkova, 2012:537). Since 2012 Macedonia
recorded further decrement of the total trade exchange with CEFTA-2006 trading partners. In 2013
the total trade exchange of Macedonia with the free trade area went down to 14% and last year there
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was a further decrement to 11.8% of the total trade exchange of goods of the country. Preliminary
data for 2014 point out that even in absolute figures total trade exchange fell to a level lower that the
one reached in 2006 when the free trade area had not been functional yet. Trade surplus completely
melted down and last year it was converted into an estimated deficit of about 80 million American
dollars (www.mchamber.mKk). It is also important to note that this negative trend was not influenced
by Croatia leaving the region. For Macedonia the two most important trading partners from the
region were and still are Serbia and Kosovo. Those two countries comprise about 50-60% of the total
Macedonian trade exchange of goods in CEFTA - 2006 (www.ceftatradeportal.com).

Looking at data published on the CEFTA trade-portal web page it is evident that all of the
member-states have the same experience of substantial decrement of total trade exchange within the
region and diversion of trade flows of goods towards the EU.

Table 2 Total trade exchange of goods with the EU and with CEFTA-2006 by CEFTA-
2006 member-states in 2013

CEFTA member - Total EU trade Total CEFTA trade
state exchange exchange
Exports Exports
Imports Imports

Albania 77% 64% 11% 7%
B&H 73% 68% 16% 11%
Kosovo 40% 44% 36% 28%
Macedonia 73% 63% 17% 10%
Moldavia 47% 45% 0% 0%
Montenegro 49% 47% 43% 37%
Serbia 61% 62% 21% 5%

Source: Calculated according www.ceftatradeportal.com

CEFTA member-states exchange about 70% of their total trade exchange of goods with non-
CEFTA trading partners. Majority of the countries in the region have highly integrated
trade flows with the EU, where most of them realize between 40 and 60% of their total trade
exchange of goods.

Looking at the structure of the intra-regional trade of goods it is evident that over half of it
consists of intermediate goods. In 2010 intermediate goods created 59% of the total exchange of
manufactured goods within the region. However, the supply chain in the industry “Food, Beverages
and Tobacco” alone created 43% (OECD, 2013:25).

Besides the industry “Food, Beverages and Tobacco”, CEFTA economies seem to be highly
integrated also in “Textiles and Clothing”, but the integration within this supply covers only 5% of
the intra-regional trade and is effectuated in final products, due to the specialization of the economies
within the supply chain (OECD, 2013:6).

At intermediate stages of production CEFTA member-states are mostly integrated in the
medium-low technology industries such as “Basic Metals” and “Fabricated Metal Products”. However,
in value terms the medium-high technology industries “Chemistry” and “Electrical Machinery”
happen to be dominant. They made important amount of the regional trade exchange of
manufactured goods of Croatia before its accession to the EU and Serbia, and partly of Bosnia. It is
important to point out that the intra-regional trade structure is dominated in value terms by goods
from the medium-high technology industries, but in volume absolutely dominant are the goods from
medium-low technology industries (OECD, 2013:7-8).
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The two most integrated economies within the CEFTA-region from the view-point of intra-
CEFTA supply chains are Macedonia and Bosnia and Herzegovina. In the Macedonian case this
especially concerns the trade exchange of “Food, Beverages and Tobacco” supply chain of which 83%
are realized within the region, followed by “Rubber and Plastic” with 62% and “Fabricated Metal
Products” with 57% (OECD, 2013:19). For Macedonia the CEFTA region is to a certain extent also
important for the trade exchange of drugs and cosmetics and construction materials
(www.mchamber.mk).

The very traditional and technologically backward structure of the trade in goods is not
typical only for the intra-regional trade of CEFTA-member states. About 70% of the intermediate
products from the medium-low technology industries are still exported to trading partners out of
CEFTA (OECD, 2013:25). The inconvenient structure of traded goods not only within the region, but
also outside of it, confirms its week economic potential and is the basic source of the low interest in
all of the member-states for further serious steps in trade liberalization.

Non-trade Barriers as a Challenge of Further Integrative and Trade Liberalization
Processes within CEFTA-2006

CEFTA member-states did not experience serious problems with the elimination of
qualitative and quantitative barriers to trade. The real challenge was and still is elimination of a
variety of non-trade barriers (NTBs)*7* mostly hidden and difficult to detect. At the start of the
functioning of the free trade area companies did not even report or complain on their existence, as
they were used to treat these obstacles as the usual way of doing business within the region. The first
to draw the attention to these barriers were the economic chambers from the region. They asked for
help in discovering and measuring the applied NTBs in order to enable negotiations on their
elimination. Help was provided by the OECD with a creation of a monitoring tool for detection and
measurement of existing NTBs. The monitoring tool defined three groups of NTBs: technical
standards, sanitary and phytosanitary standards and administrative barriers to trade. The first
measurement of the three identified NTBs was done in 2012, and the second one was realized last
year. For each group of NTBs several indicators were defined that were to be measured and evaluated
during the monitoring process, where the lowest mark in the evaluation process was 1, and the
highest 5 (OECD&CEFTA, 2012:7). In the first monitoring round the identification and measurement
of NTBs was done in 12 selected sectors such as: food products and beverages; fabricated metal
products, except machinery and equipment; other non-metal mineral products; agriculture; pulp,
paper and paper products; chemicals, chemical products and man-made fiber, electrical machinery
and apparatus; rubber and plastic products; wood and products of wood and cork; machinery and
equipment; coke, refined petroleum products and nuclear fuels. Most of the priority sectors pointed
three most frequently traded products with CEFTA-trading partners. This means that the monitoring
was effectuated upon 193 products in total (OECD&CEFTA, 2012:14). The second monitoring round
however focused on the measurement of NTBs in only five priority sectors and selection of 9 priority
final products in total. Narrowing of the monitoring focus was done in order to help efforts on
elimination of NTBs in top priority sectors for the region form the point of view of the participation
of each sector in the total volume of the intra-regional trade exchange of goods (OECD&CEFTA,
2014:6).

*74N0te:According to the international terminology all barriers to trade other than tariffs are nontariff barriers to trade. Since
both qualitative and quantitative barriers to trade are successfully eliminated from the CEFTA region, the author’s believe is
that it is more appropriate to refer to the still existing barriers as non-trade barriers, as they primarily were installed to regulate
other issues but trade. Nevertheless, they have a very strong negative impact upon trade.
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The further analysis in this paper is going to deal with the main findings on the progress on
elimination of each group of NTBs within the region.

Overcoming Technical Barriers to Trade within CEFTA-2006

The OECD report on elimination of NTBs in 2012 followed technical barriers to trade by
classifying them in a slightly different manner in comparison to the report done last year. It pointed
out that almost all CEFTA-2006 member-states strived to adopt European standards and technical
regulations, as they were trying to achieve compliance with EU regulation in this area. However, all
of them found themselves in a different stage of transposition of and compliance with established EU
standards and regulation, which created additional barriers to trade within the region. Only few of
the member-states had satisfactory physical capacity and competence for conformity assessment in
all 12 priority sectors that were selected for the monitoring in 2012. Also, National Standards Bodies
in CEFTA-countries showed insufficient capacity for active participation in the European
standardization activities. All of the member-states did not posses systematic notification systems on
new technical regulations, mandatory conformity standards and draft national standards
(OECD&CEFTA, 2012:15-36).

Table 3 presents the classification of TBTs monitored within CEFTA parties in 2014. The
monitoring this time was done in only six priority sectors with regard of the volume of traded goods,
i.e. refrigerating/freezing furniture; windows; electric ovens other than microwaves; wooden
furniture; metal furniture and seats. The first three products are subjects of the harmonized EU
legislation, and the last three are not harmonized yet, though they are affected by various horizontal
EU legislation. (OECD, 2014:15)

Table 3 Technical assessment framework

Transposition of EU legislation

Adoption of EU legislation (technical regulation and ENs) in identified
priority sectors

Abolishment of conflicting national standards

Implementation of EU legislation

Implementation of EU legislation (technical regulation and ENs)
Conformity assessment bodies and capacity

Conformity assessment procedures

Participation in European standardization

National Standards Body

Principles of voluntary standardization

Legislation and standardization

Participation in EU standards related activities

Institutional framework for accreditation

National Accreditation Bodies

Law on accreditation

Membership in international /EU accreditation bodies

Information and notification mechanisms

Alignment of information and notification mechanisms with WTO TBT
Agreement, Directive 98/34/EC and CEFTA provisions

Source: OECD (2014): Preliminary Report on Elimination of Non-Tariff Barriers in Trade, (Draft
version), Paris, p. 14
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The new report confirms almost everything which was stated in the OECD report done two years ago.
It is confirmed once again that all CEFTA parties are active in the process of adopting the EU aquies,
but as they have no common EU entry date, the pace of the adoption and transposition of EU
legislation and standards varies from country to country. As the process is not synchronized this
creates additional problems in regard with the existing TBTs. The countries made certain progress
in this area, especially in regard with the process of accreditation and standardization. However, their
performance is the lowest in regard with the implementation of EU legislation and participation of
EU standardization. In order to enhance implementation of EU legislation CEFTA-member states are
advised to make national plans and define priorities in consultation with their industries and agree
industry strategies on exports of priority products within the free trade area. These would be also
the groups of products where the transposition and implementation of EU legislation should be
effectuated first. This is recommended to be the best way to eliminate conflicting national TBTs and
rationalize the use of the insufficient capacity to participate in EU standardization activities. The
report also confirms that since 2012 significant progress has been done through the Multilateral and
Bilateral Agreement on European Cooperation for Accreditation in aligning the conformity
assessment systems within CEFTA. However, evidence confirms the existence of conformity
assessment bodies in all product areas in only few CEFTA member-states. It is also stated that the
notification system on new technical regulations, mandatory conformity assessment procedures and
draft national standards is not satisfactory, yet. The leading country in the field of harmonization of
TBTs at present is Serbia, followed by Macedonia. Albania is slightly over the CEFTA average, while
all of the other member-states are below it (OECD, 2014:14-37).

Dealing with Sanitary and Phytosanitary Measures (SPS)

The new OECD report on SPS measures and their impact upon the trade within CEFTA-2006
was effectuated by monitoring of three groups of products: beer made from malt, waters including
mineral waters and sweet biscuits (OECD, 2014:14-39). These products were taken in consideration
due to their high participation in the volume of the total trade exchange of goods within the region.
The SPS assessment framework does not differ from the one created for the first monitoring cycle
which was applied for 36 different products.

Table 4 SPS assessment framework

1. SPSinstitutional framework
SPS agencies
Risk management system
SPS strategy/action plan
Information management system
2. Co-operation among SPS agencies
e National inter-agencies cooperation
e Intra-CEFTA and external co-operation
e Adherence to international organization/conventions capacity for
participation in related international meetings
Framework SPS legislation
Adoption of framework and secondary legislation
Alignment with WTO SPS Agreement and EU legislation
Capacities for risk based control system
Procedures for impact assessment
Transposition of European SPS measures

:P""_UJ
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Alignment with the EU acquies in priority sectors
Capacities for transposition of legislation in priority sectors
Traceability of export products
Transparency in regulatory approach
5. Information and notification
¢ Enquiry and notification points
e Alignment of information and notification mechanisms with WTO SPS
Agreement and Directive 98/34/EC

Source: OECD (2014): Preliminary Report on Elimination of Non-Tariff Barriers in Trade, (Draft version),
Paris, p. 38

The analysis in the new OECD report confirms that the biggest progress in this area was done
in regard with the criterion SPS legislation and SPS agencies cooperation. Nevertheless most of the
problems stated two years before are still present. Despite the continuous progress in legislation
harmonization, there is a lack of implementation of the legislation already in place. Another problem
is the transposition of EU legislation relevant for this area in each member-state with a different pace
(OECD, 2014:50-55).

Lack of staff, adequate equipment and financial constraints are evidenced in all CEFTA Parties
and the situation has not improved since the monitoring effectuated in 2012. The SPS agencies
especially suffer from a lack of risk analysis capacity meaning risk assessment, risk management and
communication on risks. Instead of sharing important information on multilateral basis, member-
states do exchange information on new legislation and measures on bilateral basis and at informal
meetings. Only in Macedonia the legislation in this area was harmonized by the end of 2012. No other
country in the region managed to implement the legislation on risk assessment and risk management
(OECD, 2014:48-50).

Especially important is the non-existence of internationally accredited laboratories and lack
of mutual recognition of national laboratories attests. Therefore, most of the member-states repeat
the testing of the samples of imported products, which increases costs and prolongs the importing
procedure. Furthermore CEFTA member-states do not distinguish between conformities in food
safety versus quality of food. Hence elimination of quality issues from import/export control of food
is strongly recommended. Even more important is that transposing the EU legislation in each
member-state with a different pace creates additional problems as there are a lot of
misunderstandings due to differences in understanding and commenting transposed laws, EU
standards and practices. The OECD experts believe that these differences could be overcome by
organizing workshops and staff trainings. It is also recommended to set priorities in each country
according to its exporting potential and the traded volume of goods to define the most important
legal acts that should be transposed first (OECD, 2014:52-54).

Except in Macedonia, at present there are not clear procedures on notification, as well as on
implemented relevant laws in regard with the WTO, CEFTA-2006 and EC Directive 98/34. So,
information points should be established as soon as possible and regular exchange of information on
the applied and new SPS measures according to the international provisions and standards should
be done on regular basis among all the member-states (OECD, 2014:56-62).

Administrative barriers to trade
Administrative barriers to trade basically concern the performance of the customs administration.

Within the contemporary international trade, the efficiency of the customs administration is
considered to be especially important for the swift, safe and cost efficient cross-border movement of
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goods. The efficient performance of the customs administration can tremendously reduce
export/import costs and thereby may influence the market competitiveness of products. The OECD
monitoring tool defined nine indicators on administrative barriers within the assessment framework
to be followed within CEFTA-2006 in 2012. The same framework was used in the last OECD report
as well. The assessment effectuated in 2014 confirmed that all CEFTA parties did not mange to make
a significant progress in elimination of administration barriers to trade, with exception of one
parameter - involvement of the trade community. The customs procedures among member-states
are still unsynchronized and they all face slow progress in implementation of international standards
and customs good practices.

Table 5 Administrative assessment framework

Administrative barriers to trade

Establishment and functioning of a national customs website
Establishment and functioning of enquiry points

Involvement of the trade community

Advance rulings

Appeal procedures

Fees and charges

Formalities: documents and automation

Customs procedures and processes

Domestic and cross-border/international agency co-ordination and co-
operation

O XNV W

Source: OECD (2014): Preliminary Report on Elimination of Non-Tariff Barriers in Trade, (Draft
version), Paris, p. 63

The 2014 OECD report points out that there is no significant improvement in regard of the
functioning of national web-sites, advanced rulings, appeal procedures and fees and charges.
Although member-states try to follow up international standards and multilateral regulative
framework, they fail to provide their full implementation, even when national legislation is in place.

Proper functioning of national web-sites is considered to be a crucial part of the trade
facilitation process, as they are the most important source of pre-arrival trade related information.
They should comprise all necessary information on relevant trade regulation issues, as well as on
simplified customs procedures. They should also be easily accessible and information should be
delivered in a transparent and non-discriminatory manner. All of CEFTA member-states have already
national web-sites in place, but the amount and the contents on relevant information are not unified
and they are not up-dated on regular bases. Both of the OECD reports stated that the quality and the
scope of trade related information is highest in Macedonia and in Serbia, while only B&H issued a
manual on border crossing procedures. The effectuated assessment on administrative barriers to
trade once again pointed out that it is very important to enable relevant information on binding tariffs
(BTI), binding origin (BOI), customs value calculation and preferential rules of origin of member-
states. The lack of the necessary trade related information creates serious obstructions and draws
back the trade facilitation process within the free trade area (OECD, 2014:97).

Another barrier where no progress is registered is the advanced rulings. Advanced rulings
are obligation which derives from GATT and the WTO, as well as from the Revised Kyoto Convention.
All the member-states brought their legislation in line with the EU relevant customs regulations.
Nevertheless, this instrument is not sufficiently used, as in all the countries in the free trade area it is
issued only at request of traders. Partly, the insufficient usage of the advanced rulings is a
consequence of a lack of special profiles of customs officers within the national customs services,
such as technical engineers, chemists, textile production specialists, etc. In order to stimulate issuing



(Non)Progress in integrative and trade liberalization processes under CEFTA -2006

of advanced rulings, the OECD monitoring-tool recommends regular trainings of customs officers on
regional level (Kikerkova, 2014: 94 & OECD, 2014:74).

Appeal procedures are regulated with relevant provisions in all member-states and are
published on customs web-sites. However, in some of the member-states there is no independent
authority in charge of delivering second instance decisions in appellate procedures, although in all of
the member-states legislation allows to appeal to an independent judicial authority. This is not in line
with the provisions of the Revised Kyoto Convention and CEFTA member-states should pay due
attention to this issue. Only in Macedonia examples of decisions delivered in appealing procedures
are available on the customs web-site. The Macedonian good practice is recommended to be followed
within the free trade area (Kikerkova, 2014: 94 & OECD, 2014:76).

The issue of fees and charges applied by member-states is considered to be in line with
international standards and provisions in regard of the manner of their calculation, which is not on
ad valorem basis and is limited to the approximate costs of services. However, no information on
applicable fees and charges is available on regional level, and with exception of Macedonia, customs
does not provide a comprehensive overview of types and amounts of all applicable fees and charges
(OECD, 2014:78).

No progress is recorded also in regard of documentation formalities. CEFTA member-states
have complicated documentation formalities due to the non-existence of electronic customs system,
with exception of Macedonia, which makes electronic exchange of documents impossible within the
region. Therefore, even if customs declarations’ electronic lodging and processing is available in all
member-states, submission of paper-form documentation is mandatory for customs clearance, which
complicates and prolongs the customs procedures. Digital signatures and digital certificates, as well
as electronic payment of customs duties and fees have still not been available within the free trade
area. Both Montenegro and Serbia are over the average level in implementation of higher standards
in this field. However, the single window is operational only in Macedonia. The OECD monitoring
recommends conduction of joint projects on regional implementation of the single window concept
and on electronic lodging and processing of customs declarations (Kikerkova, 2014: 95 & OECD,
2014:81).

Member-states are evaluated to have an especially week performance when it comes to the
issue of functioning of enquiry points. The enquiry points are not functioning on unified terms within
the FTA and they basically cover customs legislation and procedures issues. Only in Macedonia there
is a 24/7 hot line which covers other trade related issues, too. All member-states have not organized
a one-stop shop for customs and agencies related in the clearance process, which prolongs customs
procedures and increases costs. Main recommendation in this regard is to provide coordination of
the enquiry points of member-states and to consider opening of CEFTA Trade Facilitation Portal
(OECD, 2014:69).

Trade facilitation process with regard of administrative procedures is unimaginable without
efficient risk management system. The customs risk management system is defined as a systematic
application of management procedures and practices which provides the customs with necessary
information to address movements or consignments that present a risk (Standard 6.3. of the Revised
Kyoto Convention). The risk management within the customs is also important for the post clearance
audit. CEFTA member-states are fully aware of the importance of risk management within the
customs. However, they all face a lack of trained stuff and expertise in this area. Therefore, the
number of physical controls at the border is high above the international, as well as the EU standard.
The member-states exchange information in order to help the process of risk management, though
have not been able to create joint risk profiles, as well as sophisticated centralized risk management
IT system, yet. They depend on international expertise on creating the risk profiles instead. The OECD
monitoring - tool recommended developing of a Regional Training Strategy in order to provide
uniform application of EU standards on risk management and post clearance audit (Kikerkova,
2014:95 & OECD, 2014:81).
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The OECD monitoring-tool under customs procedures and processes analyzed the pre-arrival
processing, developing separate release of goods and payment of customs duties, the difference in
physical and documentary inspections of perishable and non-perishable goods within the clearance
process, the extent of use of the status of authorized traders, regular trainings and web-publication
of the average clearance time, as well as domestic and cross-border cooperation of the customs
authorities. The findings of the monitoring confirmed the effort of all member-states in harmonizing
their national legislation with EU standards and requirements. Despite all the efforts, some of the
essential good practices within the region, such as: pre-arrival processing, the usage of simplified
procedures and modernization of equipment and well trained personal in the customs laboratories,
are still lacking. The problem with modernization of laboratories and equipping them with personal
capable of expertise in different fields is considered to be a very serous one, as it is fundamental for
proper collection of customs duties. The problem is difficult to overcome, as it is financially intensive.
Therefore one of the recommendations states that maybe member-states should consider the
possibility of specialization of certain national laboratories for certain types of goods and recognition
of specialized laboratories on mutual basis. It is also recommended to establish special organizational
unites in charge of simplified procedures on licensing, control of shipments, risk profiling and
conduction of post-clearance. There are also serious difficulties in implementing the concept of
authorized economic operator (AEO), although in some of the member-states the legislation is
already in place. In fact, only in Macedonia two companies, one domestic and one established with
the help of foreign direct investment in one of the free economic and development zones completed
the procedure and gained the status of AEO. The AEO concept could not be fully implemented without
mutual recognition of the gained status at national level. Nevertheless, member-states have not
expressed any initiative on starting negotiations and defining priorities in this regard (OECD,
2014:88).

The report paid due attention to domestic and cross-border agency cooperation and
confirmed that working hours of border agencies within CEFTA-2006 have still not been
synchronized. The parties have also not provided one-stop shop for physical and documentary
controls, yet. The agencies are facing lack of technical and administrative capacities. From
international perspective, national authorities did not achieve any agreement on joint customs
controls or on strengthening the intensity of work of the CEFTA working group on risk management
and providing joint risk profiling on regional level. Therefore, it is strongly recommended to make
this top priority and to investigate the possibility of providing necessary information technology for
ensuring interoperability and interconnectivity of the IT systems within the region (OECD, 2014:90-
94).

CONCLUSION

The creation of CEFTA-2006 happens to be the most important project on reestablishing
economic cooperation among the Western Balkan countries. At the beginning of its functioning, the
free trade area revitalized the trade exchange of goods and provided implementation of international
trade regulative and established standards under the trade liberalization rules. After eight years of
functioning the free trade area faced many limitations and inefficiencies. Due to the very traditional
and outdated economic structure of the member-states’ economies, the free trade area is used mostly
as a market for realization of agricultural products, in many cases unprocessed, certain kinds of
processed food and beverages, and intermediate goods from the low and medium-high technology
industries. To a certain extent only Croatia, before it became an EU member, and Serbia, were able to
export machines and electrical equipment from high technology industries. Therefore, all of the
member-states are integrated with 59% of their intra-regional trade in the intermediate production
supply chain, of which 43% is due to the exchange within the food, beverages and tobacco supply
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chain. This structure, however, does not vary very much form the one the member-states provide in
the inter-regional trade, especially with EU trading partners, where about 70% of the total trading
volume consists of intermediate goods. All of the member-states exchange approximately over 50%
of their total trade exchange of goods with the EU. In the case of the countries with candidate status
for EU membership this amount approaches almost 2/3 of their total trade exchange. This means
that CEFTA economies are much more integrated with the EU, then among themselves, which is due
to their heavy dependence on EU imports.

However, week economic capacity is not the only reason for the limited usage of the trading
potential of the CEFTA-region. Many existing, open and hidden non-trade barriers are also preventing
free flow of goods among member states. The elimination of the traditional qualitative and
quantitative barriers to trade made the problem of the existence of various NTBs quite obvious. As
most of the active NTBs were difficult to identify and to measure, the CEFTA Secretariat asked for
OECD expertise. The OECD provided an assessment framework that defined three groups of NTBs -
technical barriers to trade (TBTs), sanitary and phytosanitary barriers to trade (SPS) and
administrative barriers to trade. The assessment was first done in 2012 in 12 priority sectors in
which 36 intermediate goods were investigated. In 2014 the second assessment was completed, but
now in only 9 priority sectors and following up a much more limited scope of intermediate goods
prioritized by the total volume of the realized trade exchange within the free trade area.

Nevertheless, the last assessment did not bring any substantially different conclusions from
the first one, i.e. no significant improvements were done in regard of further trade liberalization and
trade facilitation. In regard of TBTs and SPS in place, it was once more recommended to follow up
international regulation and to implement international or EU standards as a method which would
provide elimination of conflicting existing national standards. With regard of the administrative
barriers within the region, the monitoring came to a conclusion that it was especially important to
improve customs risk management on the borders and to enhance the implementation of simplified
procedures among all member-states in order to avoid physical control of each shipment. It was also
pointed out that member-states had to strengthen the technical and qualified staff capacity of
national laboratories. If mutual recognition of laboratory investigations and national certificates is
not possible, the expertise of internationally recognized laboratories should be demanded. Special
attention should be paid to the full implementation of simplified customs procedures, decrement of
the number of documents presented on the borders and implementation of paperless trade by full
automation of procedures.

It seems, though, that NTBs are not the main cause for the sharp down-turn of trading flaws
and total volume of trade exchange of goods within CEFTA-2006. There are many factors that had a
negative impact upon the trade flows within the region. One of them is certainly Croatia’s accession
into the EU, which deprived the region of the country with largest economic and trade potential. The
weak economies of the member-states were challenged severely last year with the unexpected
devastating floods. The damage was considerable for both Serbia and Bosnia and Herzegovina. Both
of them faced serious fiscal, as well as balance of payment dis-balances. Serbia introduced a package
of measures on saving, while Bosnia seems to be only a step away from a bankruptcy. Although not
spoken aloud, it seems that all member-states suffer from some kind of a system failure, which
creates additional instability and mistrusts among the trading partners. Traders involved in business
transactions in Kosovo started to flee away from the country, as there was no way to obtain payments
for the fulfilled business commitments. There are also negative economic tendencies in Albania, while
both Kosovo and Macedonia are politically challenged. Considering the circumstances, it was not
surprising to see representatives of CEFTA member-states obstinate from any kind of debate during
the CEFTA-week held in Skopje in November 2014. On the contrary, their attitude clearly pointed out
that member-states were not prepared to negotiate further trade liberalization.
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ABSTRACT

Over the last few years structural reforms have often been mentioned in public context as a very
sensitive topic. It is often that they refer to the changes in the way the governments work. Most
economists believe that governments should help the markets operate efficiently, including the
implementation of various agreements and addressing liquidity. However, structural reforms do not only
refer to savings, but also to establishing macroeconomic balance, where the real sector should enable
revenue growth and employment. According to the recommendations of the European Commission, the
structural reforms should be used primarily for establishing institutional financial discipline and
stability, which means reducing, or minimizing the fiscal deficit and reducing the level of public debt.
The purpose of financial discipline and stability should be maintaining financial consolidation with deep
reform and restructuring of public enterprises, consolidation of public finance, and steady growth based
on export.

In this context "no" should be the answer to all government policies that include punishment
measures intended for the private sector, especially in cases where such measures are to be implemented
in underdeveloped economies or in economies facing macroeconomic imbalance. These vulnerable
economies shall not be capable of withstanding policies that include increased penalties in cases when
the liquidity is low. For these economies much more convenient policies shall be those of increased
flexibility for the purpose of creating favorable business climate, and alleviated policies of stimulating
nature. On the other hand, the solution should be sought also in the fight against corruption,
transparency of the use of public funds, increasing the quality of public sector management, development
of democracy etc.

Structural reforms in Macedonia have permanent tendencies of accomplishment. Although
without any significant progress, yet there can still be said that a number of reforms have been made,
but unfortunately, only in written. The reason for the slow progress of the consistent implementation of
structural reforms is associated with the non-existence of a clear strategy and really developed policies
which is something that signifies there is a real need to amend the operation and actions of the
Government regarding its engagement primarily in managing public finance. Essentially, there has been
some stagnation over the recent years in each domain of government policies especially in the
implementation of development programs for sustainable economic growth and social stability. Namely,
according to economic indicators, the overall public debt has been constantly increasing. Overloading
the public sector in terms of employment and the lack of deep reforms and restructuring of public
enterprises is also a negative indicator of economic growth and development. Export policies appear to
be non-existing in the Government program, whereas for the purpose of achieving economic efficiency
ie. attracting foreign direct investments, there was a necessity that even “Far East had to been
discovered” as well.

Keywords: structural reforms, vulnerable economies, Republic of Macedonia.
JEL classification codes: E61, H63.
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INTRODUCTION - THEORETICAL FUNDAMENTS OF STRUCTURAL REFORMS

Over the last few years structural reforms have been more frequently mentioned both in
public and in the public environment as well. The greater number of structural reforms appears to be
a very sensitive issue. Most often, structural reforms are perceived as changes in the way certain
Government operates. In essence, these changes tend towards creating preconditions for achieving
economic growth. According to larger number of economists Governments are those that should help
markets to work in a more efficient manner by implementing various agreements and managing
liquidity. However, structural reforms do not only mean saving but also establishing macroeconomic
balance that shall further enable the real sector to achieve rise in the level of income and the rate of
employment.

If beginning with the fact that macroeconomics policies are implemented through
measurements undertaken by the Government, then it becomes clear that the structural reforms are
those that should first undergo the process of adopting legal acts, and then be subjected to the in-field
realization of concrete measures and actions. Open economies have a tendency to cause changes in
their functioning through structural reforms. These reforms in the long run should lead to improving
public finance.

Successfully implemented structural reforms undoubtedly depend on a well prepared
programme. Countries that are hit by huge economic challenges, especially those being in economic
crises (i.e. vulnerable economies) are faced with a huge decrease in GDP, unemployment and budget
deficits; these countries most often aim at getting out of such economic condition, but are forced to
enter in the Bretton Woods’ twins game and the game of the rest of the international financial
institutions. Namely, international financial institutions such as International Monetary Fund, World
Bankand the European Bank for Reconstruction and Development impose preconditions as goals that
need to be achieved regarding the implementation of structural reforms. The preconditions are those
referring to adapting the economy in the field of macroeconomic weaknesses and structural
consolidations for the purpose of enabling sustainable economic growth, as well as achieving more
efficient allocation of financial resources. The financing is usually being realized through credit
arrangements between the debtor country and the International Monetary Fund. In order to achieve
full implementation of structural reforms’ policies, the credits are of short-term/long-term nature
depending on the needs of the credit beneficiary. If credit arrangements are arranged in the field of
issues regarding foreign payments and imbalance of the Balance of Payments, then they are of short-
term nature. If it is a matter of arrangements that aim at realizing development goals, then the credits
are of long-term nature. Generally, the purpose of such credits is to finance budget deficits and to
enable incentive for economic growth and development. In this field, great efforts are made through
deep reforms for fiscal discipline and consolidation of public finance to primarily enable financial
stability of the banking sector and balance of the labour market as well.

When it comes to saving and public finance discipline, positive result can be achieved in the
short to medium run. Obviously it appears to be significantly important considering the fact that
saving is the basic precondition for economic development. Tendencies for having high rates of saving
(given as percentage of GDP) with developed countries, such as the examples of USA, Japan and
Germany, over the last 50 years have been at the level of above 20 percent. Such saving rates appeared
to be a significant precondition for enhanced economic growth realized in a form of increased
domestic production and rise in the level of the welfare.

The significance of the structural reforms’ policies for the vulnerable economies

The State with its institutions plays the role of policy maker. Usually it is a matter of policy
maker regardingfiscal policy, monetary policy, foreign trade policy, and income policy. It is lately that
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as part of the aforementioned polices, more often in the field of economics appear to be popular the
policies of macroeconomic balance in the field of employment, investments and the policies of public
and overall debt i.e. the policies of deficits.

According to the recommendations of the European Commission it is expected that by making
structural reforms there should be achieved institutional financial discipline and stability, which
means that the fiscal deficit shall be decreased or minimized, as well as the level of public debt. The
goal of financial discipline and stability should be maintaining financial consolidation by making deep
reform and reconstructing public enterprises, consolidating public (state) finance by restricting
budget spending and enabling stable growth based on export, which is a key indicator of having the
public debt decreased and preventing it from further increase, i.e. decreasing the budget deficit and
preventing it from further increase.

In this context “NO” should be the answer to all Government policies containing rigorous
punishment measures /sanctions of the private sector, especially in occasions when such measures
are to be implemented with undeveloped i.e. vulnerable economies i.e. with economies that are facing
macroeconomic imbalance (especially regarding export, employment, public debt and investments).
These vulnerable economies are not capable of enduring the policies of increased sanctions under
conditions of low liquidity. Much more convenient for them shall be policies of increased flexibility
for the purpose of creating stable and favourable business environment and alleviated policies of
stimulating nature. On the other hand, the solution should not be sought only in macroeconomic
policy, but also in actions such as fight against corruption, transparency of public finance spending,
increase of the public sector governance quality and development of democracy as well.

Structural reforms mean making changes in the macroeconomic policies. It is a matter of fiscal
and economic consolidation measures with the assistance of which not only the budget shall gain its
balance but unemployment and the public debt shall be decreased, the domestic investments shall be
boosted and the export shall be stimulated also.

Most of the structural reforms actually represent structural financial consolidations and
adjustment of economy as a whole. Within the European Union, such reforms exist in the EU Member
countries that are hit by severe financial and economic difficulties resulting from their continuous
long-term being in the comfort zone, which led them to being on the verge of economic and financial
collapse. It is through this approach to structural changes and changes in sector’s operation that
reformatory efforts are made, the first one being the persistence to cut out the macroeconomic risks,
and then to set goals for economic recovery. The reformatory efforts are strong, primarily in the area
of labour market reforms, made in parallel with the reforms of the legislation, the reforms and
restructuring of the public enterprises and setting strict measures for financial discipline and
consolidation of public finance and macroeconomic balance.

The countries with vulnerable economies in the European Union are characterized and
overburdened with huge budget deficits and big foreign and public debt, as well as with negative
growth rates. In order to fix these imbalances, these member- countries similar to the rest of the
countries in the world which also face structural economic issues should enlarge their opportunities
for foreign trade in manner that on one hand, they increase the export, and on the other hand they
substitute the import with domestic production. (Canton at all, 2014, p.4-5).

The EU member countries such as Greece, Spain, Italy, Ireland and Croatia, which according
to economic criteria, at the moment have vulnerable economies with negative rates of economic
growth, high rates of unemployment and high budget deficit, desperately need structural reforms. In
this context, Croatia can be given as a specific example (the newest EU member country), especially
because of the fact that 12 quarters in a row it has increased recession (it faces a GDP fall) and has a
rate of unemployment of around 18%. Although it is expected that all the member countries shall
achieve growth in 2015, yet it is under question mark because the Eurozone is still facing a high rate
of unemployment of 12% and a growth of poverty. Structural reforms with strong fiscal consolidation
seem to be the only way to decrease unemployment and reduce poverty. Out of 157 recommendations
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of the European Commission in 2014, the EU Member countries implemented only 12. The lagging
behind and the irresponsibility in implementing the recommendations leads to insufficient
coordination of budget and macroeconomic projections, with which the growth tendencies may
deteriorate the bad economic condition of the Eurozone, which is already in a severe financial
difficulties.

Table 1.- Measures of Crisis Management in EU Member Countries

Financial aid
Urgent interventions
Macroeconomic stabilization
European plan for economic recovery
Fiscal consolidation
Broad procedure for the deficit
Assistance to endangered countries
Programs for Greece and Ireland -EFSF (European Fund for Financial Stability) and EFSM
(European Mechanism for Financial Stability).

Source: European Commission.

The way out of the crisis requires stable financial system (responsible monetary policy,
regulated financial especially banking sector, regaining the trust in financial institutions and
contemporary financial instruments) and responsible fiscal policy. At the same time, very important
is the risk related to fiscal policy i.e. fiscal sustainability and sustainability of public debt (Kilibarda et
all, p. 8).

According to the International Monetary Fund Report of March 2015, the recommendations
for macroeconomic stability are also set for the countries of the so called Western Balkan (Republic
of Macedonia, Albania, Serbia, Kosovo, Bosnia and Herzegovina, Montenegro), which are also facing
difficulties regarding macroeconomic balance. The key recommendations are: budget spending
discipline, decreasing the high budget deficits, decreasing the public debt and preventing the policies
of bad credit arrangements. Also, it is suggested that the non-profitable public enterprises are
privatized because they represent burden to the state budget and that reforms of the labour market
start to be made. It is stressed out that Governments should undertake clear steps in order to
eliminate legal, judiciary and tax barriers and to increase the role of both the private and the banking
sector. “Without further reforms, the decrease in growth over the last years may become a norm that
shall endanger the convergence of the living standard towards the economies in the European Union
and shall negate the opportunities for employment in many countries in the region”(David Lipton,
First Deputy Managing Director of IMF).

If the case with Greece is taken as an example, as a country being the biggest debtor in the
Eurozone, it is clear that finding the real cure to exiting this hard economic and financial condition is
more than a difficult task to do. The long-years trend of so called comfortable behavior of Greece with
no true efforts for fiscal consolidation, with a rate of high pensions and salaries besides the huge
employment in the public administration where unemployment is still perceived as a main challenge,
the question is who shall finance the debt Greece has. In fact, 320 billion euros is the total debt of
Greece that should be unavoidably covered. The escalation of the economic condition from corruption
to irresponsibility leads to hegemony and loss of hope. It is certain that the lesson that should be
learnt is the one talking that the case with Greece must not be analyzed as an exception, because “an
unprecedented crisis justified an unprecedented fiscal response, but against a backdrop of fiscal
profligacy, it also created unprecedented problems of debt sustainability” (Eichengreen, p. 199).
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Structural reforms’ policies in the Republic of Macedonia

It is undoubted that the Republic of Macedonia highly depends on the international global
market. Over the last 20 years, the economy in the Republic of Macedonia is characterized by relative
macroeconomic stability with low economic and investment activity, with high foreign trade deficit
and continuously high rate of unemployment. Foreign trade in its largest part is oriented towards the
EU Member countries, among which the largest trade partners are Germany and Greece. Meanwhile,
it should be also taken into consideration the constant inability to balance the domestic demand with
the domestic supply. From this perspective, it is in continuity that the Republic of Macedonia has been
facing huge challenges when it comes to the foreign trade deficit. In fact, Republic of Macedonia as
EFTA (European Free Trade Agreement) andCEFTA (Central European Free Trade Agreement)
member has negative foreign trade balance. This deficit is permanent and with negative trend.
However, only a small part of the causes for this condition lies in the fact that as a small country i.e.
as a small economy, Republic of Macedonia as most of the Western Balkan countries faces a lack of
natural energy resources/fuels such as oil, and especially the lack of natural gas, which is lately more
and more often used as substitute of oil.

Negative macroeconomic reflections are identified in the field of investments. Macedonian
economy has a chronic disease of insufficient scale of investments i.e. it lacks certain amount of
investments such as foreign direct investments and private domestic investments as well. The most
convenient incentive for the economy would be the “awoken” private domestic investments.
However, foreign direct Greenfield and/or brownfield investments should not be at all neglected. At
the same time, there should be certain precaution when allocating benefits for attracting investments,
in order to enable the domestic and foreign investors to be in equal position.“Companies in the
tradable sector of emerging countries produce and/or assemble intermediate goods for foreign
multinationals. International outsourcing of production creates international trade and contributes
to the growth of the tradable sector in less developed countries. Technological progress, trade
globalization and outsourcing by multinationals interact and work in the same direction.” (Fiorentini
and Montani, p. 98.)

The analysis of the investment activity of a small open economy as the Macedonian one should
be accompanied with an analysis of the import and the export, because this analysis can complete the
image of the (un)success in stimulating domestic investors i.e. attracting foreign ones. In this sense,
itis important to emphasize that the total value of the export of goods from the Republic of Macedonia
in the period from January to February 2015 amounts US$ 674,552,000, whereas the import value
totals US$ 885,340,000. The overlapping of import and exportis 76.2%. The trade deficit, for the same
period amounts US$210,788,000. In the current period, the largest part of the export of goods is
directed towards the 28 EU member countries (78.8%) and the countries of the Western Balkan
(9.8%), whereas the import largely comes also from the 28 EU member countries (64.0%). According
to the State Statistical Office, regarding the foreign trade, Republic of Macedonia has the closest
relations i.e. trades the most with Germany, Great Britain, Serbia, Greece and Bulgaria (53.0% of the
total foreign trade is made with these five countries). The previous data is in itself explanatory when
it comes to describing certain changes in the foreign trade cooperation. For example, in 2007,
Republic of Macedonia besides trading with Germany, Serbia and Greece, mostly traded also with
Russia and Italy, with which it made 50% of the total foreign trade of goods where as an exception it
made a mild surplus.

According to the indicators of trade per products, the export was primarily consisting of
exporting products such as products of iron and steel, ferronickel, tobacco and clothes products. On
the side of the import, most present were the crude oil, electricity, motor vehicles, agricultural and
food products.
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Table 2 - Trade volume in the Republic of Macedonia with the countries abroad for the period
January to February 2015

Us$ 000 Indices
112015/ | 112015 112015 | I-112015
12015 112015 [FIT2015 | =s=smeees | mmmmemeeoe | ceemmeeee | e
?2014 12015 112014 | I-112014
Trade volume 759 800580 | 1559892 78.7 105.4 83.9 87.3
311
Further processing 155 145 222 300300 83.2 93.6 90.2 106.6
- volume 077
Export 336 338375 674552 82.3 100.7 88.2 95.8
177
Export - further 102 91770 194 521 88.2 89.3 89.1 107.7
processing 751
Import 423 462 206 885 340 76.2 109.2 81.0 81.7
134
Import - further 52327 53452 105779 75.8 102.2 92.0 104.5
processing
Import coverage 79.4 73.2 76.2 - - - -
by export

Source: State Statistical Office (http://www.stat.gov.mk/)

Table 3-Countries with the biggest trade volume with the Republic of Macedonia for the period
January to February 2015
- daily exchange rate -

Volume Exportin Import in Import
Country inUS$ Structure P Structure P Structure | coverage
US $000 Us$000

000 by export

TOTAL 1559 892 100.0 674 552 100.0 885 340 100.0 76.2
Germany 401115 25.7 304 377 45.1 96 739 10.9 314.6
Great Britain 140 585 9.0 8543 1.3 132 042 14.9 6.5
Serbia 99175 6.4 26 001 3.9 73174 8.3 35.5
Greece 93 258 6.0 25668 3.8 67 590 7.6 38.0
Bulgaria 92905 6.0 43 969 6.5 48936 5.5 89.8
China 87 655 5.6 31653 4.7 56 002 6.3 56.5
Italy 75 495 4.8 30 403 4.5 45092 5.1 67.4
Turkey 50278 3.2 10 352 1.5 39926 4.5 25.9
Romania 38 486 2.5 11285 1.7 27 201 3.1 41.5
Russia 34764 2.2 5726 0.8 29039 3.3 19.7
Belgium 32417 2.1 23056 3.4 9361 1.1 246.3
Spain 25177 1.6 12789 1.9 12 388 1.4 103.2
Austria 23829 1.5 4965 0.7 18 864 2.1 26.3
Slovenia 23388 1.5 7 857 1.2 15531 1.8 50.6
Croatia 22 604 1.4 10 407 1.5 12 197 1.4 85.3
Slovakia 22031 1.4 10 204 1.5 11827 1.3 86.3
Kosovo 21924 1.4 19 365 2.9 2559 0.3 756.7
Netherlands 21899 1.4 8341 1.2 13 558 1.5 61.5
USA 21771 1.4 9239 1.4 12 533 1.4 73.7
France 18 669 1.2 6 535 1.0 12135 1.4 53.9

Source: State Statistical Office (http://www.stat.gov.mk/)
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Undoubtedly, Republic of Macedonia needs a faster trend of increase in export as key
aggregate of macroeconomic balance, which may possibly boost the production as well. In this context
the major booster of production and economic activity should the sector of small and medium
enterprises (SME). By stimulating small and medium enterprises i.e. by stimulating the
entrepreneurship some impulse for economic development of the country may appear. Therefore,
under no conditions should stop the support given to small and medium businesses, and less strict
should be the conditions for doing business i.e. these conditions should be alleviated, and the
sanctions and the additional fiscal measures should be less rigorous. The number of 70 thousand
active small enterprises is not to be underestimated at all, especially when having in mind the
economic capacity in the Republic of Macedonia; however, the problem lies in their accelerating
power. Namely, this obvious defect is a clear indicator of the (dis)interest of the Government to
strengthen the support it gives to the small economy for the purpose of enabling its intensive
development, especially in achieving results in the key segment, the one of employment and self-
employment.

The lack of actual strategic approach in the fiscal sphere over the last several years
contributed for having the budget fund being permanently emptied. The use of state resources and
public incomes most of the time for construction projects did not appear to be of certain use for the
rest of the economic sectors. Namely, these public investments oriented towards construction took
account of the largest part of the capital investments financed by the modest amount of the state
budget which over the last years has been renewed with short-term borrowings. This kind of
borrowings appears to be useful for enlivening the economy in the short-run, but not in the long-run.

On the other hand, the robust public sector with tendencies to become overburdened aims at
achieving unsustainable status-quo condition due to the visible distortion of the labour market. In
this sense, under conditions of decreased transparency in public incomes spending, it is necessary to
make reforms of the public sector in order to limit the additional employment of new staff. Although
the Republic of Macedonia has a serious problem with the unemployment (by having a continuous
rate of unemployment of 30%, from the beginning of the period of transition up until nowadays), itis
a fact that it can be decreased only through providing support to the private sector which is perceived
as engine for economic growth and development.

Nevertheless, in this context, there should not be forgotten all those positive events in the
banking sector which became relatively stable primarily due to the good policies and regulations that
regulated the banks’ operation. The trend of decreasing the interest rates also contributed for having
the offer of cheaper credits for the economy in the country.

Developing economies such as the Republic of Macedonia should obviously look for their
chances for sustainable economic growth in the support of the domestic real sector. Economic
efficiency can and should be expected from foreign direct investments as well, but it seems that in the
example with the Republic of Macedonia there lacks a real strategy for foreign direct investments
inflow that shall be in compliance with the function of the social preferences. Republic of Macedonia
as small and vulnerable economy does not need reindustrialization nor subsidizing of state owned
enterprises; it needs consistent macroeconomic policies with elements of support for the small and
medium businesses. The key to success for having economic growth and development and promotion
of the country as a suitable destination for investments and doing business could be looked for into
the SME sector.

The period of transition in the Republic of Macedonia makes evidence of constant tendencies
for making structural changes and reforms, unfortunately, with no significant progress. In fact, it can
be said that large number of reforms were made, unfortunately only on paper. The reason for the slow
progress and inappropriate implementation of the structural reforms is related to the non-existence
of a clear strategy, lack of vision and lack of appropriate policies that shall treat the thing that is really
to be treated as target i.e. the overall operation of the country in the field of public finance as a whole
as well as the implementation of the rest of the macroeconomic policies. The fact is that over the last
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years there is stagnation in each and every domain of Government policies, especially in the one
regarding the implementation of development programmes for sustainable economic growth and
social stability. Namely, according to economic indicators the total public debt shows a trend of
increase (according to IMF data, from July 2014 the total public debt already reached a level of above
51% of GDP which is very close to the level targeted with the Copenhagen criteria).

Overburdening the public sector with employment of new staff (especially if made from
political reasons), and the lack of serious deep reforms and restructuring of the public enterprises,
also represents a negative contribution for the economic growth and development. The export
policies appear to be inconsistent with the Government programme, whereas when it comes to
economic efficiency i.e. attracting foreign direct investments there was a need to “discover even the
Far East”. The Government as every other agent should be rational in the spending of its resources
and it should insist on most adequately allocating them for the purpose of increasing the efficiency.
Under conditions of global crisis this is not a simple thing to do, but “policy efforts should be directed
at eliminating (or at least reducing) the underlying vulnerabilities, because the crisis cannot be
triggered if there are no vulnerabilities.” (Chamon, Ghosh and Kim, p. 247). Namely, the negative
tendencies of economic imbalance going hand in hand with the lack of strategy for sustainable
economic growth and development are also accompanied with the lack of systematic prevention of
corruption. Although at first glance it seems that it not a matter of a segment of structural policies and
reforms, yet this issue has to be treated with special attention, in the short run advisably.

CONCLUSION

The global financial crisis that hit the whole world is still going on. No one can tell how long it
shall last and what shall be the consequences of it (Kilibarda and all, p.66).Yet, structural reforms can
result in macroeconomic stability and improvement of the economy. Those are painful steps that
cannot be avoided. The usual assistance offered by the international financial institutions regarding
structural reforms is conditioned with many rigorous preconditions. Besides the rest of this, the
preconditions refer to the warranty that the borrowed financial means shall be spent in compliance
with the overall financing goals.

Structural reforms are implemented through appropriate policies in conditions of market
economy. The countries that do not manage to implement those policies are brought into a position
of facing fiscal imbalances and need for increased discipline in the periods that are to follow. Those
who criticize these policies state that the so called financial threats targeted for the countries with
vulnerable economies appear to actually reach the level of blackmailing, which results in these
countries not having another option except the one to meet those blackmailing requirements.
However, it is clear that in this case there cannot be avoided the axiom about the inexistence of ‘free
lunch’.

In the light of the negative actual trends of economic growth and development with many
countries all over the globe, such as some of the EU member countries (Greece, Italy, Spain, Portugal,
Ireland and Croatia), and the countries from the so called Western Balkan and South-East Europe,
where Republic of Macedonia belongs, there can be emphasized two key forms of structural reforms’
policies for solving the problems of the above mentioned countries’ vulnerable economies: the first
form is the one of increased saving on behalf of the state/the Government for the purpose of putting
public finance under control, and the second one are the structural reforms for the purpose of
stimulating GDP growth.

It is undisputable that the Republic of Macedonia needs continuous and evident increase of
GDP per capita. Such a goal can be achieved only through creating conditions for increasing domestic
and attracting foreign direct investments. The flat rate policies, on one hand, unfortunately combined
with the huge public spending on the other (especially in the field of permanent employment in the
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public sector i.e. in the public and state administration), caused negative indicators seen from
economic perspective. Undoubtedly, the small Macedonian economy should reach high rates of
economic growth and development by taking concrete steps for implementing the structural reforms
that shall emphasize the support to small and medium enterprises, increase the export, increase the
labour mobility and labour productivity, and decrease the spending in the public sector as well. Only
in this manner Republic of Macedonia shall be capable of making step forward thus getting closer to
European integrations under conditions when “the key challenge is to increase the level of integration
within the regional and global markets” (EBRD, 2013).
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YOUTH UNEMPLOYMENT IN REPUBLIC OF MACEDONIA: A COMPARATIVE STUDY
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ABSTRACT

The labour market in the Republic of Macedonia is currently experiencing extremely low
employment amongst young and currently struggling with persistently high unemployment rates
estimated at 51.9% in 2013. The government of the Republic of Macedonia has been focusing on lowering
the youth unemployment rate (15-24) through several measures, but these have either failed or yet to
produce the desired results.

Using official data from the National Employment Agency,Labour Force Surveys executed by the
State Statistical Office and Eurostat data, the main aim of this study is to examine the development of
youth unemployment in the past decade (2004-2013) in the Republic of Macedonia from a multi-
dimensional perspective. This while comparing national trends with the EU average and other European
Countries in some contexts.

Findings show that youth unemployment rates in the country has been among the highest in
Europe in the last decade with youth unemployment rates following a somewhat different pattern than
those in comparison with other European countries. The study shows also that there is almost no gender
difference in youth unemployment in the country, but that there are notable disparities when comparing
unemployment among young people across regions in the Republic of Macedonia. It is clear that
Governments measures have failed to produce the desired impact on youth unemployment and that
future policies and other measures need to be more strategically focused and more inclusive.

Keywords: Youth unemployment, unemployment, employment, labour market.
JEL classification codes: ]01; E24

INRODUCTION

The Republic of Macedonia has, since its independence, made significant transformation and
great progress in terms of economic reform, decentralization and social development. However,
despite these advances the country still faces a number of persisting and emerging challenges. One of
these major challenges is a weaklabour market characterized by very high unemployment rate, low
employment rate and low proportion of job creation.

High unemployment is however not a recent phenomenon in the country, nor is the country
an exception in this regards. High unemployment rates (15-64 yrs.) are witnessed across the region
as well as within the European Union, with countries such as Greece (at 27.7%) and Spain (26.2%)
experiencing almost the same level of unemployment as in the R. Macedonia (29%) in 2013. In this
context, of special concern is youth unemployment (15-24 years) which is remarkably and
persistently high in the country despite sizeable gains in educational access and attainment in the
Republic of Macedonia. The concern is not only related to the economic consequence of high youth
unemployment for the country, rather it presents also a serious social concern; posing as such a
serious social threat with eminent impact on amongst others emigration rates of amongst youth in
the country (Janeska, 2013). Furthermore, according to Stambolieva (2008) high levels of youth
unemployment and low youth employment rates jeopardizes the sustainability of social protection
and the pension system in the country.
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Young people are more vulnerable to economic downturns and the first to be cut from employment.
They tend to be ‘last in” and ‘first out’, in other words last to be hired, and the first to be dismissed,
which together with the challenges they face in making the transition from education and training to
the labour market makes them generally subject to higher rates of unemployment than older
generations (United Nations, 2013).

In line with above, the main aim of this study is to shed some light on the development of
youth unemployment in the past decade (2004-2013) in the Republic of Macedonia from a multi-
dimensional perspective. This while comparing national trends with the EU average. The main
statistical data sources used for this study are official data from the national Employment Agency and
the Labour Force Surveys executed by the State Statistical Office for the years 2004-2013;
complemented with Eurostat data for comparisons with the EU average (EU-28).

Macroeconomic Developments

With the dissolution of Yugoslavia in 1991, the Republic of Macedonia became one of six new
countries in the Balkans, and notably the poorest of them all; contributing no more than 5% to the
total GDP of Yugoslavia with a GDP per capita at 2,180 US$ in 1990 (Kostadinov, 2009).

Nearly 25 years after, and despite serious restructuring of both the political and economic
systems, the country still remains among the poorest in the region with an estimated GDP per capita
at 4,839 USD in 2013, with neighbouring countries Albania and Kosovo having lower GDP per capital
levels in the same yearas per Eurostat data. Looking at the growth rate trend over that last
decade(figure 1), it easy to conclude that the country has had a relatively robust growth rate over the
last decade with an average growth rate of 3.5%; lying above the estimatedaverage growth rate for
the EU-28. The economic growth can be mainly attributed, as can also be understood from figures 2
& 3, to increased exports and foreign direct investments (FDI) inflows accompanied with increase in
private consumption, remittances and credit expansion (Mojsoska-Blazevski, 2011).The Government
of the R. Macedonia has in the past years actively been trying to attract Foreign Direct Investment and
introduced several measures, including change of legislation and regulatory, but the inflow of FDIs
(Figure 3) in the last decade has been moderate despite efforts and data indicates high fluctuation in
FDI inflows from year to year; emphasizing no stable FDI inflows. For a small and open country such
as R. Macedonia, FDI play a crucial role in the countries growth and ability to create new jobs.
According to US Department of State, Investment Climate Statement for Macedonia (2013), the R.
Macedonia is despite its effort to adequate FDI failing in doing so for several reasons to include high
levels of corruption, lack of transparency, lack of capacity and communication in and among
ministries, and concerns about the rule of law and proper contract enforcement.

Figure 2: Real GDP Growth Rate 2005-2013 (Annual, %)*
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Figure 3: Annual Trade Balance in R. Macedonia 2004-2014 (millions, Euro)
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Figure 4: Net Foreign Direct Investments 2004-2013 (million, Euro)
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As can also be seen from trends in figure 1-3, the Macedonian economy has not remained immune
to the spill-over effects of the economic crises. However, the negative effect has been considerably
less than what has been experienced by most European countries. The main reason for this is the
limited capital account openness (Ristevski, 2010). In the case of the Republic of Macedonia, the
consequences of the economic turmoil mainly materialized through a notable fall in exports and
Foreign Direct Investments (FDIs).The GDP growth was negative in 2009 (-0.4%), which is a drastic
fall from 5% in 2008 and 6% in 2007. The growth rate has recovered since then with a 2.7% growth
in 2013.

Youth Employment and Labour Market Participation

Looking at youth labour market participation (activity rates) and youth employment, data
shows (figures 4 & 5) that despite a positive trend with increasing rates over the past decade, rates
are still very low in both cases compared to the European Union (EU-28) in 2013, more specifically
17 p.p- lower in the case of youth employment and 8.5 p.p. lower in the context of labour market
participation.
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Figure 5: Youth Activity Rates by Gender (%)
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The youth labour market participation increased from 32.7% in 2004 to 35.9% in 2007-08,
but began to drop again reaching 33.6% in 2013. The fluctuation over the years in the overall youth
labour participation rate is a response to similar fluctuations in the male youth activity rates for the
same period, while female youth activity rates have remained relatively steady throughout the same
period but at a very low level compared to male activity rates, more specifically 12.8 p.p. lower in
2013.

According to the World Bank (2008), lower female participation rates are mainly driven by
very low levels of participation of young-rural-unskilled women.According to the same report, most
women who are not in the labour force are either in school or undertaking household activities.

Figure 6: Youth Employment Rate by Gender (%)
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The trend in youth employment over the years show as somewhat different pattern than labour
force participation rates, with female employment slowly but steadily increasing throughout the
period reaching 13.3% in 2013 from a mere 9.4% in 2004, though with a small set back in 2010 where
it fell temporarily to 10.6%. Male youth employment trends on the other hand show a somewhat
different pattern. The male employment rate increased steadily in the first part of the period and
culminated in 2009 at 20.6%, and dropped subsequently in 2010 and 2011 slightly to increase again
in 2012 and 2013, reaching 18.9% at the end of the period.

Youth Unemployment 2004-2013 in the R. Macedonia

The Republic of Macedonia is suffering from persistently high unemployment, which lies well
above the EU average. The overall unemployment rate has over the past decade decreased by 8.2 p.p.
but remains still at very high level (29% in 2013 according to the State Statistical Office, Labour Force
Survey,2013). Looking specifically at youth unemployment in the country (figure 6), the data display
a much worse and alarming situation. This especially since young workers represent a group that can
significantly contribute towards a more dynamic economic development of the country through their
knowledge and creative abilities (Kjosev, 2007). As indicated by the data (figure 6), youth
unemployment in Macedonia is extremely high; reaching a rateof 51.9% in 2013. Itis app. 1.8 times
higher than the national aggregate unemployment and 2.2 times higher than the average youth
unemployment rate in Europe (EU-28) for the same year; surpassed only by Greece (57.9%) and
Spain (54.6%) as per Eurostat data (Table 1).However, on the positive side, and looking at the
development of youth unemployment over the past decade, the trend shows a decreasingpattern with
an overall decrease of 13.1 p.p. over the past decade with a moderate decrease of 1.31 p.p. per annum.
The decrease although positive, it is less encouraging when compared to the ratio between youth
unemployment and aggregate unemployment, which are almost identical (1.75 in 2004 vs. 1.8 in
2013), and to the average economic growth rate of the country in the same period. The latter
suggesting that the growth rate in the country to some extend has not been accompanied by new job
creation and thus its impact on youth unemployment has been limited.

According to European Training Foundation (2013), the decline in youth unemployment is
likely to be the result of increasing youth inactivity rates due to delayed entry to the labour market
and continued education and training.

Noteworthy in this context is that the global economic crisis of 2008-09 does not appear to
have hit this category at all given that the youth unemployment rate dropped by 4.7% from 2008 to
2010.

Figure 7: Youth Unemployment Rate, 2004 - 2013 (%)
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Table 1: Youth Unemployment Rates in Select European Countries 2004-2013 (%)

2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
Bulgaria 24.5 22.3 19.5 15.1 12.7 16.2 23.2 25.0 28.1 28.4
Czech Republic 19.9 19.2 17.5 10.7 9.9 16.6 18.3 18.1 19.5 19.0
Denmark 7.8 8.6 7.7 7.5 8.0 11.8 14.0 14.2 14.1 13.1
Germany 13.0 15.5 13.8 11.9 10.6 11.2 9.9 8.5 8.0 7.8
Ireland 8.3 8.6 8.6 9.1 13.3 24.0 27.6 29.1 30.4 26.8
Greece 26.1 25.8 25.0 22.7 219 25.7 33.0 44.7 55.3 58.3
Spain 22.5 19.6 17.9 18.1 24.5 37.7 41.5 46.2 52.9 55.5
Croatia 32.8 323 28.9 25.2 23.7 25.2 32.4 36.7 42.1 50.0
Italy 244 24.1 21.8 20.4 21.2 25.3 27.9 29.2 35.3 40.0
Austria 121 11.0 9.8 9.4 8.5 10.7 9.5 8.9 9.4 9.7
Portugal 14.1 16.2 16.5 16.7 16.7 20.3 22.8 30.3 37.9 38.1
Romania 22.3 20.2 214 20.1 18.6 20.8 221 23.9 22.6 23.7
Slovenia 14.0 15.9 13.9 10.1 10.4 13.6 14.7 15.7 20.6 21.6

Source: Labour Force Survey, Eurostat.

According to Micevska (2008) the very low employment rates and high unemployment rates
in Macedonia can essentially be explained in the absence of significant labour supply constraints in
the country and the limited labour demand, especially from the private sector. The private sector
which is represented almost entirely by micro and small enterprises accounts for app. 80% of total
employment in the country (ETF, 2013). These are often small family businesses and have as such
low potential for generating business and employment growth due to the lack of both financial capital
but also poor management experience (ETF, 2013).

The high unemployment rate amongst youth in the Republic of Macedonia can partly also be
explained by the employment in the informal economy. The grey labour market is of considerable size
and it is estimated that informal employment accounts for roughly 43% of youth employment (Table
2), while male and female youth employment in the grey market accounts for 59% and 41%
respectively of total employment in the informal economy. The Government introduced in 2007 a flat
tax system with proportional tax rates for personal (PIT) and corporate income (CIT) with the aim of
shrinking the informal economy and making it easier for companies to register their employees.
However with total employment rates decreasing (figure 5) in the period following the tax reform, its
effect in this aspect is subject to discussion.

Table 2: Formal and Informal Youth Employment in R. Macedonia, 2013

Formal employment Informal employment
Age Group
Total Male Female Total Male Female
15-24 Year 27172 16 601 10571 20755 12 244 8511

Source: Labour Force Survey, State Statistical Office

Another reason of the high level of unemployment in the country according to the World Bank
(2008) can also be attributed to a large fraction of young men and women who are practically
detached from the labour market but are considered to be unemployed. In this case referring to youth
unemployed longer than 4 years and/or do not actively look for jobs.
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Male vs. Female Youth Unemployment

From a gender perspective, it is noticeable that unemployment rates across gender groups
are quite similar in the Republic of Macedonia as opposed to what may be witnessed in other
European countries. Male and female youth unemployment rates have both dropped from 65% in
2004 to 52.5% and 51% respectively. While female youth unemployment rates have been decreasing
steadily over the period, male youth unemployment rates have been more dynamic and have
fluctuated over the course of the period increasing in the period 2010-2012 to as much as 55.5%. In
2013 the male youth unemployment rate began to drop again by 2.7 p.p. reaching 52.5% in 2013.
Compared to the EU average (EU-28), registered data shows (figure 7)that both male and female
youth unemployment rates in the Republic of Macedonia are slightly two time higher than the EU
average rates for female and male youth unemployment. The figure also shows that both female and
male youth unemployment in Europe have been severely touched by the global economic crisis
indicated by growing rates in both cases in the years after the crisis.

Figure 8: Youth Unemployment Rate by Gender, 2004-2013(%)
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Youth Unemployment by Educational Attainment

Looking at youth unemployment rates from an educational perspective (Figure 8), the data
indicates that the highest incidences of unemployment are generally found among youth having
completed tertiary education (levels 5-8), while those with lower educational level are less exposed
to unemployment.A reversed picture vis-a-vis youth unemployment by educational attainment is on
the other hand witnessed in the European Union (Figure 8). This phenomenon can be explained partly
by the oversupply of educated youth (i.e. skills mismatch) and partly by wage reservation
mechanisms. From a gender perspective, females who have completed tertiary education have the
highest incidences of unemployment in the gender group with an unemployment rate at 67.7% in
2013 which is slightly less than in 2006 and 4.7 p.p. lower than the rate in 2009. Unemployment
among youth males with tertiary education has on the other hand shown improvement over the years
dropping from 64.8% in 2006 to 48.7% in 2013, making this category less vulnerable to
unemployment compared to females and males with lower education levels. Compared to the EU, the
unemployment rates by educational attainment show that national rates lie well above the EU
averages which are on the rise basically since 2009 and onwards.
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Figure 9: Youth Unemployment by Educational Attainment by Gender (%)
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Youth Unemployment by Duration

Youth unemployment in the Republic of Macedonia is characterized predominantly by long-
term unemployment (unemployed more than 12 months), with young males more exposed than
young females (Table 3). This to be the case for both the Republic of Macedonia and the EU-28. While
the share of long-term unemployment as a percentage of total unemployment in the case of young
women was remaining at the same level in 2013 as in 2006 at app. 73.5%, whilst fluctuating in
between, long-term male unemployment as a percentage of total unemployment has slightly increase
by 1.3 p.p. from 2006 to 2013, reaching 75.1% in 2013. In the EU context, figures show a steady
increase in the share of both young males and females from 2009 and onwards reaching 37.2% for
males in 2013 and 32.6% for females in the same year. The comparison with the EU-28 average shows
also that long-term youth unemployment in the Republic of Macedonia is twice as high as the EU-28
average.

Table 3: Long-term Youth Unemployment (12 months or more) as Percentage of
AggregateUnemployment 2006-2013, (%)

2006 2007 2008 2009 2010 2011 2012 2013
Total (RM) 73.7 70.8 72.1 66.9 70.2 60.2 70.2 74.6
Male (RM) 73.8 73.9 74.4 68.4 73.3 64.0 70.9 75.1
Female (RM) 73.7 66.1 68.4 64.3 64.2 53.8 69.3 73.6
Total (EU-28) 28.4 26.2 219 25.5 29.9 31.5 33.5 35.1
Male (EU-28) 29.3 27.8 23.6 27.0 32.6 33.6 35.8 37.2
Female (EU-28) 27.3 24.2 19.9 23.4 26.5 28.9 30.5 32.6

Source: Labour Force Survey, Eurostat.
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Regional Trends in Youth Unemployment in R. Macedonia

Available data (Table 4 & 5) indicates that here are large disparities in labour market
outcomes across regions in the Republic of Macedonia both when looking at aggregate unemployment
and youth unemployment. Higher incidents of aggregate unemployment is witnessed in the North-
eastern (44.9%), South-western (36.7%) and in the Polog region (33.6%) which all had a higher
unemployment rate in 2013 in comparison with the national unemployment rate (29%).

The East region and the Southeast region have the lowest unemployment rates with 19.5%
and 18.8% respectively, though with an increasing trend in comparison to previous years where the
unemployment rate has been as low as 9.3% in 2011 in the South-east region. Except for the latter
two regions, Polog and the Southwest region, all other regions have in the period 2009-2013
experienced improvements in aggregate unemployment with the Polog region experiencing the
highest increase in unemployment rates over the period (6.3 p.p. from 2009 to 2013). The low
unemployment rates in the above mentioned regions is attributed to the fact that these regions have
a large agricultural sector (World Bank, 2008). The disparity of unemployment across regions is
obvious as is the fact that regions with relatively high unemployment rates are regions with
traditionally high unemployment rates (Northeast region) comparative to other regions, and the
same applicable for regions with relatively low unemployment rates (Southeast region).

Table 4: Aggregate Unemployment in R. Macedonia by Region, 2009-2013, (%)

. Unemployment rate
Region

2009 2010 2011 2012 2013
Republic of Macedonia 32.2 32 31.4 31 29
Vardar Region 39.7 37 36.4 35.9 29.8
East Region 17 16.4 16.4 18.5 19.5
Southwest Region 32.7 34.3 42.8 42.3 36.7
Southeast Region 14.4 11.5 9.3 13.8 18.8
Pelagonia Region 33.2 33.6 31.4 25.3 22.2
Polog Region 27.3 30.8 31.8 34.2 33.6
Northeast Region 64.8 62.8 59.6 52.8 449
Skopje Region 335 33 30.7 31.3 29.3

Source: Labour Force Survey, State Statistical Office

In the context of Youth unemployment in various regions in the Republic of Macedonia data
shows (Table 5)disparity across regions in the number of registered unemployed youth with the
Employment Agency. The trend in registered unemployed youth with the National Employment
Agency is downwards with numbers decreasing by 18.5% in the Eastern region to as high as 52% in
Skopje from for the period 2009 to 2012. Looking at the drops in registered unemployed youth from
2012 to 2013 even higher percentages are evident; from 28.7% in the Eastern region to 66.9% in the
Skopje region. The latter can be explained by the fact that the National Employment Agency has
changed the way upon which they register unemployed in 2013, following the adoption of the change
of the Law on Employment and Unemployment Insurance, which meant that in 2013 unemployed
were separated and registered in one of two categories: active unemployed persons and other
unemployed persons (Mitev, 2013). The first category are unemployed looking actively for
employment and obligated to register with the Employment Agency every month, while the second
category is “passive” unemployed obligated to register with the Employment Agency on every six
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month. Figures presented by the National Employment Agency for the year 2013 (Table 5)are thus
only registered active unemployed persons (youth). Based on the figures from the National
Employment Agency, Skopje region has the lowest number of unemployed youth (1623) in 2013
followed by the North-eastern region (1667). While the Eastern region and the South western region
top the table with 3416 and 2853, respectively, registered active unemployed youth.

Table 5: Registered Youth Unemployed with the National Employment Agency by region 2009-2013

Region 2009 2010 2011 2012 2013
Eastern 5875 5528 4967 4790 3416
North-eastern 5559 4780 4304 3343 1667
Pelagonia 6189 5824 5141 4525 2103
Polog 7246 6929 6170 4710 2381
Skopje 10264 8571 7384 4917 1626
South-western 10289 9531 8346 7110 2853
Vardar 4503 3960 3581 3056 1387

Source: Own calculations based on National Employment Agency in the Republic of Macedonia

Causes of Youth Unemployment in Macedonia

Youth unemployment is vastly studied and discussed in literature, and does as such not
present a new or unexplored area, and high unemployment levels is rarely attributed to a single
factor. In the case of Macedonia, the high level of youth unemployment can be attributed to a series
of factors, this in addition to the large informal economy, of which only a few will be highlighted.
Firstly, youth unemployment in Macedonia is frictional in the sense that young people have difficulty
in making the transition from school to the labour market and generally moving from one job to
another, if dismissed from job. This difficulty among youth is common worldwide, and according to
the UN (2013), it can be explained amongst others by the lack of proper career orientation and job
search education, their age thus lack of experience or substantial experience, due to the lack of
profound networks which can provide them information on and access to job opportunities. The poor
quality of service provision by the National employment agency and their inability to serve as a bridge
between unemployment and employment is also an important element of this. According to Mitev
(2013) the National Employment Agency is more promoting itself as a job market institution instead
of Agency for support of unemployed. Hence, young people in Macedonia are quite disadvantaged in
finding employment or new employment.

Secondly, youth unemployment in the country is also structural. With increasing enrolments
in higher education, limited economic growth and low job creation, a substantial mismatch is evident
in the Macedonian society between labour supply and labour demand. This including a skills
mismatch evidently in the labour market with the higher education producing skilled labour, not only
at rates that cannot be absorbed by the industry, but rather irrespectively of industry needs.
Furthermore, due to the absence of quality vocational education and training, young people have it
difficult to learn new skills applicable to the industry. Another element is related to the geographic
immobility (internal migration). Young in Macedonia have it difficult to move to other regions within
the country or simply from rural to urban environments to get a job. As research is needed to
understand this phenomenon in more detail in the Republic of Macedonia, this difficulty may be
closely related to their age, family ties, or simply because they look towards international immigration
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as a more sustainable solution. While this may be related mostly to male youth, for females social or
family conventions on the female role in the household may also apply in addition.

The high level of unemployment in the country may also be explained by the high degree of
voluntary unemployment amongst youth. Many young people remain unemployed or withhold
themselves for looking for employment in the private sector in the hope of landing a job in the public
administration which they believe is more long-term sustainable despite prospects of lower salaries,
while other choose to stay unemployed because there are looking towards migration and job
opportunities outside the country. While a third group simply remain unemployed due to inflows of
sizeable remittances from parent(s) or other relatives (Mojsoska-Blazevski, 2011).

Finally, the high youth unemployment in the country can also be explained by the poor economic
performance of the country and the inability of the government to create jobs in general, especially
to account for new entrants to the labour market. The volume of Foreign Direct Investments have
been relatively low and have not stimulated job creation to the extent hoped.

Government Policies and Measures

Political attention to towards youth unemployment has in the past decade been growing in
the country and Government measures to fight this phenomenon have not been missing. The
Government of the Republic of Macedonia recognizes the eminent danger of consistently high youth
unemployment rates and the complexity involved in lowering unemployment rates, in particular
amongst the younger generations, and has as such since 2006, undertaken several labour market
reforms and introduced measures specifically aiming to fight unemployment amongst youth.
However, the composition and effect of these measures is highly debated and questioned in both
literature and public settings; alluding that government measures undertaken to date are generally
weak and non-inclusive; lacking both coordination, concerted action, and not reaching the most
vulnerable youth in the country (Janeska (2013); ETF (2013); Kjosev (2010); Risteski (2010);
Progress (2012)).

According to Janeska (2013), while referring to below measure, the results of so far
implemented strategies, action plans, programs, measures and activities were modest and did not
contribute for significant improvement of the unfavourable situation on the labour market in the
Republic of Macedonia.

Measures introduced since 2006 by Government to fight unemployment in the country:

e National action plan for employment in the Republic of Macedonia 2006-2008
National employment strategy 2010
National action plan for employment in the Republic of Macedonia 2009-2010
National employment strategy 2015
National action plan for employment in the Republic of Macedonia 2011-2013
Operational plans for active employment policies and measures (annually since 2007)
Action plan for youth employment 2015
Strategy and action plan for volunteering promotion and development 2010-2015
Action plan for informal economy decrease for 2013 etc.

Based on the recognition that the country is facing both quantitative and qualitative
challenges in youth unemployment, the Government introduced a few years back the “Action plan for
youth employment 2015”, targeting 28% of the total youth population aged 15 to 29 years old (app.
135,000 young men and women) with its intervention measures (Government of RM, 2012). This wile
devoting approximately €28.2 million for this purpose (Government of RM, 2012). According to the
Action Plan, the Government outlines four strategic objectives and a number of key outcomes:
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1. Strengthen the (youth) labour market governance system by improving the competence
of labour market institutions at all levels to coordinate and monitor the achievement of
employment and youth employment objectives;

2. Enhance youth employability through reform of the education and training system and
raise the quality of career counselling and guidance;

3. Foster youth employment through private sector development by setting up a system
of incentives to promote youth employment and human capital development. To include also
the establishment of dedicated youth entrepreneurship services;

4. Ensure the labour market inclusion of disadvantaged youth by amongst others
improving the targeting and financing of active labour market programmes.

In 2007, a “modern” system of Active Labour Market Measures (ALMMs) and services was
introduced by government within the National Employment Agency with the aim to provide quality
employment services such as counselling and guidance, individual employment planning, labour
market training covering both on-the-job and off-the-job training, and employment subsidies and
self-employment programmes. However according to the European Training Foundation (2013) and
Janeska (2013), ALMMs have proven to be weak, limited and non-inclusive; while suffering not only
from budgetary constraint but also poor coordination and general lack of proper qualification among
National Employment Agency staff to implement these. In example, Janeska (2013) emphasises the
Conditional Cash Transfer Facility programme, which aims to provide employment support for young
unemployed persons (up to 29 years of age) from households that are social assistance beneficiaries
through the provision of financial compensation for unemployed youth in amount of 14.000 MKD
(227 Euro monthly) and 3000 MKD (50 Euro per month to the employer (as compensation for
training and administrative costs). This for a period of six months, but with obligation on the
employer’s side to keep them on job additional six months. Janeska (2013) stresses that although this
may prove as significant motivation for the young unemployed people, the program is limited scope
and can be negatively interpreted since only 125 young unemployed and because many unemployed
youth will not be eligible for this due to the fact that they need to be registered as actively looking for
job. Furthermore, no guarantees exist in continuance of employment after end of program, so
participants may end up becoming unemployed again after the program, as the case with the
internship programme (European Training Foundation, 2013).

CONCLUSION AND RECOMMENDATIONS

Although key labour market indicators have shown some improvement in the period 2004-
2013, the country is still facing critical problems youth unemployment, with long-term
unemployment among youth being especially worrisome. The youth unemployment rate has dropped
by 13.1 p.p. in the study period, but the ratio of youth unemployment to aggregate unemployment
remains more or less still the same. It can thus easily be concluded that the Government efforts and
measures in the last decade has failed or yet to yield substantial results in lowering youth
unemployment rates. With a youth unemployment rate at 51.9% in 2013, the Republic of Macedonia
ranks amongst the highest in Europe with a 2.2 times higher youth unemployment rate compared to
EU-28. Furthermore, considering current macroeconomic and political trends, little hope exist in the
achievement of a substantial decrease in youth unemployment rates in the near future.

While recognizing the complexity and multidimensional aspects involved in combatting youth
unemployment, and both the quantitative and qualitative challenges in this aspect, the institutional
framework governing the youth labour market, should address and formulate policies and measures
in the future in a way that they effectively and inclusively address youth employment through
intervention in key areas impacting youth unemployment such as macroeconomic development
impacting job creation, development of education and training policies with specific relevance to
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labour market needs, and development of labour market policies that can gaps in labour demand and
supply. This whilst carefully studying and understanding the nature of youth unemployment in in the
Country. In other words, Government needs to look deeper into the causes of youth unemployment,
this not only in the deficiencies related to the education system (i.e. skills mismatch) but also of the
labour market. Increasing ALMP budgets, coverage and efficiency, and promoting and stimulating
youth entrepreneurship are essential in this aspect, as well is the inclusion of the private sector in
developing and implementing measures and policies combatting youth unemployment in various
aspects. This across all regions and especially amongst more vulnerable groups in the country such
as rural females, ethnic minorities, etc.
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ABSTRACT

The global crisis from the first decade of the 215t century raises many serious issues about: the
crisis in the economic theory, the appropriateness of the practice, the accuracy of Marx’s prediction, the
fate and sustainability of capitalism ...

Hence the inspiration to write this paper, but not with the intention to completely answer the
raised questions, but rather to kindle the interest, within scientific or professional circles, about further
efforts in this subject with a view of crystalizing the standpoints and opinions about designing a society
with a humane face and profile, as the right of every individual regardless their spatial and temporal
location.

Therefore we structured this paper as a short overview of our standpoints regarding each of the
raised issues, and we drew appropriate conclusions wherever rational and argumentable. Let the
participants in this conference judge how right we were.

Keywords: global crisis, questions, answers, solution.
JEL classification codes: P00, P1, P5, F3, F60, F65

“Everything the communists told us about
communism was a complete lie, but everything
the communists told us about capitalism was
actually true”

(Russian joke from the 90s)

INTRODUCTION

The global crisis, whose seeds were planted as far back as 2001, showed its biggest symptoms
by 2007, i.e. first the inability to repay mortgage loans, which then snowballed to unprecedented
proportions which characterized this crisis as a financial, economic, debt, structural and systemic at
the same time. People still cannot discern the end of this crisis, reflected by reduced production, high
unemployment, budget, fiscal and foreign trade deficits, as well as the stagnating commercial
activities, accompanied by poverty and misery.

Bearing the “made in USA” attribute, the crisis “virus” infected, through the globalization
tunnels, more or less all countries in the world and mostly the Eurozone7s, not sparing even the

75 Due to the traditionally close ties to the U.S.
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former socialist economies which, after the transition, became parts of the monolithic capitalist
system.

To make the irony even bigger, the ruling liberal doctrine could not offer a package of
measures to repair/eliminate it, and the solutions for the crisis were sought among the nefarious
governmental interventions incompatible with the principles of the “lessez laize” concept.

Clearly, this time it was not about the well-known revival and booming cycles, immanent to
capitalism, but rather the unraveling crisis reached deeper, and touched the very contours of the
capitalist system, i.e. the theory on which it was based, as well as the practice through which it
pulsated.

In this context, the current crisis, comparable to the one from 1929-1933 (the reasons that
created it and the treatment “therapy” applied) raised many serious issues like: the viability of the
current macroeconomic theory, the effectiveness of the practical developments, the reaffirmation of
Marx’s predictions, the infallibility of capitalism as “the end of history”, i.e. its sustainability within
the new circumstances.

The Theory’s Fault

Axiomatically, economic theory always correlates to economic practice. If the actual shifts are
dissonant with an accepted theoretic paradigm, then the transformation of the theoretic concepts
becomes an imperative in order to adapt them to the current circumstances of reality. This is exactly
what happened in the environment of the current crisis - the dominant macroeconomic theory could
not explain the actual economic oscillations, i.e. it could not offer solutions on how to amortize them.
Therefore this latest crisis also entailed a crisis of the theoretic postulates’é, and retrospectively
raised the issue of changing them in favor of new ones. The evolution in the development of capitalist
society corroborates this conclusion.

Until the occurrence of the great economic crisis (1929 - 1933), the classic economic theory
dominated the capitalist scene, based on Smith’s “invisible hand of the market” idea as the single and
automatic regulator of economic flows, capable of achieving balance automatically?” without any
external interventions7s.

The 1929 - 1933 crisis shook the foundations of liberalism which, faced with the crisis
oscillations, could not offer adequate responses to them. Then Keynesianism made a big entrance,
suggesting that the market cannot balance itself and state intervention becomes a condition sine qua
non in regulating the economy. The period of managing the economy in the spirit of Keynes’ ideas or
the so called “state capitalism”, as a theoretic concept, dressed in new garb, connected to the practice,
i.e. to the actual developments. The state successfully coped, by applying the new economic policy
(Roosevelt’'s New Deal) with the signals emitted by the practice. This gave birth to the “mixed
economies”, as a kind of combination between the market and interventions?9, and the crises got a
new face, i.e. they occurred in the form of mild and resolvable recessionsso.

However, the orthodox liberal school, led by Hayek did not rest during this period. Its
proactivity was especially emphasized with a view of stressing the capitalist market advantages vs
the Soviet socialist model, especially during the block conflict, also known as the “cold war”.

76 The economic crises also initiate crises in the macroeconomic theories, noted J. Robinson.

77 The Say’s Law of Market.

78 However two fields were under the control of the government: banking and foreign trade.

79 The Samuelson will state “our economy is a mixed economy” and President Nixon will say “we’re all Keynesians”.

80 Hicks will also contribute to Keynesianism with his model of the relationship between the real and the monetary sector (IS-LM),
i.e. the Philips curve reflecting the inverse relationship between the inflation and unemployment.
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When, during the middle of 1970s, the stagflation phenomenon occurred (stagnation and
inflation at the same time), provoked by the growth of oil prices8, the “weapon” against Keynesianism
was found. “State capitalism” lost the battle to the argument that the new negative tendencies lie in
the wrong moves of the state, i.e. the “errors and the deficiencies” of the Keynesian doctrine. Thus,
the “liberal winds”82 blew once again over the capitalist lands, and the broad wave of total
privatization, maximal liberalization and full deregulation incorporated in the so called
“Reaganomics” (USA) and the so called “Thatcherism” (G. Britain)83 started in practice. All of this
meant the return of the liberal principles in all pores of capitalist society, i.e. majorization of the role
and the significance of the market to the level of a market chaos. Precisely this chaos of the American
mortgage markets caused the financial crisis (2007) which subsequently “mutated” into all possible
types of crises which the “visible hand” of the state now tries to sort out.

We think that the reincarnation of the orthodox liberalism in the new and changed
constellation of the market, as well as of capitalism as a system, dispersed the crisis ingredients from
the U.S. to all possible global destinations. It would have been rather better to work on the
convergence (and not the confrontation) between the systems (capitalist and socialist), which
actually happened in practice and which Tinbergen, inspired by the real manifestations, generalized
in a theory.

In genere and the macroeconomic theory bears the fault for the current crisis because the
science track (turned towards the rational allocation of the limited resources to optimal satisfaction
of the societal needs) conveniently shifted into the ideology track (turned towards satisfying the
profit interests of the minority, to the detriment of the interests of the majority).

The Fault Of The Practice

The practice, on the other hand, registered suspicious, speculative developments
subordinated to his “highness” -profits. The chronology of events between 2001 and 2007
corroborates this conclusion.

The epicenter of the emerging crisis relates to the U.S.8¢ mortgage market, going back to 2001
when the higher profit rates led to massive shifts of the capital (domestic8> and foreign8¢) in it. The
mortgage loans “boom” on this market was provoked by the low interest rates, i.e. the excess
availability of funds which the American banks had to disburse in order to increase profits. The easy
access to these loans increased the demand which, in an environment of subdued demand, resulted
in a permanent growth of real estate prices?’. Primarily, the loans targeted the people who consumed
more which, in turn, stimulated the growth of productionss. At the same time all kinds of speculative
games were at play. The banks approved high risk, toxic loans, also known as subprime loans since
the banks approved them indiscriminately, based on devalued criteria and without solid
corroborative documentation. Then they converted the loans into bonds, securities and a plethora of
their financial derivatives, which they easily transferred on the U.S. and other financial markets. Thus
the banks acquired the cash assets they needed to increase their lending operations (anticipated bank

81 This “crisis” cannot even begin to compare with the previous one.

82 Laffer’s supply-side economics, Friedman’s monetarism and Lucas’ rational expectations theory.

83 That was a time when the public sector was intensively privatized, the liberalization reached its maximum level and regulation
was at a minimum, the taxes of the rich reduced vs reduced tax breaks for the poor, with free international flow of capital (foreign
direct investments). The consequences included huge budget deficits, redistribution of the income and polarization of the population.
84 This ma