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ABSTRACT

For the majority of transitional countries, including those established form the
territories and republics of ex Socialist Federal Republic Yugoslavia (SFRY), fully
fledged membership in the European Union (EU) had been and for some is still one of
the major economic and political development objectives. Reasons for such objectives
are but few. From beginning of the last decade of 20" century countries in economic
and political transition vision EU member countries (EU 15) as a beacon and hope for
their fast national welfare grows and for democratic system development. Besides
hoping to become part of EU economic and political success and stability transitional
countries were often aware of the global growth in the number of economic
integrations. Registered number of economic integrations — Regional Trade
Agreements (RTA) - with the World Trade organization (WTO) has grown significantly
after 1991; from approximately 100 to 484 registered and 293 active RTAs at the end
of December 2010. The process was coupled with so called economic globalization
characterized and driven by non precedential fast and structured technological
progress. Technological progress in last approximately 20 years was much faster that
any time in the human history. Technology advancements created a need for growing
national and business investments into R&D, together with vital need for improved and
growing utilization of economics of scale and scope effects. RTAs number growth was
probably one of the most acceptable responses of increasing number of national
governments to the new challenges and opportunities created by globalization and
technological progress. Global process of growing number of RTAs was and is just one
of additional arguments supporting the wish and the need of remaining transitional
countries in Europe — Western Balkan Countries (WBCs)- to speed up their process of
accession and membership in the EU.

Approximately 20 years after the beginning of the transition from non-market and non-
democratic societies a considerable number of transitional countries are still in the
process of EU accession or in the position of EU membership aspirations only. Among
such countries the major part includes states formed on the territory of ex SFRY. Only
exceptions are Slovenia as 2004 EU new members and Croatia who in June 2011
concluded negotiations for EU membership. Croatia expects signing of accession
agreement in December 2011 after the national parliamentary elections and the EU
membership in the middle of 2012.



Years and decades long efforts to finalize process of EU association and accession of
WBCs, together with there high starting positive expectations and hopes related to EU,
make sufficient reasons to analyze accession and expected effects of the EU
membership. Based on theory the paper explains expected integration economic
effects; trade growth and its orientation (TD and TC), factor mobility impacts,
competition change on national and partners markets and other challenges. Theory
will help to show that expected positive economic and welfare growth effects of
economic integration depend mostly on national business and government effectiveness
in utilizing the positive development potential created by economic integration
membership. Theoretical background will help to assess EU membership impacts for
Slovenia.

Achievements and problems of Slovenia as accessing and as EU member country could
help to understand better present position and future potentials of transitional
countries that still aspire for the EU membership. B&H is no doubt such country.
Although having specific national economic and political environment it could still
develop challenging additional benefits during accession process based on experiences
and achievements relevant for Slovenia.

Key words: economic integration (RTA) effects: competition change, trade creation,
trade diversion, Western Balkan Countries (WBCs), Slovenia EU membership;

GDP/capita growth, trade structure, economic crises impacts.

JEL classification: F15

1. INTRODUCTION

For the majority of transitional countries, including those established form the
territories and republics of ex Socialist Federal Republic Yugoslavia (SFRY), fully
fledged membership in the European Union (EU) had been and for some is still one of
the major economic and political development objectives. Reasons for such objectives
are but few. From beginning of the last decade of 20™ century countries in economic
and political transition appreciated EU countries (EU 15) and EU membership as a
beacon and hope for their fast national welfare grows and for democratic system
instruction. Besides hoping to become part of EU economic and political success and
stability transitional countries were often aware of the global growth in the number of
economic integrations.



Figure 1 Growing global number of economic integrations (RTAs) 1948-2010
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The growing global number of international economic integration agreements
additionally develops strong massage to WBCs that joining the EU would mean just a
needed reaction to the global integration trends. How accurate such conclusion could
be one can understand looking to the growing number of registered and active number
of economic integrations worldwide. Registered number of global economic
integrations - by World trade Organization (WTO) called “Regional Trade
Agreements” (RTA) - has grown significantly after 1991; from approximately 100 to
close to 484 RTAs at the end of 2010.

Evidently and by some surprise the numbers of active and registered RTAs were
growing continuously in the first years of world’s financial and economic crises as
well. The surprisingly high numbers of RTAs might reasonably support the idea that
economic integrations among stets are good, acceptable and promising solution
whether in good or bad economic development periods. To the recent times the interest
to join one of the largest and most elaborated economic integration groupings which is
European Union (EU), was extremely strong. Among the countries aspiring for the
membership were and are so called Western Balkan Countries (WBCs) too. The
countries from WBCs are: Albania, Bosnia and Herzegovina, Croatia, the Former
Yugoslav Republic of Macedonia, Montenegro, Serbia and Kosovo."

Ten transitional countries get into the EU in 2004, and 2007. Among them was
Slovenia. All this countries have rather different economic development levels and
performance before and after EU accession. During last years economic crises
performance and long term results of the new EU members have started to differ
largely. Their economic performance results range from relative successful growth and
development (Poland for example with 3,8% growth in 2010) to large decreases and

! Kosovo under UNSCR 1244/99.



negative growth what happened in Slovenia (close to -8% real GDP growth in 2009
and slightly positive in 2010). We will examine same aspects of what has happened in
Slovenia that after few successful years in the EU membership its economic downturn
was so strong. Major focus of examination is related to the question whether EU
integration impacts or the international financial and economic crises or perhaps
national economic and political realities in Slovenia have been the reason for present
rather difficult economic situation. The situation is characterized by low and uncertain
economic growth rate by large and growing public dept and budged deficit coupled by
high unemployment.

2. EU DEVELOPMENTS AND PRESENT EURO ZONE PROBLEMS AS WBCs
ASSOCIATION PROCESS BACKGROUND

EU especially the members of the Euro zone are presently faced with threats to
monetary and integration stability based on growing danger created by potential
financial bankruptcy of Greece. The dilemmas created on such developments are
questioning the entire future stability and sustainability of the EU as economic
integration of 27 countries. The risks for the future successful EU functioning are
growing especially in the case of 17 EU euro zone members. Growing concerns about
the EU future are confronted by the notion that EU has been one of the most successful
economic integrations worldwide up to recently. However EU stability and its future
developments are additionally increasingly debated after accumulation of too high
public financial deficits in cases of Ireland, Portugal, Spain and Italy especially.

Beside too high public financial debts of a number of the EU members the economic
performance of the EU and of majority of its members is not strong. For 2011 major
economic indicators for EU 27 and for some of the key members are not in fact really
promising. GDP increased only by 0.2% in both the euro area (EA17) and the EU27
during the second quarter of 2011, compared with the previous quarter. (Second
estimates released by Eurostat, Sept. 2011) In the first quarter of 2011, growth rates
were +0.8% in the euro area and +0.7% in the EU27. This years EU growth rate is not
sufficiently promising to effectively help in solving the public financial debt problems
of an increasing number of euro zone members. Additionally realized positive average
EU GDP growth is calculated based on negative growth rates of 8 members, and of 4
with the highest growth rates but which are still not in any case higher of 2%.
Additionally data for Ireland and Greece are not available in Eurostat report. Highly
indebted Portugal has negative growth rate, and highly indented countries like Spain
and Italy have only slightly positive GDP growth rates (see fig.2). Obviously current
data for these EU and euro zone members are not optimistic and are creating doubts
and worries about the economic and political future of the EU and of the euro zone
countries.



Figure 2 Gross domestic product, volumes; Percentage change ql1/q2, 2011
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EU growth and other data suggest that it is probably not possible to solve present
public debts and economic growth problems shortly. Following such assessment
obviously the future stability of these countries and of the entire EU is increasingly
under the question mark. Following such reasonable conclusion intensity of skeptic
doubts about rational of the further association efforts might be intensified. Such
doubts might be accelerated by the notion that proposal made to solve the above debt
and growth problems mainly focus on different restrictive measures directed to public
spending, social and health security. Proposals don’t contain suggestive solutions, ideas
or instruments to boost economic growth and employment whether in the most
indebted or in other EU member countries. On such grounds EU association process
might loose its high past attractiveness among the population of the accessing
countries. This could be the case especially in those countries that have not got EU
candidate status yet. And as well among all those who have not even started the
accession negotiations. Such potentially growing passive and eventually even negative
attitude towards association and accession could easily be develop among a number of
WBCs including B&H. Critically growing internal EU uncertainties about the EU
future, about its stability, functioning and ability to solve the euro zone crises all
together create additional set of inside and outside impacts. The “internal” EU
problems negatively affect the inside level of actual interest and support among present
EU members to genuinely proceed with their efforts for the successful finalization of
the EU enlargement process towards WBCs. Such signals could further decrease
willingness and interest among WBCs to continue with all necessary “domestic” efforts
to move continuously further along the association and accession process.



The possibility of such reactions might be supported by general underperformance of
the EU and euro zone area countries. Namely present and some last years data on some
other aspects of EU economic performance like; consumption, investment, trade and
employment, are in general not really encouraging either. During the second quarter of
2011, households final consumption expenditure decreased by 0.2% in the euro area
and by 0.1% in the EU27 (after +0.2% and 0.0% respectively in the previous quarter).
Gross fixed capital formation increased by only 0.2% in the euro area and by 0.4% in
the EU27 (after +1.8% and +1.2%). Exports grew by 1.0% in the euro area and by
0.6% in the EU27 (after +2.0% and +2.2%). Imports rose by 0.5% in the euro area and
by 0.4% in the EU27 (after +1.5% and +1.4%).

Economic success and stability of the EU is further threatened by developments in
USA and Japan who are often major EU members’ trading and business partners. In the
United States GDP increased only by 0.2% during the second quarter of 2011, after
small increase of +0.1% in the first quarter of 2011. Japan GDP fell by 0.3% during the
second quarter of 2011, after its decrease of -0.9% in the previous quarter. Compared
with the second quarter of 2010, GDP grew by 1.5% in the United States (after +2.2%
in the previous quarter), and decreased by 0.9% in Japan (after -0.7%). (Data; Eurostat
News Release; 127/2011 - 6 September 2011).

Ongoing political dialog and different suggestions for the euro zone stability crises
solution are often not unison or are in the reactions of the international financial
markets not transparent or are too late. Evidently Germy and France are havening their
own (nationally based) interests and agendas while EU Commission and potentially
some other members see the solution in increasing powers of the EU intuitions. One of
the reflections of such wives is recent Mr. Barossa’s proposal to start issuing joint EU
bonds. German’s reaction to his proposal was openly and strongly negative. On such
grounds believes into successful future economic growth and institutional stability of
the EU in reality could be at least seriously questioned. Present economic and
institutional situation in the EU certainly and unfortunately does not make association
process and efforts in WBCs to access EU easier or more attractive. Incising pressure
from major EU members and from EU institutions to reduce public spending in
member countries and especially in the euro zone create increasing public unrest
combined with growing number of public demonstrations. Such developments,
especially because they are mostly of long term nature, create increasing doubts about
the rational related to the EU association and EU enlargement process. In the past in a
number of associated countries often were developed irrationally high expectations of
EU membership benefits. In the EU enlargement process among peoples was accepted
with probably not too much considering its potential positive or negative impacts. By
economic and public debt crisis extending to increased unemployment, growing taxes
and uncertain economic future antidotes of people to enlargement process started to
change. They are starting to be more conscious of the real costs of the enlargement
process. Potential benefits of the enlargement process whether in economic, political or
any other aspect are becoming for those loosing jobs and paying increasing taxes less
and less acceptable and reasonable.

EU enlargement reserved reactions and potential negative sentiments need serious
consideration. Considering and assessing of good and bad outcomes of the EU



association and of its enlargement process is getting more and more necessary for
WBCs and for countries from transitional group who joined EU in 2004 or in 2007.
Such at least analytical effort is necessary when we understand and appreciated the
long term positive impacts which were created in Europe by EU integration and
enlargement processes in the period after the WW II and after 1989.

3. WBCs ECONOMY AND THE EU

Economic crises evidently still hold EU and especially euro zone member countries in
its grip. The countries from WBCs aspire for the EU membership and are in very
different stages of their EU association process (Table 1). Similarly WBCs economic
performance (Annex, Table 1) indicators are not too promising too. Among them most
problematic are rates of unemployment. They range between lowest of close to 13% of
labour force in Croatia to 23% in case of B&H. Additionally balance of payments
deficits and public debts are generally highly negative in case of all WBCs (Annex,
Table 2).

Approximately 20 years after the beginning of WBCs’ transition, from non-market and
non-democratic societies to market economy and to political democracy, still a
considerable number of these countries is in the relative early fazes of the EU
association process. From countries established on the territory of ex-SFRY only
Slovenia succeeded to become member of the EU in 2004. More than 7 years after that
Croatia is second in the row to join EU (signing of accession Treaty is expected in
December 2011).

Years or even decades long process of EU association and of eventual accession,
together with big expectations and hopes of transitional countries that have not yet
succeeded to join EU, suggest the need to analyze reasons for their present lagging
behind “normal” schedule accession status related to some other transitional countries.
These reasons are of WBCs internal nature by general opinion but probably are at least
partly explained too by the EU activities and procedures related to WBCs in the past. In
such present constellation of EU-WBCs relation and activities it becomes necessary to
search for the major reasons or drivers which (could) still keep WBCs and EU in the
negotiating process.
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WBCs are part of a broader EU enlargement process. Within the enlargement and
association process South East Europe countries are having different statuses. Turkey
for instance shows much longer history of association process with the EU as majority
of the WBCs. The first agreement on forming Customs Union with Turkey was signed
in 1963 providing its implementation in 1996.

Figure 3 South Easter Europe and country’s positions in the
enlargement/accession process

| Member | Interim  SAA
states signed

I Candidates || Kosovo:
disputed

H Application

submitted

Source:
http://ec.europa.cu/enlargement/enlargement_process/accession_process/how_does_a_country join_the eu/s

ap/index_en.htm

Evidently EU enlargement history suggests that in some (specific) cases the association
and accession process might be really long in terms of years. Combination of long
lasting and not clearly defined period of association combined with last years of
increasing euro zone crises and staggering economic performance of the EU in general
could really lead to high drop of the efforts and of aspirations to proceed with
association or/and enlargement activities. The danger of slowing or close to stopping
association and enlargement prosesses is in fact potentially developing on both sides
on the side of the WBCs and on the side of the Eu member countries.

We believe that it is important to make all necessary efforts to continue successfully
the association activities on WBCs and enlargement efforts on EU side. At present and
in the future it is highly important for WBCs to improve the level of practical
utilization of all autonomous trade concession measures grated by the EU. Equally
WBCs have to develop and utilize all trade possibilities which are potentially offered
among them by CEFTA membership and by diagonal cummulation of rules of origin.
The following data show trade developments for WBCs globally and with EU27.
WBCs have negative balance of payments for goods in total and with EU.



Figure 4 WBCs trade in goods 2008-2010
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Structure of trade by product groups shows that WBCs have rather high export share of
their products that have potentially low level of added value. Agriculture products
together with textile and closing products for example presented 23,6 % in 2010 of
their total exports to the EU. Trade deficit and structure of trade in goods suggest that
WBCs are not yet able to fully utilize the EU autonomous trade concession.

Recalling the fact of having joint economic space for majority of today’s WBCs twenty
years ago — based on one state territory - supports the idea that there are probably still
some good potentials for more regional trade and for its faster growth. Having strong
trade dependence with the EU makes WBCs intra regional trade growth dependant on
rules of product origin defined by EU for all trade with the WBCs.

Based on Commission notice concerning the date of application of the protocols on
rules of origin providing for diagonal commutation of origin between the European
Union, Albania, Bosnia and Herzegovina, Croatia, the Former Yugoslav Republic of
Macedonia, Montenegro, Serbia and Turkey
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(Table 2) one can conclude that actual support for regional trade growth in the region,
based on rules of origin, has not been fast enough. Diagonal cumulation of rules of
origin in the region has been introduced only gradually which makes creation of new
regional business opportunities a slow and complicated process. Specific technical
requirements additionally create limitations in practical implementation of diagonal
rules of origin among WBCs. The diagonal cumulation can only be applied if the
countries of final manufacture and of final destination have concluded free trade
agreements, containing identical rules of origin, with all the countries participating
in the acquisition of originating status, i.e. with all the countries in which all the
materials used originate. Materials originating in a country which has not concluded
an agreement with the countries of final manufacture and of final destination must be
treated as non-originating. Further should also be recalled that the materials
originating in Turkey covered by the EU-Turkey customs union can be incorporated
as originating materials for the purpose of diagonal cumulation between the European
Union and the countries participating in the Stabilization and Association Process
with which an origin protocol is in force.
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Beside efforts to develop more intensive use of advantages contained in the
implementation of the protocol on diagonal cumulation WBCs should further develop
necessary efforts to optimally utilize all other forms of EU supports. They have to care
that amounts of the EU economic and financial assistance are dully utilized and
properly used in full. WBCs are interested that the economic and functioning crises in
the EU and in euro zone will not eventually create some reductions or other changes in
the EU policy of financial and other supports developed and implemented within the
association process up to now.

4. SOME THEORY OF ECONOMIC INTEGRTION IMPACTS

Theory of economic integration effects starting by Viner’s explanations about Trade
Creation (TC) and Trade Diversion (TD) effects have been developing through
research and publications of Bela Balassa, R.G. Lipsey, Fritz Machlup, Vanables, and
of many others. Beside the theoretical explanations of the expected effects of different
forms of economic integration agreements among states stil there is a major question.
Why in last 20 years the world is faced with intensive growth in the number of
economic agreements or of RTAs as the term is used in the WTO terminology? There
are many possible answers. Among them the one which is related to EU and its
enlargement process and to its trade relations with Mediterranean, Western Balkans
and many other countries like Mexico, Chile, and South Korea etc. Although in last 20
years EU contributed a significant number of new economic agreements, number
presented in the Fig. 1, could not be explained just by the EU enlargement and trade
policy effects. Countries not related to the EU have signed a great number of economic
integration agreements. For them as for the EU and for its integration partners there are
some general reasons that stimulate the growth in number of new economic
integration agreements in the last 20 years. Reasons could be divided into:

1. General reasons related to positive effects expected on the bases of economic
integration impacts (trade growth, additional economic growth, welfare
improvements, stronger economic/political position in global economy, etc.);

2. Specific reasons which have been developed in the international economic and
business environment in approximately last twenty years. This new
developments in global economy created conditions to which economic
integration effects are best suited.

Theoretical static and dynamic impacts of economic integrations are known and studied
for EU and for other economic integration world vide. New dimension in positive
impacts created by economic integration base on specific reasons developed from mid
eighties of twenty century are:

1. Unprecedented fast progress in technology of manufacturing, transport,
communication, in new products inventions, informatics technology, etc. Big
part of huge technological changes is related to different aspects of fast and
extensive informatics and communication technology progress;

2. Parallel development of global economy and competition effects together
with increasing and dominant role of consumers on the markets functioning;
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3. Increased importance of proper utilization of economics of scale and scope
impacts in activities focused on improving international competitiveness;

4. Development of new competition type on global markets. New competition is
combination of old market concept and new ways of their implementation.
The so called monopolistic competition in global trade is a new way of
understanding and implementing the competition behaveour. Monopole and
competition in classical theory could not be linked together. Nowadays in
global economy we see growing number of monopolists who compete with
others, meaning that monopoly is just a short and not secured position due to
new concepts and fast changes in international competitive environment.

Global economic, technology and competition change make economic integrations,
especially in the cases of customs union or higher integrations levels, a solid economic
and business environment with conditions for better utilization of positive and easier
protection against negative changes that are described above. Any economic integration
and especially EU create specific supportive economic and business environment to
accelerated economic growth in member states. Acceleration drivers are based on:

1. Increased trade with TD and TC effects;
Increased (expected) FDI;

3. Competition inducing economic and business improvements; production
restructuring, productivity increases, innovatively, all flowed by new increases
in competitively creating further lowering of production and transaction
costs,....;

4. Additionally in case of the EU; access to the EU funds; pre-accession
funds, for accessing countries and structural and cohesion funds for members.

Economic integration drivers creating higher economic growth (other conditions
unchanged) and increasing national welfare depend in their actual efficiency on two
sets of conditions:

Institutional specifics and size of the economic integration agreement,
Interests and abilities of institutional and business players to use extensively
all economic and business advantages created by economic integration
agreement.

N —

Institutional specifics of the individual economic integration agreement in the direction
of the size of its potential impacts might be illustrated by developments of EU
(European Economic Community-EEC, from beginning) and EFTA. Higher level of
economic integration and vision to deepen its level (from customs union to internal
market) made EU in the past more successful and event attractive to members of
EFTA. That is documented by the first and with some further enlargements of the EEC.
Theoretical explanation of the reasons for more intensive static and dynamic positive
effects in cases of more complex types of integration ere broadly explain in different
studies. We would like here to illustrate importance of second grup of drivers which are
important for the economic integration success.

Activities and results of economic and business subjects within member countries of
the economic integration are conceptually in practice close to the major theoretical
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RTAs characteristics. This characteristics are suggesting different forms and levels of
integration benefits; easier access to larger markets, faster economic and welfare
growth, positive effects of growing competition, etc.. To put it simple if businesses and
other subject, including governments from member state don’t react and don’t adjust to
positive and to some negative impacts created by economic integration agreements then
actual integration effects are limited, highly reduced and potentially even net negative.
Let as illustrate such fact by the following figure, explaining changes of competitive
position of companies on national and on partners’ markets after following elimination
of (just) trade barriers among partners.

Figure 5 Illustration of the changed competitive position created by economic
(trade) integration agreement on national, partners’ and on third markets

Markets to enter by the company from country A — member of integration or country R
— non-integration member

A | B C R
Company from County A relative B - + 0 short 0 long +
to company from Country B, C or C - 0 + short 0 long +
R R 0| + + short 0 long +
Company from County A relative A | - -
to company from Country B, C or B - () -
R C - 1T®

+ Improvments of relative market competitiveness

- Decrease in relative market competitiveness

0 No change in relative market competitiveness

(+) Possible under certain assumption (for example: because of customs union the entry trade barriers are
lowered) in genera it is supposed to be minus to

A, B, C are countries within the economic integration

R - rest of the World or country which is not integration memeber

Commenting opportunities and threats created by integration changes (see Fig. 5) ) of
the competitive environment on national, partners’ and rest of the world markets, has to
be extended over the impacts created only by trade based integration. Higher level of
economic integration — moving from customs union to internal market or event to
monetary union, creates additional, new changes on domestic, partners’ and rest of the
world markets. Enlargement — accepting new member countries - of economic
integration similarly again creates new opportunities and threats related to economic
integration market effects. Looking to the EU one can easily conclude that process of
competition environment change to which businesses and all other subjects in the
society have to adjust is practically continuous from 1958 onwards. Even more so
because creation of other new economic integration agreements world vide
continuously puts all EU member states into the position of the “rest of the world”. In
relation to new integrations outside the EU its members are exposed to all negative
economic and business impacts from changed competitive position on the markets of
(newly) integrated states.

Business and other subject adjustments to impacts — opportunities and threats created
by the EU and by global economic integration processes have to be obviously
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organized, focused and continuous. If that is not the case business and national
economic results are at least sub optimal. In many accessing countries and to some
extend for example as well in Slovenia one could find a lot of elements showing that
the continuous and focused change needed to utilize economic integration environment
effectively is not really developed and implemented adequately. The situation could be
attributed to:

1. Limited understanding and knowledge about economic and business
changes created by integration among businesses, politicians and even among
general population;

2. Expectations based on wrong assumptions that just becoming a member of
integration itself creates enough and permanent positive business and
economic results. Assumption is wrong even in the case of EU structural and
cohesion supports, because their use against the rules create obligation of
refunding to the EU budget;

3. Passivity against economic integration impacts, following believe that
integration is dominantly only political activity. Additional passivity is based
on assumption that economic integration is not affecting businesses that are
focused dominantly on national market. Economic integrations include
obvious political elements. But by creating economic integration political
elements create changed economic, business and social environment. Changes
continuously and more or less directly affect all businesses, all citizens and
national institutions too. So passivity in relation to economic integration is not
acceptable or vice attitude in any country. It is even more not acceptable in
any country associated with the EU.

The suggestions not supporting passivity of different subjects within the functioning of
the economic integration are relevant even in present stated of the EU functional,
monetary, and financial crisis. On one side EU and before EEC had already different
problems of functioning and stability in the past. The past shows (oil crises, exchange
rate floting ...) that for all members acceptable solutions for problems were always
created. Following the theoretical explanations of economic integration impact
probably common solutions were found following the general believe that joint
problems slowing was more acceptable and better within the integration instead of
getting out of the integration. Such understanding of functioning and of impacts of the
EU has probably to be restated and reconfirmed among the member countries and as
well among the associated countries.

5. SLOVENIA AND EVIDENCES OF EU MEMBERSHIP

For every (new) member of the economic integration it is vital to create positive
difference between trade creation (TC) and trade diversion (TD) diversion. Obviously
in case of more complex integration as the EU is, other integration potentials has to be
creatively utilized as well. We will in this paper stick to trade effects only, because in
case of Slovenia they are still highly important and are relevant for WBCs associated
countries too.
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As we showed the text above impacts of economic integration in fact a major part
depends on proper active businesses attitude towards changes in competitive
environment created by economic integration. Slovenia as any other accessing country
utilized positive trade and restructuring effects of economic integration with the EU on
large scale already during the association period.

In Slovenia net positive impacts of integration with the EU were mostly evidenced
through higher economic growth rates supported by open EU market for exports. Free
EU market access was extended after 2004 by entering into internal EU market.

Figure 6 Quarterly GDP growth rates in Slovenia 2007-2011

2 1.5002% 964 % 2% 1% -2
Dm 79131D‘ 0.3858 % 03%08% 0100
- ° . 1%01%

- [ o &Fe—a2227 % = 0108 |e—mpm__=_ - |,

/= 0.096 %

5882 %
-2 -2
-4 -3.3323 -4
-6 -6

-6.0417 %

-8 8
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Source: http://www.tradingeconomics.com/slovenia/gdp-growth

Twenty years after independence the growth and development problems of Slovenian
economy are unfortunately well beyond the impacts which could be attributed solely to
the global financial and economic crises. Or perhaps to the problems of euro zone and
of EU functioning additionally. In the last probably five years, following the inherited
structural and legal problems combined with the global economic crises, Slovenia has
turned its past successful transition process and economic progress into uncertain and
potentially long lasting struggle with the serious production restructuring problems in
combination with the needs of fast implementation of more efficient legal and judiciary
system. In fact today’s structural problems of Slovenian economy were building
continuously and gradually up from the time of its independence declaration. Reasons
were of different nature but among the most important were:

1. After the independence major national political objective was fast realization
of the EU membership with no elements of creative and reasonable
eventuation of potential negative impacts created through the integration
process;

2. Economic growth its sustainability and national economic development policy
were in practice subordinated to the EU’s membership political objective;

3. Government’s and nation’s objective of EU membership created legal and
economic restructuring and transition which were not always consistent in
their implementation or were not really efficient on longer term. Often
integration impacts were underestimated by a great number of business and
political actors;

4. Privatization process which was based on public vouchers caused slow, non
transparent and non efficient market based restructuring of the economy. The
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privatization was realized in fact in two waves which have extended over a
long number of years. Approaching to some form of final stage just in the
years before or during the beginning of the global financial and economic
crisis (2007-2009).

The structural and development problems of Slovenian economy were observed
already in nineties, in fact in the period when economic results of transition were still
positive. Inotai Andras and Stanovnik Peter (2004) pointed out with regard to some
development problems of Slovenia the following. "The repeated delays in privatization,
the slow and selective inflow of foreign capital, the weaknesses in the banking sector,
and the country's high production costs compared with the Czech Republic, Hungary,
Poland and Slovakia noticeably narrowed Slovenia's competitive advantages in the
second half of the 1990s." All the problems mentioned have continued to be part of
Slovenian economic development to recent time. Relating to such observations in
connection with expected net positive effects of the EU membership one can
understand that expected net positive effects could not be best utilized on log term.
Under optimal utilization of integration impacts was in fact based predominantly on
internal Slovenian developments and activities of business, political and other national
actor.

However Slovenia was relatively successful in economic growth achievements for a
number of years after 1991. Positive growth results were mostly based on the export
oriented production structure inherited from the previous economic system. Successful
growth achievements were supported for more than a decade by more effective and
more market orientated managing and employment structures which were inherited
from the past socio-economic system. Market orientation and experience of mangers
and employees in Slovenia was due to historic differences in the past socio-economic
systems much stronger and more efficient as in the cases of other transitional countries.
Looking to not to optimistic economic position of Slovenia at present in combination
with association to the EU of most of WBCs suggests even more warnings to these
countries. They have to search even more actively for using advantages created by
association and accessions to the EU. Their less advanced ”inherited” economic,
educational and other socio historic elements compared to Slovenia suggest that
intensive work on developing association and membership benefits will deserve
proportionately larger and continuous efforts.

Contemporary EU economic and functional problems together with euro zone crises
make utilizing association and accession EU effects optimally a much more demanding
and complex venture. However following the history of EU hopes and believe into
successful solving of present problems could be rather high. Efforts to utilize EU
integration effects offered in theoretical and practical frameworks are still the most
optimal solution for Slovenia and for associated WBCs.

Discussing Slovenia experiences and future of the WBCs association process it might
be good to point out another element affecting integration impacts. Slovenia developed
strong external trade. Majority of external trade and its growth have been directed to
the EU member countries.
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Table 3 Slovenia external trade and trade with EU 27 (2009-2010)

Million Exports Imports
of EUR
2009 2010 January 2009 2010 January
2010 2011 2010 2011
Total 16,018 18,238 1,219 1,519 17,115 19,638 1,272 1,590
EU 27 11,183 13,054 | 933 1,164 13,473 15,343 | 987 1,204

Source; Monthly Bulletin Banka Slovenije April 2011

Slovenia trade with EU27 in total external trade for 2009 was 69,8% for export and
78,7% for import and 72,0% and 78,1% respectively in 2010. Data suggest perhaps too
large dependence of Slovenia companies and economy only on “domestic” — EU
internal market. This high dependence on EU internal market is partially
understandable. Evidently Slovenia trade data with EU support the theory suggesting
needed positive effect between trade creation and diversion. On other side Slovenia is
possible too highly dependant on economic performance of the EU internal market.
The negative sides of such too high internal market dependence are seen in last few
years. In fact Slovenia GDP growth rate depend dominantly on German economy
growth. Low German growth rates create strong reductions in Slovenia growth rates
and similarly in opposite direction with high differences in levels where Slovenia is far
below German growth rate. Although Slovenia is theoretically and practically a small
economy we believe that more internationally diversified market structure of trade in
spite of the EU membership could be positive. On one side economic performance and
impacts of crises have not the same characteristics in the EU and in other countries like
India, China Brazil, South Africa and some other. More trade with these countries
could reduce economic crises impacts which are present in the EU. On the other side
developing of “genuine” external trade with partners outside the EU makes companies
more flexible and more able to respond to competitive changes and challenges
developed in global economy.

Such external trade orientation in fact was extremely positive for Slovenia in the first
years after independence. At that time EU was foreign market for Slovenia. While after
2004 it becomes domestic or internal market. Developing and keeping of reasonable
high proportion of “proper” external trade is strongly recommended policy as well for
all countries associated or accessing to the EU. This makes businesses and entire
economies more flexible and less exposed to eventual negative impact created on
internal EU market. The evidence of positive impacts of developing and keeping
adequate level of “proper” external trade even after EU membership could be
illustrated by case of Germany. External trade is driver of their economic growth.
Beside strong EU internal trade Germany keeps to devlop strong Eu external trade. In
2010 (as in previous years) Germany realized the highest individual part of total extra
EU exports, reaching the figure of 28,1%. Slovenia (taking in account its size) has
created only 0,5% of total extra EU exports in 2010. The Slovenia figures were low in
previous years too. To give at least some comparison for the Slovenian extra EU
exports we may mention extra EU exports share in the total EU extra exports for
Slovakia. Slovaks created 0,6% of total EU extra exports in 2010, which is
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substantially higheras in case of Slovenia. (EU data: http://appsso.eurostat.ec.europa.cu
/nui/show.do?dataset=ext It intratrd&lang=en ).

6. CONCLUSION

Having the EU functioning, economic and euro zone crises should not be used to create
negative attitude to the process of accession or enlargement. Rational for further
activities and efforts related to the EU association and enlargement process is based on:

1.

Theoretical evidences and integration’s practical positive effects and results;
Changes in the global economy from last two decades, especially related to the
growth in RTAs numbers and on creating new forms of global competition,
and by;

Past EU experiences showing its ability of overcoming and solving economic,
functional or other crises and problems.

Theory and experiences from Slovenia association and accession to the EU suggest at
least two messages relevant for the future successful WBCs’ integration activities:

1.

First it should be understood and accepted actively that a great deal of
theoretically and practically expected positive economic and business impacts
created by the EU largely depend on active and proper actions of all national
business and of other subjects. They have actively and continuously act and
adjust following the continuous changes created through the economic
integration process;

The second message is the need to keep substantial portion of “genuine” extra
integration trade. Too high dependence only on integration’s market makes
such member state too vulnerable to functioning or other problems created in
the integration. Additionally adequate part of extra integration trade help to
develop and keep necessary business and competitive flexibility together with
better understanding of global markets’ demands, challenges, opportunities
and changes.
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QUASI-MACROECONOMIC STABILITY AND INCERTITUDE
OF REAL CONVERGENCE OF BOSNIA AND HERZEGOVINA
TOWARDS EUROPEAN UNION

ABSTRACT

International policy of economic reconstruction of B&H have provided a substantial
nominal convergence of B&H to the other SEE countries, and to some extent to the
countries of EU, because it has a stable and convertible currency, a fixed currency
exchange rate and a low inflation. The author shows that nominal convergence has
contributed to macroeconomic stabilization, but that, does not imply neither realization
of real convergence nor sustainability of stabilization by itself, and that is the reason
why the overall economic growth in the post-war period was relinquished to economy
backed by donations (aid driven-economy). The neo-liberal form of stabilization as the
dominant economic goal was introduced in B&H more completely than in other
countries, in which the stability is constantly reduced to the monetary sector, i.e. in
which the monetary policy is given two impossible tasks: stability and development.

The policies on which the concept of such a quasi- macroeconomic equilibrium rests
provide only short-term stability, but not the long term growth, and therefore do not
meet the economic requirements for joining EU. The author proves this fact by the
simulation of convergence indicators: total improvised pre-recession total DCEI for
B&H is less than for the minimally converged countries: Bulgaria, Romania and
Croatia (at the time of the last enlargement of EU), of which B&H lags the most in the
institutional convergence, and it has highly uncertain real convergence (according to
the rate of pre-recession growth, in order to reach of average GDP p.c. of the EU-27
countries, B&H would take 32 years).

Thus, the convergence of B&H to the EU requires higher economic growth than it was
until now, especially because relatively high rates of economic growth, above the
average in the region, did not provide a remotely significant competitiveness to B&H,
even among Western Balkan countries. In comparison to the other countries in the
region, B&H is rapidly falling behind, and the indicators of global indices
competitiveness of countries and businesses in them are noticeable even divergence
trends in relation to, for example, Bulgaria and Romania, and even Albania. This
shows that the long term growth is primarily determined by the initial conditions, by
the rate of increase of a physical capital (i.e. by the participation of investment in
GDP), by the rate of growth of social capital (by the level of education, contemporary
management and by encouraging innovation and social trust) and general political-
legal environment.
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In recession and post-recession period (from 2009 onwards), B&H is facing the
ultimate uncertainty of convergence: on the one hand, B&H enters an unfavourable
period of expansion fatigue and a discomfort from recession, on the other hand,
decrease of the foreign aid and uncertainty of revival led only by modest export
growth. The author based improvement of conditions for real convergence in post-
recession perspective on a short-term anti-cyclic fiscal policy and medium-term
structural reforms.

Key words: Bosnia and Herzegovina, real convergence, economic growth,
macroeconomic stability.

JEL classification: EO, Ol

1. INTRODUCTION - Significance of the macroeconomic convergence and
settlement of accounts of the effects of joinig the European Union

Macroeconomic convergence towards the European Union has not yet gained a serious
attention of the public and politicians in Bosnia and Herzegovina, and in the same time
the domestic economic thought is divided into (Euro) optimists and (Euro) pessimists.

Such division of thought in the European environment reflects different views on the
time required for the accession of new members, while domestic divisions reflect more
or less ideological matrix of division between the neoliberal optimists and pessimistic
critics of neoliberalism.

Neoliberals find the causes of the slowing down of the reforms, the slow convergence
and the non-implemented liberal reforms in the domestic political factor. Critics of the
(neo) liberalism find the causes for these delays and slowing down in the imposed
development patterns and the wrong international policies of support to the economic
reconstruction and restructuring of Bosnia and Herzegovina.

Aconsiderable numbers of Bosnian entrepreneurs are pessimists. They fear of the
country's market opening and the universal trade liberalization which would subject
them to foreign competition, for which they are not ready yet.

In the atmosphere of a European perspective, the country is characterized by the
absence of real structural convergence, especially when it comes to the existence of a
functioning market economy and its competitive ability.

Since the market transformation of Bosnia and Herzegovina is reduced to
macroeconomic stabilization, the country enjoys only the stability of the so-called
nominal economic indicators (stability and convertibility of the local currency, a fixed
exchange rate and low inflation).

However, even this kind of stability is still, on one hand, handicapped by the entity
structure which deprives the state of Bosnia and Herzegovina to conduct
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macroeconomic policies, and on the other hand, it does not correspond with the actual
economic progress.

Contrary to the nominal, the actual economic indicators show the economic
backwardness of the country. The country has a constantly high unemployment rate, a
high trade and balance of payments deficit, sustainability of the debt to foreign
countries through international assistance and transfers from abroad, and, above all, the
rate of economic growth is insufficient, not only for closing down the economic gap
between Bosnia and Herzegovina and European Union, but also for reaching the
income levels of the countries of the last, the fifth EU enlargement.

Removal of the existing barriers and stimulating the economic growth in Bosnia and
Herzegovina is at the same time a long-term prerequisite fulfilment for joining the EU.

To order this now, it should the question of assessment and calculation of the possible
macroeconomic effects of accession and membership of Bosnia and Herzegovina in the
European Union. Since the European Union set Maastricht and Copenhagen criteria for
membership can only have benefits, and macroeconomic convergence of key economic
priority of applicants. Know the effects of joining in the first stage of preparation for
accession, to determine how Bosnia and Herzegovina lags behind with regard to the
criteria for EU membership, as there are real degree of stability, and the main
constraints that Bosnia and Herzegovina has to meet these criteria, they become the
basic tasks for the professional and political nomenclature in Bosnia and Herzegovina.
These are essential requirements for understanding the criteria for accession, and that,
in order to facilitate the preparation of argumentation to achieve political and
economic-ideological consensus of the Association, and winning over public opinion,
and for effective coordination of economic policies during the actual process of
accession to the European Union. Especially as the costs associated with the
convergence, and the uncertain and undefined time limit for joining the European
Union could further slow the flow of economic reforms as conditions for economic
integration.

2. THE FRAGILITY OF NOMINAL CONVERGENCE

Macroeconomic stability, structural reforms and economic growth throughout the
transition process are closely related and important in the process of creating self-
sustaining development, while at the same time, and the convergence of the European
Union.

The economic criteria for membership in the European Union, the simplified statement,
include achieving "functional marcet economy" and deal with competitive pressures
within the Union. " The progress of the negotiations depends on meeting these criteria,
with the necessary reforms must be achieved before accession, which, among others,
relating to: the ability of a minimum level of competitiveness in major sectors of the
candidate, including compliance with criteria such as those on New to which
government policy and legislation influence competitiveness (trade policy,
competition, government support, support to small and medium enterprises) and the
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level and pace of trade integration with the EU before enlargement (the volume and
types of goods that are exchanged with member states). In relation to the 10 +2
previously associated with the transition countries, the remaining countries that have
not yet started negotiations, including Bosnia and Herzegovina, will face the ultimate
dugoro¢nonim and uncertain process of joining the EU: on the one hand waiting for
them over the acquis in relation to countries which, in 2004th (10 countries) and 2007
(2 countries), joined with the EU until 2003, on the other hand, you should count on
more than a certain enlargement fatigue.

Therefore, fulfilling the criteria for membership of Bosnia and Herzegovina in the
European Union should be regarded as a goal of transition, not just the condition for
membership in the European Union (Ott, K., Boromisa, A-M, 2005), which is therefore
necessary to concentrate on "the process of joining as a key (market) transformation."
On meeting these criteria should be viewed as a process of long-term 'Europeanisation’,
in which Bosnia and Herzegovina will most likely stay long, so it should deal with
structural and institutional reforms, regardless of the eventual accession to the
European Union. Achieved macroeconomic stabilization shows that Bosnia and
Herzegovina has made the first prerequisite for the realization of its transition process,
which is also, translated into the language Maastricht criteria, and the transition
condition for the convergence of European Union support. In this context, Bosnia and
Herzegovina has made significant nominal convergence with other countries in
transition, and to some extent with the EU, because it has: convertible and stable
currency, a stable exchange value and low inflation. Nominal convergence is further
contributed to macroeconomic stability, but, by itself, does not imply any real
achievement of sustainable convergence or stabilization. In conditions that are
characterized by the beginning of the transitional process and the post-war economic
and the financial instability in Bosnia and Herzegovina, macroeconomic stabilization is
a necessary prerequisite for radical systemic change, but still insufficient due to lag
more complete institutional changes. On the forcing of stabilization, but its shape is
reduce its short-term developmental effects, and with almost exclusively quantitative
side forced rapid ownership transformation, creation and development of capitalism in
Bosnia and Herzegovina, and could not, as expressed Sekretery of the UN Economic
Commission for Europe for instritucionalno unprepared post-communist countries, not
to be "fast...immature (infatile) and problematic.” (IDS Bulletin, Vol. 29, No. 3, 1998,
10).

In fact in Bosnia is more complete than in other countries can enter (neoliberal) form of
stabilization as the dominant economic goal, in which monetary policy given
simultaneously or alternatively two tasks: the development and stability. Supported by
other measures, monetary policy gives some results in overcoming the recession and
curb inflation, but experience shows that success does not eliminate another problem:
when overcomes recession than checking inflation and if inflation moderates, not
providing enough development (Perisin, L., Sokman, A., 1982, 94). The latter case was
confirmed in the case of Bosnia and Herzegovina, where each macro-economic
stability, if not fragile and more dynamic economy and increasing productivity and
hence competitiveness.
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Providing a high and sustainable economic growth in the infrastructure sector, but also
the interior of the real convergence of the EU. In the process of transition, for this is
necessary previously to establish a macroeconomic stabilization, establishing a
transitional, intermediate objectives: low inflation, stable exchange rate and financial
stability, which, therefore, should provide a steady growth in GDP and living
standards, which are the real prerequisites for inclusion in the EU. Isolated intermedial
achieved the first two goals; however, indicate that the Bosnian post-war
macroeconomic stability steadily reduced the monetary sector. This form is imposed
literally —everywhere intrenational community has produced establishing
macroeconomic stabilization as the goal of transition, not its first assumptions.
Although the Bosnian macroeconomic stability and economic development explicitly
prevented and prevent local failure (discrepancy ongoing political and ethno-national
divergence on the reintegration of the country), the implicit economic weakness it
follows from the transitional package from the IMF and World Bank applied the
principles of the Washington consensus, derived from the characteristics of a strong
state and by applying a weak country such as Dayton Bosnia and Herzegovina.
Moreover, some economists believe that, "forcing the Washington consensus, namely
shok therapy and persistent accelerated privatization of a particular threat to the future
of Society of Bosnia and Herzegovina (Babi¢, M., 2008, 6).

With the axiomatic view that macroeconomic stability is a prerequisite for sustainable
economic growth, the application of neo-liberal concept, however, has contributed to
the establishment of well quasi makroekonomomske balance in the country, the
alarming rate of registered unemployment. Forgotten is that the Okun's Law (1964), the
percentage reduction in unemployment contributions increasing GDP and employment
growth that leads to an increase in labor productivity and consequently the employment
effects of the accumulated growth in GDP. Thus, the percentage of unemployment
contributes to the fall of GDP! Okun's Law has led to widespread acceptance of active
stabilization of economic policies that became the key that opened the door for
expansion into the world economy (Keynesian) 1960. In Bosnia and Herzegovina was
thinking of doing the following: privatization will lead to an increase in economic
efficiency, and thanks to her will in the long run and increase employment. "It is so.
Trickle down effect that the rule does not work. In addition, he wrote Keynes, in the
long run we are all dead (Stojanov, D, 2000, 54).

The failure of reform in the maladjusted conditions, as the critics of neoliberal
transition (Stigltz, J., Kolodko, G.Z., Horvat, B. and others) declared, is a logical
consequence of "not understanding the basis of market economy and the basis for
institutional reform." This approach, on the one hand, it follows from "excessive
reliance on school neoclassical models of economics," the general liberalization and
privatization understood "as a sign of success" rather than "a means for achieving
development perspective." I, on the other hand, the reduction of economic neo-
liberalism on a small number of instruments (macroeconomic stability, trade
liberalization and price with an open economy and privatization), which will express to
create the market, which will quickly reallocate resources and allocate them efficiently
owners. Accordingly Stiglitzevim analysis, the model neglects the instructions of
neoclassical theory in which the functioning of a market economy (in terms of Pareto
efficiency) as necessary competition and private ownership. Shok therapeutic transfer
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(distribution) of state property is easily doable, but such privatization is not conducive
to creating the basis for a market economy. Hence, "to which privatization has failed to
hit the market based economy is not a coincidence but a logical consequence of the
way it is implemented.

The ultimate outcome of this approach, as was suggested critical thought, which is
manifested in the case of Bosnia, is as follows:

1. "Private market, without adekvane institutional structures, can provide
incentives only by the process of selling off state assets";

2. If markets open to competition too soon, before the establishment of strong
financial institutions, the current unemployment rate will be further deepened;

3. The policy underlying the Washington Consensus can provide only short-term
stability, but not long-term growth.

In contrast, the World Bank's stance on the model of macroeconomic policy in Bosnia
and Herzegovina talks about its positive effects on the consolidation of stability of
Bosnia and Herzegovina, since it was established price stability and exchange rate on
the strict respect for the currency board regime. On prednodne criticism somewhat
acknowledges that such macro-economic policies "may be an exaggerated form of
limiting the potential of Bosnia and Herzegovina", but "continued focus on maintaining
stability is the best option for promoting competitiveness and sustainable growth in the
medium term." In addition, there are claims that such macroeconomic policy of
limiting the potential of the economy of BiH will be solved "by speeding up the key
structural reforms, including improving the business environment and increasing the
degree of labor market flexibility (The World Bank, 2005, 1-2). However, what is
overlooked here is that to achieve long-term and sustainable growth, according to
Stiglitz, it is necessary to ensure the functioning of the (complete - additions K.H)
market, which requires much more than low inflation and rapid privatization. This
requires a strong financial regulation, competition and incentives for technology
transfer, the transparency of the whole transitional process (Stiglitz, J., 1998, 20).

2.1. Enlargement Fatigue

In reference to the ten + two (10 + 2) previously associated transition countries, the
remaining countries, including Bosnia and Herzegovina, will face the ultimate long-
term and precarious process of joining the EU: on one hand, they have more Acquis
waiting for them, in comparison with the countries that have joined the EU with Acquis
accepted until 2003, that is, 10 countries in 2004 and 2 countries in 2007. On the other
hand, we should count on more than a certain enlargement fatigue.

The fatigue was first felt after the last EU enlargement (2004), and then it intensified as
a result of the of recession effects (2008-2011).

The first fatigue implied a lack of political climate for further enlargement, and, more
importantly, the European imperative for putting things in order after this enlargement.
Then, after that, the fatigue implied continuing the process of revision of the
constitution from 2005. It's already left the countries of the Western Balkans "in a kind
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of utmost uncertainty and a state of black holes abandoned for a very long time." The
global recession produced another, perhaps even worse fatigue. The relevant sources
say that “expansion is no longer an EU priority” because, after the anticipated entry of
Croatia into EU in 2012, “nothing will be happening for a long time”. (This is the
recent statement of Tanja Fajol, European representative).

That is why the fulfilment of criteria for membership of Bosnia and Herzegovina in the
European Union should be regarded as a goal of transition, not just a prerequisite for
membership in the European Union. Therefore, it is necessary to concentrate on "the
process of joining as a key for the (market) transformation."

Meeting these criteria should be viewed as a process of long-term 'Europeanization', in
which Bosnia and Herzegovina is likely to stay for a long time. That is why Bosnia and
Herzegovina should face the structural and institutional reforms, regardless of possible
EU accession.

2.2. Comparison with some of the countries from the last round of EU
enlargement at the time of their accession in 2004 and 2007

I will point out below the success with which Bosnia and Herzegovina converges
towards European Union, and I will make comparisons with other countries, EU
members and countries candidates for EU accession.

Bosnia and Herzegovina has, to a certain extent, reached the nominal convergence with
the EU countries, especially with the countries from the last EU accession. However, it
is still far from the actual convergence not just towards EU countries, but towards the
most successful countries in the region as well. Moreover, the success of the nominal
convergence is actually one of the obstacles for a realistic, actual convergence.

Comparison with the candidate countries at the time of their accession to the EU (2004
and 2007), including Croatia as well, confirms that Bosnia and Herzegovina has been
quite equalized in meeting the Maastricht criteria.

Bosnia and Herzegovina has even had some advantage (Table 1 presents this situation)

according to some Maastricht criteria (for example, on the basis of inflation and public
debt as% of GDP).
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Table 1 Indicators for 2004

Country Inflation Long-term Budget Public debt
interest rates | deficit (as% (as% of
of GDP) GDP)

Czech

Republic 2,9 5,7 5,9 40,7
Poland 2.4 6,5 6,2 48,1
Slovenia 4,6 8,5 1,6 24,7
Hungary 6,8 7,6 4,6 57,6
Slovakia 7,6 5,5 3,0 42,9
Bulgaria 4.8 6,3 0,7 432
Romania 12,7 18,0 3,0 26,4
Croatia 2,3 9,5 3,9 66,0
BH 0,4 8,9 2,8 25,5

Source: Adapted from the Central Bank data, Annual Report 2006

We can see that BiH had 0,4% inflation rate at that time; 8,9% long-term interest rates,
budget deficit 2,8% and public debt 25%. In comparison with other countries, these are
successful indicators.

The Maastricht criteria presented, although not a prerequisite for entry into the EU, but
for the later phase of the euro introduction, are important to indicate the level of their
fulfilment.

However, the precise degree of convergence accomplished, and a possibility of
comparison with other countries is achieved by measurable indicators. For the period
before recession, simulations will be made on the basis of DCEI - Deka Convergence
European Indicators, which take into account four different types of convergence: the
monetary, fiscal, real (actual) and institutional convergence (DCEI has a maximum
value of 100 points, which is, in fact, the average value of a certain indicator for the
EU).

In this table, to the analysis of the monetary and fiscal convergence in reference to the
DCEI selected countries from the last, fifth round of accession (the ten countries in
2004, Bulgaria and Romania in early 2007), including Croatia as well, we have joined
our own calculation of monetary and fiscal indicators for Bosnia and Herzegovina
(Table 2).
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Table 2 Monetary and fiscal convergence in selected countries

Country DCEI for 2004 DCEI for 2006
Monetary | Fiscal Total | Monetary | Fiscal Total

Czech

Republic 95 65 82 100 75 85
Poland 85 75 76 90 80 79
Slovenia 80 75 83 75 85 83
Hungary 65 60 73 75 60 75
Slovakia 85 70 73 90 80 81
Bulgaria 75 80 59 75 85 65
Romania 10 80 42 40 90 63
Croatia 75 40 47 80 70 59
BiH 86 45 40 86 48 42

Source: Data from DekaBank. For BH, the author's calculation by which the improvised sum of monetary
and fiscal indicators for 2006 one gets on the basis of the following points: inflation 90 points, 70 interest
rates, exchange rate 100 and the rate of growth of loans 80 points.

Comparison of DCEI for monetary convergence (which measures the rate of inflation,
interest rate, exchange rate and the rate of credit growth) shows that all of the countries
at that time, except for Romania, achieved a high degree of monetary convergence to
the European Union, and a significant improvement of the fiscal convergence (measure
of the share of the budget balance in GDP, of the private consumption, of the public
debt and external debt in GDP). All of the countries, two years after accession, with the
exception of Slovenia, increased their monetary convergence to the European Union.

The Czech Republic has perfectly converged and her DCEI monetary convergence
amounts a maximum of 100 points. Most of these countries have had an extreme
reduction in the general price level during the last decade, stabilization of the exchange
rate, balanced interest rates and credit growth rates. BiH, however, enters the group of
transition economies with lower rates of domestic inflation. In 2004, Bosnia and
Herzegovina had 0.4% inflation, long-term interest rates 8.9% and a fixed rate of the
domestic currency against the euro.

Consequently, the indicators of monetary convergence were, on average, at the level of
the three most successful countries from the above analysis — Czech Republic, Poland
and Slovenia, while the indicator of fiscal convergence of BiH has been ranked lower,
but not the last. Bosnia and Herzegovina greeted the year 2006 with favourable
indicators of monetary convergence, which again settles Bosnia and Herzegovina in the
leading half of these upper countries.
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Table 3 Indicators for the assessment of monetary and fiscal convergence, 2002-

2006
2002 2003 2004 2005 2006
Inflation 0,3 % 0,6 % 0,4 % 3,7% 7,4 %
Long-term interest rates 10,6 % 9,2 % 8,9 % 8,2 % 7,3 %

Exchange currency rate | unchanged|unchanged |unchanged |unchanged |unchanged

General public o o 0 0 0
expenditure, % GDP 53,9 % 51,3 % 50,8 % 47,7 % 50,3 %

The current account o o 0 0 0
deficit.% GDP 19,1 % 19,4 % 17,9 % 19,8 % 10,7 %

Foreign debt, % GD 33,4% 27,7% 25,5 % 25,6 % 21,3 %

Gross foreign currency
(million BAM) 2.484,1 27929 | 3.479,0 | 4.2245 5.451,7

Net free reserves

(million BAM) 137,77 164,1 174,4 213,4 268,1

Source: adapted from the Central Bank data, Annual Report 2006

For a successful joining up the EU and adoption of a common monetary policy by
which a member state is enabled to enter the third stage of EMU, i.e. the introduction
of euro as the national currency, prior to that it is necessary to achieve a high and
sustainable level of an overall convergence, that is, to achieve a total DCEI.

However, even at that point, there is a setback in the monetary convergence
development. In this context, the Bosnia and Herzegovina expresses its weakness:

1.  While all other countries improve monetary convergence, increasing the
monetary and the overall DCEI at the same time;

2. Bosnia and Herzegovina is not only stagnant (an indicator of monetary
convergence is unchanged but the country has a problem to maintain
monetary stability built on the basis of a functioning Currency board and
a stable and fixed exchange rate under the supervision of the international
community.

The problem of real convergence is stressed particularly at the time of global recession,
since Bosnia and Herzegovina shows the tendency of divergence.

The slowing down of real convergence has already begun at the time before the

recession. In comparison with the countries from the last wave of accession, including
Croatia, the situation was as follows:
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Table 4 The real and institutional convergence of the chosen countries

Country DCEI for 2004 DCEI for 2006
Real | Institutional. | Total | Real | Institutional. | Total

Czech

Republic 90 80 82 85 80 85
Poland 60 85 76 65 85 79
Slovenia 100 80 83 95 80 83
Hungary 85 85 73 90 85 75
Slovakia 60 80 73 75 80 81
Bulgaria 25 80 59 35 80 65
Romania 50 75 42 55 80 63
Croatia 30 55 47 35 60 59
BiH 43 20 45 43 25 42

Source: Data from DekaBank. For BiH the author's calculation by which the improvised sum of real, actual
convergence indicators for 2006 one gets on the basis of the following points: economic growth 90 points, 5
unemployment, the share of trade with EU in total trade 25 points.

If we compare the situation in 2004 and 2006, we can see that unlike in the most of the
countries (except Slovenia and Czech Republic), the real convergence in Bosnia and
Herzegovina stagnates.

In the period after Dayton Agreement, the economic growth has been mostly the result
of international financial and technical assistance (5.1 billion US $) and transfers by
diasporas (approximately EUR 2 billion annually). These financial inputs have
encouraged the accentuated trend growth in GDP p.c. (average growth rate from 2000
to 2007, i.e. until the effects of global recession had been felt, was close to 6%). In
spite of the fact that in comparison with neighbouring countries, and especially the
Euro zone countries, Bosnia and Herzegovina has very high growth rates, it would take
three generations to get closer to the average income in the European Union.

In this tabular overview, we simulate the convergence of selected countries to the
average GDP in EU, based on the situation before recession, in 2007.
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Table S GDP p.c. (PPP) of selected countries and time required to close the Gap

with the EU GDP p.c.
Number of years
Country | GDP p.c. | Growth % of the required to close the
(PPP) in rate average gap in GDP p.c. with
int. GDP p.c. | EU GDP EU
dollars p.c. Reaching | Reaching
(2007) (PPP) 75 % of 100 % %
the EU of the EU
average average
1 2 3 4 5 6
EU 33.400 2,6 % 100 %
Slovenia 27.300 5,7% 81,73 % 3(2010) 7(2014)
Bulgaria 11.800 6,1 % 3533 % | 22(2030) | 32(2040)
Romania 11.100 5,5% 3530% | 29(2036) | 41(2047)
Candidate
countries
Croatia 15.500 5,6 % 46,41 % | 21(2028) | 28(2034)
Macedonia 8.400 4,6 % 25,15 % 64 (2071) | 85(2093)
Turkey 12.300
B&H 6,600 6,8 % 19,76 % | 32(2039) | 41 (2049)

Source: IMF, World Economic Outlook, from my own calculation of time required to close down the gap in
GDP p.c. between BiH and EU;;** The author's assessment

If the EU is developing at the rate of 2.6%, then Slovenia would need three years to
reach 75%, and 7 years to reach 100% of average EU GDP p.c.

The countries waiting for admission to the EU are having a very long period of
convergence ahead of them (on average about 30 years to reach 75% of EU average)

At the same time, Bosnia and Herzegovina would need 32 years to reach 75% and 41
years to reach 100% of average EU GDP p.c.

Well, regardless of the "dynamism", the rate of economic growth in the period before
the recession was not sufficient to comply with the EU members, even for the period of
three working generations ahead.

2.3. The capacity of convergence in post-recession period

The effects of the recession continue to deepen the consequences of the permanent
structural (transitional) crisis, with even greater uncertainty in the process of
convergence towards the European Union.

In the post-recession period, Bosnia and Herzegovina, almost in its entirety, can meet
the nominal Maastricht convergence criteria, except the criteria of long-term interest
rates. The level of inflation, budget deficits and public debt, as well as the
independence of the Central Bank of BiH, are the sub-criteria which are already within
the defined limits of convergence.
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Table 6 Indicators of selected countries, 2010

Inflation | Government Current

(end balance/ accounting External Gross

year) GDP balance/GDP | debt/GDP | Reserves/GDP
Albania 8.7 -5,2 -9,2 34,1* 19,1*
B&H 2.0 -5,0 -5,5 46,6* 16,7*
Bulgaria 5.2 -3,8 -3,0 107,6 352
Croatia 2.8 -4,7 -3,8 101,9* 23,6*
Hungary 3.5 -3,9 1,0 140,4* 32,8%
Macedonia, " "
FYR 2.5 -2,5 -3,9 58,8 24,5
Montenegro 2.0 -7,1 -17,0 96,9* 13,8*
Poland 2.5 -7,5 -2,2 65,1* 17,7*
Romania 7.9 -6,8 -5,1 48,8* 14,3*
Serbia 7.7 -4,8 -9,6 73,6* 34.4*
Slovak " "
Republic 1.0 -7,5 -1,5 74,3 0,8
Slovenia 2.1 -5,7 -1,0 113.4* 14.4*
Turkey 8.2 -4,1 -6,8 43,6* 12,2*

Source: EBRD, Transition Report 2010, Recovery and Reform, London, 2011, pp 10.
*State of affairs in 2009.

On the other hand, the real convergence is satisfactory when it comes to the exchange
rate stability, but the level of GDP p/c is far below the level of the least developed EU
countries and it would be possible only with long-term sustainable rates of the
economic growth.

However, further actual convergence of Bosnia and Herzegovina towards the EU
remains uncertain, because from 2010 divergent flows are possible for Bosnia and
Herzegovina, what we can see from this table.
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Table 7 GDP growth of selected countries

% GDP growth
2005 | 2006 | 2007 | 2008 | 2009 | 2010 2005-2010

European Union 2.0 32 3.0 05| 4.2 1.8 6,2
Euro zone 1.7 3.0 2.9 05| 4.1 1.7 5,6
Bulgaria 6.4 6.5 6.4 62| -55 0.2 21,2
Romania 4.2 7.9 6.3 73| -7.1| -13 17,5
Slovenia 4.5 59 6.9 3.7 | 8.1 1.2 14,0
Croatia 4,2 2,6 24| -58 | -1,2

B&H 3,9 6,0 6,2 57| -3,0 0,9 19,7

Source: EBRD, 2010.

3. CONCLUSION

Macroeconomic convergence towards the European Union has not yet gained a serious
attention of the public and politicians in Bosnia and Herzegovina. The European
prospects of Bosnia and Herzegovina have proven to be the result of the political
evaluation and the good will of the European officials, rather than the result of the
merits of the current political authorities. In such a climate, the issue of macro-
economic convergence towards European Union cannot be given a serious
consideration and attention, although it is very important to know the effects as early as
when the country holds the status of a potential candidate, which Bosnia and
Herzegovina already holds towards EU. Spreading and strengthening of the awareness
of the importance of macro-economic convergence, could, to some extent, build up the
lacking ethno-national trust in the country, with reference to gaining a widespread,
mutual, public confidence of citizens in future prosperity of Bosnia and Herzegovina
within EU. Although relations of political stability and legal security seem to be of a
crucial importance at the moment, the economic issues will gain a prevalent importance
in the long run.

The achieved macroeconomic stabilization shows that Bosnia and Herzegovina has
made the first prerequisite for the realization of its transition process, which is also,
translated into the language of Maastricht criteria, a transitive prerequisite for the
support of the convergence to the European Union.

In this context, Bosnia and Herzegovina has made a significant nominal convergence
towards the European Union. The nominal convergence has further contributed to
macroeconomic stability, but, by itself, it neither implies any realization of a real
convergence, nor the sustainability of the macroeconomic stabilization in the long run.
It is obvious that an alternative approach is unavoidable for: a) the real convergence, b)
for the country to survive in the economic and social sense. Otherwise, Bosnia and
Herzegovina could become politically unsustainable.

41



REFERENECS
Annual Report 2006, Central bank BH.

Bilas, V. (2005) Konvergencija tranzicijskih zemalja prema Europskoj uniji, “Ekonomski pregled”, Zagreb,
56 (3-4).

Bosnia and Herzegovina, Country Economic Memorandum (2005) Poverty Reduction and Economic
Management Unit Europe and Central Asia Region, The World Bank, May.

CI4 World Factbook (2007).
Global Competitiveness Report 2010-2011, World Economic Forum 2010.
EBRD 2010. Transition Report 2010, London: EBRD.

Europe 2020: Commission proposes new economic strsategy, European Commission. Retrived 5 March
2010.

Faulend, M., Lonéarek D., Curavié, I, Sabi¢, A. (2005) Kriteriji Europske unije s posebni naglaskom na
ekonomske kriterije konvergencije — Gdje je Hrvatska?, Hrvatska narodna banka.

Knaus, G., Bender, K. (2007) Il miraclo Bulgaro e il futuro della politica Europea nei Balcani, Ie
Italianieuropei, Fondazione di cultura politica.

Lagumdija, Z. i saradnici (2007). Kompetetivnost BiH i regiona jugoistocne Evrope 2007-2008, Regional
Economic Forum South East Europe, MIT Centar sarajevo.

Lopandi¢, D., Baji¢ V., eds (2003) Serbia and Montenegro on the Road to the European Union, European
Movement in Serbia & Fridrich Ebert Stiftung, Beograd.

Lovrin&i¢, Z, Marié, Z., Mikuli¢, D. (2006) Maastrichtski kriteriji i ukljucivanje sive ekonomije — slucaj
Hrvatske, www.eizg.hr.

Ott, K. ed. (2005). Pridruzivanje Hrvatske Europskoj uniji: ususret izavima pregovora, Institut za javne
financije: Zaklada Friedrich Ebert, Zagreb.

Papi¢, Z. ur. (2001) Medunarodne politike podrske zemljama jugoistocne Evrope — lekcije (ne)naucene u
BiH, FOD BiH/Miiller, Sarajevo, avgust.

Perisin, 1., Sokman, A. (1982). Monetarno-kreditna politika, «Informator”, Zagreb

Stiglitz, J. (1998), More Instruments and Broader Goals: Moving Toward the Post-Washington Consensus,
The 998 WIDER Lecture, January 7, Helsinki.

Stojanov, D. (2000). Ekonomija podjele, “DID”, Sarajavo.

Transformation and Development: Eastern Europe and the South-Papers from the Berlin Conference of
EADI (1994) "The European Journal of Development Research", London, Vo. 6, No. 1, June.

World Economic Outlook (2006) IMF.

42



Evrard Claessens

University of Antwerp, Jean Monnet Centre of Excellence, Antwerp, Belgium
Vesna Stavrevska

University of Antwerp, Jean Monnet Centre of Excellence, Antwerp, Belgium
Armen Tatarevié¢

Vitez University of Travnik, Bosnia & Herzegovina

A TRADING S.T.O.R.M.P.A.T.H. ACROSS AN UNFINISHED
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ABSTRACT

The pending EU-accession of Croatia invites other land-locked West Balkan economies
to improve EU-trade within a Mediterranean TEN setting (trans European network).
On the one hand, the Spanish corredor mediterraneo aims to link the Algeciras-hub
with Barcelona and France, emphasizing a missing-link issue in a multiple-gauge
setting. On the other hand, the Italian corridoio meridiano and corridoio adriatico
address sea-land intermodality by maximizing passages through Italy. Also, the
maritime milkrounds in global deep-sea shipping routes offer blueprints for equivalent
port co-operation in the Adriatic-lonian port area, as they are now operating in the
Black Sea, the North Sea and the Far East. Then, the Balkan transport infrastructure is
assessed within the TEN corridors, such as 4, 5, 7 (the Danube), 8, 9 and 10 (the trail
of the Orient Express). Their joint traffic potential is implemented by Eurostat data and
concludes that relevant corridors between Danube and Adriatic total a traffic
equivalent of at least one contemporary Alp crossing, at the condition that improved
coastwise port co-operation optimizes due hub-based milkrounds of deep-sea shipping
companies. The Stormpath acronym suggests an asymmetric location of well known
free-trade zones (zone franches). They should not only act at seaports at the benefit of
landlocked countries. Newborn multi-modal zones at land-locked locations are bound
to boost inward processing (IP) activities, and may already provide the trade-based
value added, accelerating an eventual EU accession. The acronym Stormpath lists
Adriatic ports and suggests inland locations such as Sarajevo, Tuzla, Osijek, Rijeka,
Mostar and Ploce, whereas ‘ATH’ stands for the sections 5/b and 5/c in the TEN
corridor 5 by the acronym ‘Adriatic To Hungary’. The paper concludes by suggesting
a comparative-cost methodology for assessing both an initial fact-finding mission and,
eventually, a detailed cost-benefit analysis.

Key words: TENs, transport, EU accesion

JEL classification: L9
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1. INTRODUCTION

The pending EU-accession of Croatia invites other land-locked West Balkan
economies to improve EU-trade within a Mediterranean TEN setting (trans European
network). On the one hand, the Spanish corredor mediterraneo aims to link the
Algeciras-hub with Barcelona and France, emphasizing a missing-link issue in a
multiple-gauge setting. On the other hand, the Italian corridoio meridiano and
corridoio adriatico address sea-land intermodality by maximizing passages through
Italy. Also, the maritime milkrounds in global deep-sea shipping routes offer blueprints
for equivalent port co-operation in the Adriatic-lonian port area, as they are now
operating in the Black Sea, the North Sea and the Far East.

2. EU TRANSITION CORRIDORS

2.1. The Blue banana in transition

Traditional European geography claims that economic prosperity clusters in a kind of
banana shaped region from London to Madrid touching the lron Curtain and the
Riviera. Older versions even reached the best journals (NELSON, 1968) and claim that
the geography of rich and poor goes back to the split of Charlemagne’s empire (A.D.
843). The 2004 EU enlargement amended these theories with new corridors, such as
the Vindobona (Berlin-Prague-Vienna) and the Vogelfluglinie (bird’s flight) from
Hamburg to Stockholm over Copenhagen. Eventually, the new TEN link the capitals of
the EU enlargement, but often neglect regional needs and side lines. To a certain
extent, the banana geo-masterminds follow a GDP/capita thesis with top regions
ranking a few thousand € higher, compared to the more isolated areas in the periphery.
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Figure 1 One of the typical maps of the blue banana

2.2. The horseshoe syndrome

The European coasts portray a kind of horseshoe from the Baltic (Helsinki/Talinn)
down to the Black Sea (Contanza). Nevertheless, the port throughputs by NUTS-2
region mark two major concentrations. On the one hand, the Hamburg-Le Havre range
(including Antwerp & Rotterdam) still concentrates most EU inbound trade, especially
in the neo bulk area. On the other hand, the Mediterranean basin gains momentum, both
by its Northern coast, switching from inbound energy bulk to neo bulk, and some
newborn hubs between Gibraltar and the entry of the Suez-Canal (e.g. Algeciras, Gioia
Tauro, Malta, etc.). Adriatic ports appear to be left with the choice between smaller
mother ships or feeders to the hubs, including asymmetric milkrounds, loading and
unloading within a regional loop (Fig.6/c).
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Figure 2 Port throughput by NUTS 2, portaying a horseshoe

Source: Eurostat data base ‘regio’ with left half circle = loadings, right unloadings, port data are recorded for
dry and liquid bulk, containers, RoRo and others. Source ISBN 92-894-9030-6, publications.eu.int.
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2.3. From Panamax to Panamaix

The Panama Canal was designed for the Titanic (33 m beam by 173 m length). A
century ago, the ill-fated candidate never crossed the isthmus but she still claims the
Panamax label of size restrictions. Figure 3 portrays the rising average draft by
stagnating crossings. The pending centennial soon celebrates a draft to 50 feet by a
160ft-beam with a 15,000 TEU capacity or 12,500 FCL. This Post Panamax size
(almost cape-size) exceeds the logic of a normal milkround with ships calling at
successive ports between the deep-sea legs. Especially round-the-world orbits tend to
call only at main hubs (e.g. by crossing the Mediterranean only) with limited feeders
serving the outlaying areas. Smaller ports will struggle for mother ships in specialized
point-to-point trades or they will be left with costly feeders.

Figure 3 The old new Panama canal with traffic & transit evolution
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2.4. El “corridor mediterraneo” and Ferrmed

Spain replies to the Post-Panamax scale by port development, such as Algeciras, of
which poor hinterland coverage restricts its ambitions to act as a hub. The radial star of
Spanish transport still features a Madrid-based structure and is hampered by a rail
gauge of 6 Castilian feet (i.e. 1.6+ m compared to the standard UIC 1,435 mm UIC
gauge). El corredor mediterraneo aims to complete a Mediterranean coastal rail by
adding missing links at the standard UIC gauge and re-engineering existing sections by
a triple gauge, some in connection with the high-speed AVE (Madrid-Barcelona-
France). Figure 4 portrays the new Ferrmed transcontinental axis to the German
industrial centers and beyond. The corredor has not yet an official EU labeled TEN-
status, and rather seems a national answer to the TEN..

Figure 4 The Spanish corridor mediterraneo and Ferrmed network

Source: www.ferrmed.com
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2.5. The French hexagone

French geography is often nicknamed as the hexagone. Government policy aims to
counter the shifting blue banana by transport projects totaling € 142 billion over two
decades (2000-2020). The EU sponsors about one third of major border links, of which
€ 32 billion for rail and only € 8 billion for roads. The completion of the new high-
speed lines is bound to boosts freight capacity on the old arteries, especially on the
connections with Germany and the Rhone (Sillon Rhodanien). The French-Riviera is
relieved by a new Alp tunnel (Lyon Turin) with joins a new mixed (TGV plus freight)
connection with the Spanish border and the corredor. In the Nord, the facade
atlantique is served by new feeding lines to the Channel tunnel and an inland logistical
network, backing the Port 2000 project at Le Havre with a high-capacity canal (Seine
Nord), parallel to the Channel coast. When all works are completed, France will
dispose of two major deep-sea seaports at both the Atlantic (Le Havre) and in the
Mediterranean (Marseilles), which may operate in a real competition to the corridoio
de due mari (Rotterdam-Genoa).

Figure 5 Transport investments in the French ‘hexagone’ (in € billion)
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2.6. 11 “corridoio Meridiano” (Cargnello E. , 2002)

The Italian transport policy seems to maximize the use of the corridors of the sea
(autostrade del mare), in connection with four main TEN connections (Fig. 6/a):

1. 1l corridoio dei due mare: Rotterdam-Loetschberg-Simplon-Genova,

2. corridor 1: Berlin-Brenner-Palermo (and the Hub Gioia Tauro);

3. corridor 5: Lisbon-Lyon-Turin-Milan-Ljubljana-Budapest-Lvov-Kiev;
Often, the sideshows to Rijeka and Ploce are not shown as in Figure 6/a!

4. corridor 8: Bari<>ferry<Durres-Skopje-Varna

Figure 6/a The Italian TEN passages with motorways of the sea
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Especially, the concept of the corrodoio Merridiano emphasizes the sea passages
through the Mediterranean from the Spanish coast to the entry of the Suez Canal in
which the Adriatic Sea, by its very geographical shape, suffers a larger detour on global
trading routes, compared to Marseilles, Genoa and the Spanish coast. In the deep
Italian South, the port-hub of Gioia Tauro gains momentum, together with Malta,
Tanger Med and the main ports of the Black Sea since the latest 2007 EU enlargement
(Fig. 6/b/c).

Figure 6/b The ‘corridoio Merridiano’ with major European transport axes

Figure 6/c Typical CGM/CMA milkrounds with Malta and in the Black Sea
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The hubs often substitute for milkrounds at both ends of a deep-sea voyage. Those
local calls may eventually decide upon the net trade balances of the reporting EU
members, since some dominate the inbound unlaodings, other the outbound loads.

2.7. 11 “corridoio Adriatico”

The TEN aim to connect the Black Sea, the Danube and the Adriatic. The main
corridor number 5 features two additional links to Rijeka and Ploce, such that land-
locked Hungary obtains a triple access to the Dalmatian coast, each with its own border
crossing (H-SLO, H-HR and H-HR-BiH-HR). Now, Italy draws a coastal non-TEN
corridor linking the North to Bari and there the ferry to Durres-Albania, after which
corridor 8 links land-locked Skopje further to Varna. Finally, the Balkan part of
corridor 7 is nothing less than the Danube, whereas numbers 4 and 10 follow the
former trails of the Orient express. More important is the emphasis on capital cities
which tend to dismiss some lateral connections. On the one hand, there is no
mentioning of an inter-port corridor along the Dalmatian coast. On the other hand,
Hungary is served by a star-hub through Budapest which under-evaluates some lateral
links, such as between West Romania (Arad-Timisoara), the Danube-port of Baja
(Hungary) and the Croatian mouth of the Drava (Osijek/Vukovar).

Figure 7 TEN corridors between the Adriatic and the Black Sea
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2.8. Danube —Adriatic, a new “STORMPath”

The network between Danube and Adriatic is fairly complete though in a fairly
obsolete state. The military aspirations of the former Habsburg Empire innovated in
overland routes to the Adriatic by the old Siidbahn (Vienna-Koper/Pula) with the first
Alp Semmering tunnel to be complemented by the Karavanke (now the Gorenskja line
at 3kV dc). The scenic Bohinj route countered the Siidbahn monopoly position by a
dedicated engineering along the Isonzo/Soca valley. It is known by WWI battles, the
Hemmingway saga and the impressive Redipuglia sacrario, close to the Isonzo mouth.
The port of Rijeka fuels a direct connection to Hungary which runs soon at a standard
25 kV ac current. Ploce has place left for expansion but feeders have to cross BiH. Bar
links Montenegro to Serbia, with a planned link to the Ploce line at Capljina, for which
the EU supported a € 0.5 million study. Most lines are single track with a circuitous
routing, which need inter-line co-ordination.

Figure 8 Main railway networks between Danube and the Adriatic ports
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2.9. EU trade & traffic (2009/2010)

Visible EU exports to the West Balkan exceed € 25 billion but imports score below €
12 billion. The volume trade exceeds 18 million tons both ways, which is mostly
hauled by national carriers. Cross trade amounts to 1.5 million tons outbound and 0.5
inbound. Croatian trucks specialize in BiH traffic and Slovenians dominate the cross
trade with Croatia. The average value of EU exports to the West Balkan amounts to €
1.43 and EU imports average € 0.65. These volumes hardly reach EU standards of
shifting road transit to other eco-modes (which is about 500 million tkm in current
Marco Polo entries) but specific links may seem worth the effort to follow up.

Table 1 Current EU-27 transport with the (non-EU) West Balkan countries

Country/2008 Import (billion €) export Import (million tons) export

Croatia 43 4.9 10.6 10.2 95 89 6.5 6.7
B&H 1.5 2.0 2.0 3.1 2.1 2.6 2.4 2.6
Serbia 3.2 4.0 65 13 44 46 4.1 4.6
Fyrom 1.2 1.6 2.1 2.4 1.0 1.2 2.0 1.8
Kosovo 0.1 0.1 06 0.6 0.1 0.1 0.5 0.5
Albania 0.7 0.9 2.0 2.1 0.6 1.0 2.8 2.6
Totals 11.0 11.9 23.8 25.7 17.7  18.4 183 188

Source: Eurostat transport statistics (note the differences with trade statistics, cf. infra)

A more informative exercise establishes a scenario of the internal market with the West
Balkan countries included. Table 2 estimates the internal market at € 2.1 trillion which
stagnates after the 2004 enlargement but keeps accelerating in the Hanseatic region
(Benelux, Germany and Visegrad), such that the mentioned horseshoe syndrome tends
to consolidate. It is not easy to implement the Balkan because of changing national
accounts, but tables 2/b and 2/c suggest a future upgrade of the last row and column of
Table 2/a.

For EU departures, the new members (RO + BG) take more than 2/3 and they tend to
consolidate the Danube dominance, such that the West Balkan is left with less than one
third. For arrivals, the pure West Balkan (i.e. without Croatia) drops even from one
third (32%) to almost a quart (26%).
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Table 2/b EU arrivals (imports) from Balkan countries in million Euro

EU region 2009 totals 2010 Id without Romania / Bulgaria
France 2 822 3530 186 195
Germany 7835 9616 1185 1 658
Atlantic 1216 1925 124 160
Iberia 1549 1581 250 189
Nordic (Scan) 420 611 52 61
Visegrad Baltic 1653 2 641 303 477
Baltic 87 118 6 10
Club Med 7 883 9 545 1618 1991
Danube Adria 3935 5496 1603 2209
Dan-AdriatHR 4816 6479 2381 3011
Totals 28 281 36 046 5919 7752

Table 2/c EU departures (exports) to Balkan countries in million Euro

EU region 2009 totals 2010 Id without Romania / Bulgaria
France 3008 3546 331 359
Germany 10 776 12223 2476 2595
Atlantic(Uk+Ir) 1533 1936 239 475
Iberia (E + P) 1453 1761 200 204
Nordic (Scan) 1053 1002 168 175
Visegrad Baltic 4928 6014 712 738
Baltic(Lt,Lv,Lt) 85 135 12 17
Club Med 9590 10 666 2576 2517
Danube Adria 10101 11 340 3712 3995
Dan-Adria+HR 12 886 12 909 7450 6 046
Totals 45312 50072 14 603 13 126

3. THE IP DEBATE ON LANDLOCKED COUNTRIES (Kishor Uprety, 2005)

There is a fierce discussion on the status of landlocked countries and their legitimate
search for access to deep-sea trading routes. The literature stresses the need of
servitudes, offered by so-called transit states, such as in the last Kampala declaration
(1974), the New York convention (1965), the Teheran resolution (1964) and the initial
Barcelona Statute (1921). The main point of discussion is pinched between territorial
sovereignty and the need of free access and it is eventually bound to remain a conflict
between moral versus juridical rights. Also the transit type differs for roads, navigable
rivers and railways, as history proves. Most arrangements imply transit agreements,
ancillary rights or port-storage facilities under (mostly) bi-lateral reciprocity
agreements. The recent Balkan history has little added to the discussion.

The point is why the opposite could not be more effective with the pending accession
of Croatia in 2013. At that moment BiH features a Swiss kind of transit regime. The
point is that then, some ICD (inland clearing depots) could be active, awarding an IP
(inward processing) status at a limited number of locations with a multimodal access
(Danube, road, rail). IP trade still features a value added at about 5% of total EU trade
(Schroeter, 2007).
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Figure 9 Simplified scheme of the EU trading regimes (IP & OP)
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4. THE WAREHOUSE MODEL REVISITED FOR COMBINED
TRANSPORTATION

The pending urgencies dictate a practical approach which follows two series of
restrictions; On the one hand, the motorway is still restricted to a pre-war status at
Sarajevo where the access to the city freight yard could be finished without excessive
costs (existing roadbed & tunnel). The E73 highway could link up to the Croatian
border and Hungary, such that a self-supporting toll road may warrant a reasonable
pay-back period. On the other hand, the circuitous road to the sea (Ploce-Metkovic-
Gabela) requires more time and money. Therefore, combined-transport solutions (road-
rail) ought to relieve the current traffic jams for some decades. In view of the
combination with clearing customs warehouses the (maritime) containers or swap-body
technology seems best solutions though others (piggy-backing, roadrailer, etc.) may be
used in combination to the pure container traffic as well.
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Figure 10 A simplified map of rail and road infrastructure in Sarajevo

Say, that the crippled freight yard is remodeled into an ICD freight station in which
maritime containers can be cleared for customs, or inbound trade and traffic under EU-
IP status. The road to the sea at 180 km has a fixed costs of 9 € and trucking costs 1
€/km for a TEU with a net load of 20 tons. Volume train shipments cost twice another
€ 9 for loading and unloading. The higher total fixed cost of € 27 is off-set by a cheaper
mileage (%: €/km instead of 1 €) but also requires additional local deliveries at € 2 per
km. Thus, Figure 11 locates the break-even (x) at 156 km where a standard service cost
(1€/km) equals a volume service at 0.5€/km and a local delivery at 2€/km with the next
equation: 9+ x =27+ 180 (.5) +2 (180 - x), or x = 156 km.

The advantage of volume services against a higher cost of local deliveries lasts up to
y=243 km by the formula: 9 + y =18 + 180 (0.5) + 2 (y-180). In between the triangle
suggest a track section of 87 km (243-156), of which the area visualizes the total € gain
at the hypothesis of one ton per km.

The method can be repeated at other intermediate locations, such as Mostar at 80 km
(port A) where the distribution area will be smaller up to 93 (y = -27-40+160 = 93 km).
Between 93 and 156 km the stretch along the Neretva has no clear cost advantage.
Nevertheless, this could be solved by other means of combined transport than customs
cleared sealed containers. Then, the relation between fixed and variable costs may be
different as well.
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Figure 11 The standard warehousing model, as applied to IP transport

Source: Reworked from Claessens (1989) Port & Jetty location, o.c.

All this means that a proposed inter-modality from the Sarajevo rail yard may produce
the next shift from road to rail for one train set of 20 wagons:

1. 40 (return trips of 20 wagons) x 180km x 300days = 2.16 million truck km;
2. -3 locomotives at € 2 million = 6 million;
3. -50 piggy backs at € 50 000 = 2.5 million (20 up, 20 down plus 10 reserve).

This € 8.5 million capital costs (0.85 p.a.) averages 39 eurocent per saved truck km, or
up twice the German motorway toll (Maut). With ten to twenty trips a day with a net 20
ton load per truck (TEU), some 50 million tkm can switch from road to rail, which is
still below current Leonardo benchmarks.

5. CONCLUSION: the silk roads, the spice route and the incense trail

Europe and Turkey renew ancient strategic projects which soon link the EU rail system
and motorways to the Gulf. Now, the Bosporus is linked to the Rhine in only 80 hours,
and the new rail tunnel in Istanbul re-opens the old aspirations of the Bagdad Bahn.
Yet, the possibilities of the TEN-Balkan land-bridges remain below evident
benchmarks and need caution, care and considerate statements which can be
summarized in a SWOT table:

1. All Balkan railways are electrified at 25 Hz (50 Hz), a legacy of the old Ganz

company, which eases the modernization of a crippled but unified network,
that may be cheaper than Western inter-operability stories with four current
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systems (1.5 & 3 kV dc and 15 kV/16°/° Hz & 25 kV 50 Hz) and a variety of
ECTS security systems;

2. Nevertheless; more than 90% are bumpy tracks and 85% single track:

3. Half the road network is in good shape; new greenfield investments tend to be
cheaper in flatlands, than the congestion mark-ups in the West. Mountain
passages, though, may still cause missing link issues, such that methods of
combined transportation remain inevitable, in this case, upstream the Neretva
valley up to Konjic and Sarajevo;

4. The geographical setting of the closeness to the Suez entry and the new
Panamax saga mark a Mediterranean corridor inevitable. Only port co-
operation schemes ought to optimize Dalmatian milkrounds.

5. The historical tradition of a CEEC mechanical engineering warrants
technological solutions to specific local demands and problems;

6. In between a low salary advantage may attract defensive investments by
switching to offensive investments if market potential grows;

7. for both the local economy and transit transport flows.

Table 3 summary of Balkan infrastructure project roadmaps

Crux Strengths Weakness Summary

Opportunities in One 25 kV/50Hz Rights-of-way = Effectivity is urgent

rail landbridges Silk roads 85% single track

Treaths Greenfield = new Late arrivals in Back-logs, now
may be cheaper ! Infrastructure 7% RL/46% RD

Summary Fresh restart for Lack-of-capital = | SEQUENCING in
conglomeration tight efficiency region setting
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THE EUROPE 2020, KNOWLEDGE BASED ECONOMY AND
CREATING INTEGRATION PROJECTS IN SLOVENIA

ABSTRACT

Slovenia is a member of European Union and it is important to understand what it
means »knowledge based economy« within the framework of Lisbon Agenda which is
to implement for sustainable growth, social inclusion and employment. There are
namely important the economic points of view of the knowledge that are intellectual
and social capital.

The paper stresses why especially it is to turn to the integration projects, creating EU
projects and partnership. What is important in capitalism, it is ownership of
intellectual capital and its results. That is why it is to prepare measures, to intervene
and educate, in enterprise and in policy but also when intervene with EU funds and
instruments. It is important that politics and management understand EU functioning,
EU policies and instruments, to prepare right measures, to attain results and added
value.

Key words: Europe 2020, EU instruments, policy, measure.

JEL classification: F15, 125

1. YKNOWLEDGE BASED ECONOMY« WITHIN THE FRAMEWORK OF
LISBON AGENDA AND EUROPE 2020

Knowledge based economy, the slogan from Lisbon 2000 (Lisbon European Council
Conclusions, 2000, 23-24 March) are not only words, because the truth is and data
show that in XXI century most part of added value derives from intellectual capital.
The truth is also the fact that intellectual capital is an economic cathegory and it should
be treated as such. (But in most cases it is not. In most cases owners of enterprises and
of businesses and projects exploit results of intellectual capital, but intellectual capital
in their balance sheet is not treated as economic cathegory, i.e. as intangibles. It is a
property and it gives a benefit.)

Lisbon 2000 meant a great millennium reform: it was planned to attain planned results

mainly by capital that the knowledge. The knowledge can be an individual one, a social
capital, an intellectual capital or an intellectual property. It is very important who is the
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real owner of knowledge: the individual who possess knowledge whether the owner of
an enterprise who employs the individual, as it is a capital resource and as such the
knowledge (in whatever form it is functioning) produces to his owner an added value.
That is why it is also important branding, to sell products it own name and not to be a
supplier in a chain. In XXI century, it is very hard to sell a product and not to produce
it. To be competitive it is to be a leader of a business.

A large part of economic growth is due to new and better knowledge. EU investment in
knowledge and learning requires concerted policy efforts focusing on three different,
interrelated levels:

1. For individuals, the main issues are education-and-training-system reform to
raise literacy levels and foster true lifelong learning;

2. For organizations, the challenges are to better exploit the productivity and
efficiency gains of external networking and internal knowledge management;

3. For a Learning Europe the diversity of knowledge and learning traditions of
citizens, organizations, regions and nations must be preserved, deepened, but
also harnessed for the greater and shared prosperity of all Europeans. This
must reflect in both specific learning-policy actions and a policy learning
process itself;

4. To raise GDP is not just to invest in R&D — the products must be sold at a
good price: this was a message of corrected Lisbon in 2005. But as it is hard to
be competitive in the market in 2010 it was declared that Lisbon strategy was
not good.

2. EUROPE 2020

Nowadays we have Europe 2020 strategy, with mainly same targets as they were in
Lisbon Agenda.

Europe 2020 is nowadays within EU countries following Lisbon priorities. So Lisbon
priorities and Europe 2020 are basic instruments for all policies and their measures for
national strategic plans as a framework to intervene in all of EU countries. National
The EU 2020 program aims at smart, sustainable and inclusive growth, with the
objective of investing 3% of the EU's GDP in R&D. This target is well founded
(Europe has an average R&D investment level below those of other developed
countries, including the US), but in the future, it should also cover a wider set of
intangible capital assets.

Strategic report on the renewed Lisbon strategy for growth and jobs which is launching
the new cycle (2008-2010) is keeping up the pace of change exposed. It is an essential
part of the Union's response to globalisation — intellectual capital. Strategic report (page
3) stressed that »intellectual capital should be of help to Europeans to shape this new
set of challenges and opportunities« (Strategic report, 2010, p. 3). But it is not. »Too
many Europeans are still unemployed and unemployment is rising. ...Europe is still
fragmented when it comes to fostering innovation and research and development; the
contribution from the private sector is still insufficient« (Strategic report, 2010, p.5). It
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was not understood what it means to allow Europe to capitalise on its creative potential
of knowledge. Reforms are mainly tackling labour market segmentation, but not the
most important part — knowledge as an economic category in all its forms. »There
should be efforts to improve the intellectual and industrial property framework and to
speed up standardisation as they have not borne fruit« (Strategic report, 2010, p.7).
Member States have set targets committing themselves to significantly increasing R&D
investments which would help the EU approach its 3% of GDP target by 2010, the
evidence does not yet reflect this ambition, as it was said before, can not.

With globalisation, R&D is increasingly outsourced to other parts of the world. In
Europe, costs of protecting and enforcing innovations remain too high and the things
are not doing in the right way. Universities, research institutes, companies and
researchers are working in several projects, with the creativity and inventiveness of its
people.

Graph 1: Gross domestic expenditure on R&D (GERD) in percentage of GDP
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The graph above shows the Nordic countries (Finland, Sweden and Denmark), Japan,
South Korea, Switzerland plus United States had maximum average annual investment
in 2008. World Academy of Science, Engineering and Technology means investment
in knowledge in these countries is well programmed and there exit a parallel
relationship between average annual growth and average annual investment.

Slovenia invests in R&D relatively high, nearly 2%, but results are still not obtained.
Everybody says, there is a lot of intellectual capital, but there are no results, in GDP
e.g.
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Graph 2: Investments in research and development, in % GDP
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3. THE IMPORTANCE OF R&D AND INNOVATION FOR INTANGIBLES

In the 2002-2007 period the share of Slovenian expenditure on research and
development in GDP stagnated (ranged between 1.3 % and 1.6 % GDP). During the
last two years (2008 and 2009) the value of the indicator rose substantially and thus in
2009 reached 1,9 % GDP which is the level of the 2008 EU average. Partially, the
increase in this share was a result of the GDP drop and partially the result of nominal
expenditure growth. Besides the amount of investments made into research and
development, it is also important to point out their efficiency — this is where Slovenia's
past results were under the average (Development Report 2010), “especially due to
insufficient transfer of knowledge from the research and development sphere to
companies and insufficient harmonisation of measures aimed at boosting innovation
capacities.” (National Reform programme 2011-2012, Government of the Republic of
Slovenia, p. 29)

The importance of R&D and innovation is explicitly recognised in the ’Lisbon
process”” and in EU2020. A new Lisbon strategy should has a more comprehensive
target than R&D intensity alone, encompassing several key inputs to the knowledge
economy. At the same time, through fiscal policies and public private co-financing, it
should be easier for researchers, engineers and entrepreneurs to find the cash needed to
get their ideas to market. The EU is spending about €143bn in the 2007-2013 period to
fund research and innovation projects. Focus is toward projects that tackle current
challenges, such as health and an aging population, climate change, food security, and
diminishing natural resources.
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To have results from R&D and innovation there must be in business following the
concept of marketing and branding.

Science and invention cannot be performed in isolation. Throughout the world, the
dominant mode of research and innovation is through open collaboration — among
small and large companies, university and industry, public and private sector, clusters
and trading blocs. This requires an open environment for knowledge, talent and
services to flow, and for critical mass to build where needed. Results must be obtained.

The knowledge became in globalisation the concept. Investment in people became a
crucial growth factor in globalisation. That is why it is of crucial importance to be
aware what is happening with this capital and by Lisbon, contribute to development of
region and social cohesion (Lisbon European Council Conclusions, 2000, 23-24
March; follow up every year European Councils: Nice, December 7-9 in 2000,
Goteborg, June 15-16 in 2001, Barcelone March 2002, Bruxelles March 2003).

By OECD investment in knowledge is defined and calculated as the sum of expenditure
on R&D, on total higher education (public and private) and on software. Investment
has a broader connotation of investment than its usual meaning in economic statistics.
It includes current expenditures, such as on education and R&D, as well as capital
outlays, such as purchases of software and construction of school buildings.

Investment in people is investment in knowledge and knowledge is in the context of
added value first of all an economic category. That is why economic points of view of
the knowledge are to be understood, to identified, to measure and to evaluate, in
business and also within every project. The knowledge namely became in globalisation
the concept, to do carefully with and in a systematic, a qualitative way.

4. EU COHESION POLICY

Cohesion policy should bring EU countries together and all to be even better. That is
why it is in the financial perspective 2007-2012 a great investment in measures for
cohesion policy. National Strategic Reference Framework within a country is a base for
operational programmes (OP) to which numerous and various EU projects are applying
to implement EU priorities and goals.

The EU Cohesion policy before 2010 was directed too much at improving the life
condition of inhabitants and supporting their revenues. It did not sufficiently create
long term impulses for economic growth. International experience indicates that the
most efficient method of catching up to the most developed countries and regions is to
initiate development based on innovation and modern technologies. Under the new
cohesion policy programmes, more than € 85 billion will be in EU made available for
investments in knowledge and innovation.
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Picture 1 Cohesion policy and operational programmes within NSFR 2007- 2013,
Republic of Slovenia
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Source: Governmental Agency of Republic Slovenia for Local self-government and regional policy, 2008,
www.eu-skladi.si.

Significant sum of euros is to be spent in this financial perspective 2007-2013. It is in
European Union 347 billion euros that will be available for cohesion in the period
2007-2013. This will be complemented by national public and private co-financing of
some 160 billion euros. Stakeholder involvement in projects is intense, they exchange
experience, ideas and best practice.

Actions in the priority areas are:

1. Investing in people and modernising labour markets;
2. Unlocking the business potential, especially of SMEs;
3. Investing in knowledge and innovation.

There is not enough investing in people in Slovenia and even more attention should be
paid to the measures for key priorities for action.

Like the business intelligence also a project intelligence mostly depends on intelligence
of cognitive capability of management skills and management to work as a system.
System management’s due care is a knowledge management: management of
knowledge or intangible capital in all of its forms (know how, technical assistance,
intellectual capital, etc).

Project management is not only to take leadership, but to plan and programme, to
organise and coordinate business functions within a project. Management has to take
care about human resources and to have all business linked actions under control.
Every project develops its choice of activities to implement and attain a project aim. It
is to be understood why the intellectual capital is important content also in the context
of EU projects.
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5. MEASURES AND PROJECTS

The European Area of Lifelong Learning Communication namely identified six key
priorities for action:

New basic skills for all;

More investment in human resources;
Innovation in teaching and learning;
Valuing learning;

Rethinking guidance and counselling;
Bringing learning closer to home.

A

As we turned attention before, there is a lot of room for projects of knowledge in all
forms.

However, the document Evaluation of the Integrated Guideline Package for Growth
and Jobs (Draft Final Report, October 2007, Eureval and Rambell Management and
Ecofin Council conclusions (13.11.2007) did not expose important fact regarding the
full benefits of intellectual capital that can be reaped, why there is not the
empowerment of small businesses and improving EU competitiveness.

But there are other documents that do expose and turn their attention regarding
knowledge: »EU projects need to protect its knowledge, as its openness allows lower
cost inputs for industry, lower prices and investment. Particular attention will be paid to
improving access to procurement markets and enforcement of intellectual property
rights, fair competition, as well as to market access for SMEs« (Strategic report, p. 10)

In Slovenia concrete project are following these key national priorities named in the
picture 2.
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Picture 2 Operational programme for regional development potentials, OP RD,
2007-2013
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Source: Governmental Agency of Republic Slovenia for Local self-government and regional policy, 2008,
www.eu-skladi.si.

6. THE ECONOMIC POINTS OF VIEW OF THE KNOWLEDGE

It is widely recognised that intangibles are a major determinant of innovation, growth
and employment in the knowledge economy. Business valuation of intangibles
recognizes identifiable intangible assets such as patents, copyrights, trademarks, trade
secrets, research and development, and computer software code, and unidentifiable
intangible assets such as goodwill and human capital. It is proposed that the knowledge
as an economic category appear more and more even in accountancy.

It is the concept of International Accountancy Standard, IAS 38. It is the economic
point of view of intellectual properties.

The knowledge embodied as an intangible asset can be following International
Accounting Standards, IAS 38, as follows:

1. The human capital embodied in the skills, knowledge and experience of the
management and workforce;

2. Organisational (or infrastructure) capital in the form of organization-specific
structures, procedures and business or operational routines;

3. Relational (or market) capital, the established set of relationships with
suppliers, customers, partners and business associates;

4. Intellectual property, comprising assets like patents and trademarks, design
titles, copyright and plant and seed breeders’ rights, with a legal ownership
embodied in the company.

Especially in the former socialist countries intangibles commodities such as training

and staff development, innovation, marketing, management expertise are neglected.
What was put in balance sheets, in most cases there is a value of software computer
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programmes. Project managers even do not think about economic value of intellectual
resources, most do not know how to reveal the value of these resources and how to give
direction to future value creation.

7. CONCLUSION

The EU's transition to an innovative, creative knowledge economy will be successful,
when all EU countries will develop a system managerial access to intellectual capital.
That means that managers have to identify intellectual capital as intangible property, to
measure and to evaluate it. It is on management to solve problems of operating
activities of intellectual capital. A system and its property are important, especially
when it is universities and businesses co-operate, and students, academics, researchers
and skill workers move around freely and cooperate easily with the worldwide
community.

“Knowledge based economy”, slogan from Lisbon 2000, are not only words, but also
must - to turn words in the action. Human capital, intellectual capital, social capital,
business intelligence and corporate strategy are these resources and key instruments
that as knowledge in people should produce more added value. Because of factors such
as globalization, increasing competition, the growing impact of information and
communications technology, and the high scientific and technological change, firms
must innovate more rapidly than ever before. So one of basic questions which appear
nowadays, especially in a transition country, it seems to be: how to develop capability
and skills to perceive and to activate various type of knowledge for development.
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ACCESSION OF SERBIA TO THE EUROPEAN UNION

ABSTRACT

The European Union is now preparing to expand through the accession of countries of
former Yugoslavia. The process of Serbia’s accession to the European Union began by
signing of the Association Agreement. Serbia has to meet political, economic and legal
criteria. The accession process itself is also based on the transposition of the EU
secondary law acts in Serbia, i.e. on the approximation of law systems. Serbia will
have to change the legal environment and remove legal barriers to create suitable
conditions for proper functioning of the European Union’s internal market. This paper
analyzes Serbia’s preparation process for EU membership with regards to the
commitments contained in the Association Agreement and to the positive and negative
aspects of the future membership. Serbia belongs to the countries of the European
continent, and welcomes the fact that it fully becomes a part of the European Union in
the near future.

Key words: European Union, accession process, association agreements, internal
market.

JEL classification: F15

1. INTRODUCTION

The European Union (EU) is an international organization of regional type, as only
European countries can become EU Member States. “The current form of European
Union is the result of more than 50 years of development that occurred in various
historical and socio-political conditions.”’

The number of Member States has extended since the establishment of the European
Coal and Steel Community from original 6 states to today‘s European Union with 27
Member States. Currently, several European countries are preparing for EU
membership, including Serbia. “The accession possibility for Middle and Eastern
European countries arose not earlier than on the European Council in Copenhagen in
1993. At that time, the European Council drew up a set of requirements that candidate
countries have to meet. These conditions stress stability of institutions ensuring

! Novackova D.: Organizacia a manazment Eurdpskej tnie, Eurounion, Bratislava 2008, .77, ISBN 978-80-
89374-03-8s.31

72



democracy, rule of law, human rights protection, respect for and protection of
minorities, existence of functioning market economy, as well as ability to deal with
competition pressure and market forces within the Union.””

States applying for EU membership are bound to fulfill first of all the membership
criteria, which are:

1. Political;
2.  Economic and
3. Legal.

When certain conditions are met, a candidate country submits its request for the
European Union membership to the Council and when accession negotiations are
completed, EU bodies and Member States express their opinion on the candidate
country’s membership. By ratification of The Treaty of Accession to the European
Union and its entrance into force the candidate state becomes a Member State of the
European Union.

Serbia and the European Union have already signed a Stabilization and Association
Agreement whose main goal is that Serbia becomes a member of the European Union.
“European Accession Agreements belong to important sources of the European law,
because they establish a basic framework for coordination and cooperation of
contracting™’. The agreement regulates the process of Serbia‘s preparation for EU
membership and specific forms of cooperation. Legislative approximation and
fulfilment of political criteria are considered to be an important field of cooperation.
From the foreign-political point of view, Serbia is regarded as an unstable country.
Therefore, the agreement is called “stabilization agreement”, as it is supposed that the
preparation process for EU accession is to be coordinated in such a way, that Serbia
becomes a stable country.

There are several institutional and jurisdictional changes related to the process of
Serbia’s preparation for joining the European Union. The Serbian government sees
joining the EU a priority and that’s why it adjusts also the institutional mechanisms.
Special workplaces have been constituted within the state administration bodies to deal
with these questions. The Ministry of Foreign Affairs of Serbia has become a
coordination institution in this process.

2. THE LEGAL FRAMEWORK OF EU MEMEBERSHIP

Any state at the European continent can become an EU Member State while it meets
certain conditions. A state that applies for EU membership addresses a request for a
membership to the Council. The Council resolves upon the request unanimously after
consultations with Commission and having obtained an approval by the European
Parliament, which decides by a majority of deputies voices (Article 49 of the Treaty on

% Stachové, P.: Bulharsko a jeho vstup do EU. In: Manazment podnikania a veci verejnych. Slovenska
akadémia manazmentu. Ro¢. 2, €. 3 (2007), s. 71. ISSN 1337-0510.

3 Novagkova D.: Zaklady eurdpskeho prava a vnutorny trh Eurdpskej unie, Eurounion, Bratislava 2004,
$.292 ISBN 80-88984-58-0, 5.61
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the Functioning of the European Union - TFEU). Once the membership of a given state
has been approved by the European Parliament, the concerned parties sign a so called
Treaty of Accession to the EU, which establishes rights and obligations of a new
Member State. In this respect it is necessary to underline, that any “European stat” can
become a Member State.

2.1. Criteria for the EU memership

The European Commission is a part of the institutional system of the European Union
and it is responsible for the enlargement process. It submits regular Reports on progress
achieved by the Western Balkan countries to the Council and to the European
Parliament. It also suggests recommendations to states that are preparing for admission
to the European Union in order to improve the accession strategy. The Commission has
developed also strategic documents, standpoint to requests for membership by
Montenegro and Albania and by potential candidate countries including Serbia. Serbia
was added to those countries that need to fulfil, apart from the standard criteria, the
criterion of international cooperation with the Hague Tribunal (ICTY).

Conditions for the European Union membership are as follows:

1. Political - stable institutions guaranteeing democracy, rule of law, human
rights and respect for the rights concerning national minorities protection;

2. Economic - market economy and the ability to withstand competitive
pressures and market forces that act within the Union;

3. Legal — the ability to accept obligations arising from the acquis
communautaire and from the EU membership.

2.1.1. Political criteria

From the European Commission’s viewpoint, Serbia has attained progress in the
achievement of political criteria. The European Commission recommends Serbia to
implement public administration and to take measures to fight organized crime and
corruption. Consequently, it suggested that Serbia continues to actively cooperate with
the International Criminal Tribunal for the former Yugoslavia (ICTY). On September
9, 2010, the UN General Assembly accepted a resolution proposed by Serbia and by
the EU in response to the International Court of Justice in Kosovo. The main objective
of the solution is to open opportunities for dialogue between Pristine and Belgrade and
to support the development of cooperation; to make a progress towards the European
Union and to improve the lives of citizens. The political criteria have not only a
national, but also an international dimension.

2.1.2. Economic criteria

The economic criteria are related to the economy of Serbia, whereby market
liberalization and economic competition are regarded as important factors. Serbia needs
to make considerable efforts to restructure its economy, so that in the medium-term
horizon it can deal with competitive pressures and market forces within the European
Union. The implementation process of the liberalization measures itself implies an
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openness of economy and a renewal of macroeconomic stability. Due to the fact that
Serbia was impacted by war and its economic situation is not the best, the
reconstruction and restructuralization of the economy progress slowly. Based on the
given facts, the process of achievement of economic criteria lags behind the accession
process strategy and the scope of structural changes is not as expected. Apart from
other facts, workers‘status on the labor market is worsening.

Putting into effects any new reforms is connected also with privatization of state
enterprises. Many sales of state enterprises that were prepared, did not occur finally
and, what‘s more, privatization of state enterprises is still lagging behind. The legal
environment for healthy entrepreneurship does not reach European standards and that’s
why legal regulations concerning business, especially commercial code, tax laws and
accounting law, will have to be modified and will have to reach a high degree of
compatibility with relevant EU legislation. Healthy competition is at the core of market
economy and therefore, Serbia will also need to adapt the national competition
framework to EU requirements. The economic criterion applies also to various sectoral
policies.

2.1.3. Approximation of law

Legal approximation is a process of elimination of differences in legislation aimed at
the achievement of a complete accordance of a legislative proposal with relevant EU
legislation. Compatible Serbian regulations should form such a legal environment that
would enable appropriate functioning of the internal market. The internal market is an
economic instrument of the European Integration that connects Member States’
national economies and so it turns also into a political tool of the unification of the
European continent.”

The process of legal approximation will be implemented by the central bodies of the
state administration that dispose of a legislative authority. The approximation of law
affects a broad spectrum of economic and social policies.

Serbia aims at progress in adjustment of its legal regulations to the European norms.
Serbia also continues implementing measures of the temporary agreement and it strives
for progress in meeting the requirements of the Stabilization and Association
Agreement (SAA) in many areas including agriculture, science and research and
statistics. An important advancement has been made in combating organized crime. A
strong performance in detection and investigation of organized criminal groups has
attracted the public attention.

Fundamental changes are going to be introduced to the Serbian judicial system. Serbia
has to guarantee independence of the judicial power and transparency in the way judges
are selected for these posts. The reform process is about to affect not only judges, but
also other parts of the judicial system, public prosecution and prison service.

4 Novackova, D.: Ekonomické slobody vnutorného trhu EU, Eurounion, 2010, s. 152, ISBN 978-80-89374-
090-0,s. 9
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3. GENERAL CHARACTERISTICS OF THE STABILIZATION AND
ASSOCIATION AGREEMENT

The Stabilization and Association Agreement between Serbia and the European Union
is an international agreement creating a framework for cooperation with the provision
for future EU membership. On the basis of the agreement the two parties hold political
dialogue about the preparation of Serbia to accession to the European Union. From the
point of view of international law, the agreement is a political document.

Major objectives of the Stabilization and Association Agreement are:

1. Support Serbia in strengthening democracy and the rule of law;
Contribute to the political, economic, and institutional stability of Serbia, as
well as to the stability of the region;

3. Provide a framework for political dialogue that enables development of tight
political ties between the two parties;

4. Support Serbia in developing economy and international partnerships via
harmonization of legislative acts,

5. Support Serbia’s transformation to a functional market economy;

6. Support harmonic economic relations and gradually create free trade zones;

7. Support regional cooperation in all areas contained in this agreement.

Objectives of the EU that need to be achieved and that require countries’ full
engagement in the enlargement process include a construction of trans-European
transport corridors, energy diversification, a moderation of climate change and a
reduction of cross-border air and water pollution. The states involved in this
enlargement process can benefit from advancements in accession negotiations and thus
from grants and instruments within the Pre-Accession Assistance (IPA) and loans from
the European Investment Bank or other international financial institutions. Serbia will
have to change the national regulations regarding banking, customs, power industry,
transportation, accounting, investments, insurance system, commercial law, state aid,
competition, free movement of goods, industry products, agriculture and fishery,
judicial system, freedom and security, restitution, election law, fake asylum applicants,
corruption, organized crime and regulatory bodies.

During this process of enlargement, Serbia can ask the European Commission for

technical assistance.

4. BODIES THAT FORM THE STABILIZATION AND ACCESSION
COUNCIL

The Stabilization and Accession Council was established as a result of the Association
Agreement. This Council consists on one hand side of members of the Council of the
European Union and the European Commission members and, on the other hand side,
of members of the Serbian government. The Stabilization and Accession Council will
meet on the respective level on a regular basis and when the circumstances so dictate. It
will also deal with all respective questions resulting from this agreement and all other
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bilateral or international questions of common interest. Another body that disposes of a
competence in the European Integration is the Council for European Integration of the
Republic of Serbia, which was established on September 4, 2002 as an advisory body.

Assignments for the Council for European Integration are defined as follows:

1. Monitor the implementation of Serbia’s strategy for EU accession;

2. Suggest recommendations for Serbia’s improvement so that conditions for the
country’s accession to the EU can be met;

3. Propose measures for establishment of a general national consensus about
Serbia’s accession to the EU;

4. Accomplish other professional and advisory activities that enforce the
effectiveness of governmental and state bodies in the accession process.

In institution of the new coordinatory structure of Serbian institutions, experience from
EU negotiations and proven practices were taken into account.

It prescribes institution of these bodies or a redefinition of some of the bodies that
already exist to achieve the desired degree of coordination and process control. The
Coordination body for EU accession process investigates all questions concerning
European Integration.

The work of the Council is directed by the Prime Minister, who is an ex offo chairman
of the Council. The function of vice-chairman of the Council is held by the Deputy
Prime Minister who, in case of disability of the Council’s chairman to conduct the
Council’s work, serves as its chairman.

The work of the Coordination body was first directed by Dr. Mirko Cvetkovié¢, Serbian
Prime Minister, who can be substituted by Mr. Bozidar Peli¢, Deputy Prime Minister
for European Integration or by another member of the body, if the chairman finds out
that a specific question requires it. The work of the Coordination body is also
represented by Milica Delevi¢, Director of the EU Integration Office.

5. CONCLUSION

Serbia has set out on a difficult journey during which it has to implement political,
economic, legislative, social and cultural changes. The current Serbian government
considers the EU membership a priority and all activities of its ministries are focused
on fulfilment of the strict accession criteria. The Serbia’s preparation process is
coordinated with other EU member countries that are regionally close. After
successfully joining the European Union, the Serbian people will start to belong into
the large European family, in which decisions are made close to the citizens, and in
which emphasis is put on economic and social cohesion. The membership in the EU
“means for the citizens of the member country especially having the possibility to use
advantages of the EU’s internal market, in particular the second economic freedom —
free movement of persons/workers... But we need to have in mind, that ,,modern*
migration of workers does not demand only readiness and flexibility of workers
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themselves, but particularly specially prepared systems of social welfare, forms of
education and responsible employers in individual old and new member
countries.““The process of accession of Serbia to the European Union has its
international importance and serves to improve the international position of Serbia.
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ECONOMIC CHALLENGES OF THE EUROPEAN UNION
WITH SPECIAL EMPHASIS ON THE EUROPEAN MONETARY
UNION AND THE EURO ZONE

ABSTRACT

Globalization process has marked the end of the XX century. This process has
expanded international market, increased mobility of capital and instability of the
currency exchange. In order to overcome these problems, countries of the EU had
decided to form European Monetary Union with the single currency — EURQO. Today,
the level of monetary integration makes this a real economic entity. There was couple
of phases that the members had to overcome in order to achieve the highest degree of
regional economic integration, whereas economic policy of members is unified and
monetary policy functions according to the European Central Bank.

This paper analyzes challenges that European Union faced during the creation of
Economic and Monetary Union and current situation in respect to the current crisis.

Key words: EU, EMU, OCA

JEL classification: E5, E6

1. HISTORY OF THE EUROPEAN MONETARY UNION

Globalization process has marked the end of the XX century. This process has
expanded international market, increased mobility of capital and instability of the
currency exchange. In order to overcome these problems, countries of the EU had
decided to form European Monetary Union with the single currency — EURO. Today,
the level of monetary integration makes this a real economic entity. There was couple
of phases that the members had to overcome in order to achieve the highest degree of
regional economic integration, whereas economic policy of members is unified and
monetary policy functions according to the European Central Bank. The development
of the monetary union has started in 1994, when the European Monetary Institute was
established to serve as predecessor to ECB. European monetary institute was
established to follow and monitor convergence criteria that were set as requirements for
entering monetary union.
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Convergence criteria included following:

—

Annual government deficit should not exceed 3 % of GDP;

2. Public debt should not exceed 60 % of GDP;

3. Member country was required to have stable currency exchange and member
country should not have depreciated its currency in past two years, and

4. Long-term interest rate could not have been higher for more than 2 % in

comparison with un-weighted average of interest rates in three member

countries with the lowest inflation rate.

Monetary union as we know if started to function in 1999 with Frankfurt as the
headquarters for the European Central Bank (ECB). There were many motives for
establishing EMU but the most obvious one included substantial economic benefits.

Other reasons were as follows:

1. Unified currency decreases the transactional costs which in turn stimulates
economic integration;

2. Eliminating risks of exchange currency fluctuations creates monetary and
price stability;

3. Increased transparency of pricing enabled by the use of unified currency
increases competitiveness, and

4. If Euro is to become globally accepted currency all of the members of the
EMU will benefit.

In theory, European Central Bank was created based on the German model. Having
said so, it is useful to point out that in the second half of the 20th century; two models
of central banking were developed. Those are: Anglo-Saxon and German model. These
two models differ in respect to the monetary policy objectives and central bank design.

Anglo-Saxon model of central bank has few objectives: 1) price stability; 2)
maintaining high levels of employment, and 3) financial stability.

As far as the German model is concerned, its primary objective is price stability.
1.1. European Central Bank

ECB is the main monetary authority of European Monetary Union as well as the Euro
Zone, which, as of January 1, 2011, comprises of 17 members. Its main task is to
maintain the euro's purchasing power and thus price stability in the euro area (euro
zone). Starting with January 1, 1999, ECB has been responsible for designing and
implementing monetary policy for the euro area. Euro area is described as the second
largest economy in the world, of course, after the United States. Basically, euro area
became operational when member countries transferred their monetary policy from
their central banks to the European Central Bank, meaning that they had surrendered
the autonomy of their monetary policy and had given up their monetary policy
exclusive instruments.
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,,The legal basis for the single monetary policy is the Treaty establishing the European
Community and the Statute of the European System of Central Banks (comprising of
ECB and all the national central banks of EU members that are yet to join the euro
area) and of the European Central Bank.“ (European Central Bank, www.ecb.int).

Both, the ECB and ESCB, were established on June 1, 1998, whereas ECB was
established as the base for the Euro system and ESCB. The central bank has the sole
responsibility of issuing banknotes and bank reserves. It also sets the discount rate at
which banks can borrow from the central bank. This is in affect going to influence
trade among the banks in the money market. Any change in the money market interest
rate (discount rate) will trigger a number of different mechanisms that are going to
influence the flow of the economy. Mainly, it is going to affect variables such as output
or prices. This is highly complex process and it is known as the monetary policy
transmission mechanism.

In the long run a change in the quantity of money in the economy will be reflected by
the change in the general level of prices but no permanent change in real output or
unemployment will be induced. This implies to the principle ,,the long-run neutrality of
money“. Also, central bank deals with the inflation phenomenon. Longer periods of
high level of inflation are associated with high monetary growth.

When analyzing ECB, it is important to list and briefly explain monetary instruments
this bank and the Euro system has at its disposal.

Those instruments include:

1. Open market operations;
2. Standing facilities, and
3. Minimum reserve requirements for banks and credit institutions.

Open market operations have a very important role in dealing with interest rates,
managing liquidity in the market and signaling monetary policy standings. Euro system
has five types of instruments at its disposal, and those include: 1) reverse transactions
(repurchase agreements or collateralized loans), 2) outright transactions, 3) issuance of
debt certificates, 4) foreign exchange swaps and 5) collection of fixed-term deposits.
Standing facilities task is to provide and absorb overnight liquidity, signal the general
monetary policy standings and bound overnight market interest rates.

Minimum level of reserves is major part of the monetary policy framework regarding
the euro area. The task is to ensure stable money market interest rates, create structural
liquidity shortage and possibly aid in control of monetary expansion.

2. WHY EUROPEAN MONETARY UNION (EMU)?

This question will be best answered after we examine advantages and disadvantages of
the EMU.
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2.1. Advantages and disadvantages

There are many advantages and disadvantages and some of the most important ones
will be listed and briefly explained here.

2.1.1. Advantages

1.

Transactions costs will be eliminated (buying and selling currencies to do
business in the EU used to add to the cost of doing business but with the
existence of the EMU, all of that has been eliminated);

Price transparency (prior to the establishment of the EMU, it was pretty
difficult to compare prices of goods and services across the EU because of the
effect of exchange rate differences);

Exchange rate fluctuations uncertainty will be eliminated (flow of the
investments has been decreased because of the uncertainty of the exchange
rate fluctuations);

Single market with single currency is logical solution (trade and everything
else operates more efficiently with the use of single currency — EURO);

Yen, US dollar and EURO (EURO has become one of the most powerful and
stable currencies in the world covering one of the biggest markets);

Step toward even closer economic integration (EMU has created one of the
closest regional economic blocks and presents very successful economic
integration);

Increased trade (the volume of trade had increased due to elimination of
problems caused by fluctuating exchange rates; proponents also argue that this
elimination of exchange rate fluctuations had also lowered costs to the
industry);

The Political Agenda (it is political issue that the autonomy of monetary
policy of members had been transferred onto a European Central Bank;
basically all the national control over monetary policy had been removed);
Inflation control (it is argued that surrendering autonomy of their monetary
policies to ECB had enabled members not to worry about the inflation rates,
meaning that the ECB, under the influence of Germany, would keep fairly low
and stable rates of inflation).

2.1.2. Disadvantages

1.

System instability (there is a fear of potential system instability due to
set/controlled inflation rates that may work in favor of some members but not
in favor of others);

Trade benefits may be overestimated (opponents argue that not much was
gained by establishing the EMU, meaning that the trade and cost benefits have
been overestimated);

Loss of Monetary Policy Sovereignty (opponents also feel that giving up its
monetary policy autonomy is too costly because members have to rely on the
decision-making based at the ECB headquarters);
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4. Increased tendency of deflationary pressures (problem with one member
having higher inflation rates than other members and trying to deflate the
economy that is not going to work in favor of other members).

When analyzing all of this, we conclude that there are more advantages than
disadvantages but it is up to countries to decide if they are willing to give up their
monetary policy autonomy and if the benefits of joining EMU outweigh the costs.

2.2. Optimum Currency Areas

In this chapter we will attempt to answer the concern whether it makes sense for group
of countries to give up their monetary policy autonomy and to abandon their national
currencies. Even though, most of us do not spend too much time thinking about this
issue, but national currency is country's trademark such as the national anthem or the
flag.

2.2.1. Is a large currency area desirable?

Using the same currency makes commercial and financial transactions much simpler. It
can be argued that when more people accept the currency, the more useful that
currency becomes. It would be great to have one currency that is recognized and
accepted everywhere. Currency exchanges are costly as well as risky due to fluctuating
exchange rates. These facts clearly point out that small currency zones or areas are
definitely not optimum. As the size of the currency area grows, its marginal benefit is
positive. However, the principle of diminishing returns also applies here, because as we
expand already large area by adding one more country, extra benefit is smaller than
when the initial area was small.

Figure 1: Represents the logic of the optimum currency area theory’

Marginal costs and benefits

Marginal benefit

Marginal cost

Optimal size Area size

We ask ourselves, if the marginal benefit was always positive, would the world be the
optimal currency area? The answer is YES, but only if there were no costs of any kind.
The larger the area is, the more diversity it has. When sharing common currency, the

! Baldwin, R. & Wyplosz, C. (2009), The Economics of European Integration, 3" edition, McGraw-Hill
Higher Education, p. 317
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more diversity means more costs. The marginal costs are positive and the same
increase as the size of area increases. On the Figure 1, this is shown by the upward-
sloping marginal cost schedule. This figure shows the existence of trade-offs, meaning
that the large area is desirable but it has its downfalls as well. The OCA represents the
situation where the marginal costs and benefits from having the same currency balance
each other. Diversity also adds to the costs because having the same currency requires a
single central bank, in this case European Central Bank, and this single monetary
authority cannot react to each local deficiency.

One of the basic ideas states that diversity translates into asymmetric shocks and that
the exchange rate can be used in order to deal with these shocks.

2.2.1.1. Adverse shocks

Imagine a situation where the demand for one country's exports declines because of a
cheaper alternative from somewhere else. As a result, there is going to be a deficiency
in the balance of trade. IN order to fix this de-balance, country will have taken steps to
make its exports cheaper. This would be an attempt to restore competitiveness. The
simplest measure in this particular case would be to depreciate the currency. Of course,
this can only take place if the country has its own currency and it is not a part of the
rigid fixed exchange regime of some kind. But if the country is a member of larger
currency area, this is not an alternative. An obvious choice would be lowering prices
but this will cause many negative effects for the economy, such as slowdown of the
same.

2.2.1.2. Asymmetric shocks

The diversity means that different countries face different shocks. Let’s assume that we
are dealing with the monetary union of only two members. If both of them are exposed
to the same adverse shock, they both have to undergo a real depreciation in order to
restore balance, competitiveness. In this particular instance, the loss of the exchange
rate due to entrance of the currency union causes no consequences, meaning that as
long as all members are exposed to symmetric shocks, the response from the single
monetary authority will favor every member. But in the presence of asymmetric
shocks, the membership in the monetary union becomes a serious problem. This is
basic and unavoidable cost of forming a monetary union. The reasoning behind this is
as follows:

1. With sticky prices, the nominal exchange rate is the way to restore country's
competitiveness, and

2. If an asymmetric shock occurs, the common exchange rate cannot assist all
member countries.

2.2.1.3. Symmetric shocks causing asymmetric effects

For numerous reasons, different countries react differently to the same shock. Those
reasons are mainly related to different socio-economic establishment. When a common
central bank undertakes measures against a symmetric shock, the effect of those actions
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will not be the same for every member of the currency union. Differences in the
structure of financial markets or even in the size of the firms may result in asymmetric
effects.

2.2.1.4. Criteria for the Optimum Currency Area

There is no simple answer in regards to the formation of the monetary union. There are
many factors that need to be taken into consideration when trying to make the decision
of joining the monetary union.

The optimum currency area theory considers benefits as given and according to those
proposes criteria which are to be used when judging the costs of sharing the same
currency (Baldwin & Wyplosz, 2009).

When deciding on the OCA, we have to consider three classic economic and additional
three political criteria. First economic criteria attempts for find the way to minimize the
costs of an asymmetric shock within a currency area. Other two economic criteria aid at
identifying economic areas that are likely to be hit by asymmetric shocks infrequently
or moderately enough not to be a big concern. Three political criteria deal with political
aspects such as, whether some countries would aid other countries when faced with
asymmetric shocks.

1. Acording to Mundell criterion — OCAs are those within which people move
casily.

This first criterion was proposed by Robert Mundell and the idea was that the cost of
sharing the same currency would be eliminated if all the factors of production such as
capital and labor were completely mobile across borders. The process of globalization
has worked for the benefit of full capital mobility, so the concern at stake here is the
lack of labor mobility.

2. According to Kenen criterion — countries whose production and exports are
widely diversified and of similar structure form an optimum currency area.

If major asymmetric shocks do not occur often, the overall, everyday benefits will by
out-large exceed the overall costs. According to Kenen, most of the shocks are
associated with spending patterns, so the country’s most likely to be affected by major
shocks are those that specialize in the production of only limited range of goods.

3. According to McKinnon criterion — countries open to trade and trading heavily
with each other form an optimum currency area.

This criterion recognizes that even when the economy is very small and highly open to
trade, it has very limited ability to change the prices of its goods on the international
markets. If this is the case, than giving up the exchange rate by leaving its national
currency and adopting the common currency does not entail much of a loss.

The above were economic criteria for the optimum currency area, but as we have
stated, there are three criteria that are more politically oriented.
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Those are as follows:

1. Transfer criterion — countries that agree to compensate each other for adverse
shocks form an optimum currency area;

2. Homogeneity of preferences criterion — monetary union members must share a
wide consensus on the way to deal with shocks, and

3. Solidarity criterion — common monetary policy will sometimes give incentive
for conflicts of national interests among the members, but the monetary union
members must rise above those and accept the costs in the name of a common
destiny of ,,higher good*.

3. FINANCIAL CRISIS AND ECONOMIC DOWNTURNS IN THE EURO
AREA (EURO ZONE)

Financial crisis of 2008 was the most severe one since the ,,Great Depression “and it
has greatly affected the EU, but mainly Euro Area (Euro Zone).

3.1. Problems of selected Euro zone — 17 Members

We will briefly outline major problems and the data concerning couple of Euro Zone
members with big debt issues.

3.1.1. Greece — current debt crisis (brief overview)

Greece is still in the hardest position, basically on the verge of declaring bankruptcy.
Austerity measures are not resulting with the desired results, nor are requirements
prescribed in the stabilization package from the EU and the IMF fulfilled by Greece.
The data regarding the debt-to-GDP ratio is as follows:

1. Debt-to-GDP Ratio: 144% (est. 2010); forecast to rise to over 160% by end of
2012;
2. Deficit-to-GDP Ratio: 10.5% (est. 2010) (www.imf.org, 2011).

This debt crisis is a result of massive spending and consumption, coupled with
increased wages and government benefits, in the years following its adoption of the
euro. Moreover, at the end of 2009, it was revealed that Greece had manipulated its
balance sheets prior to the crisis to hide its debt. This triggers another concern of
necessity of establishing supranational institution or revising an existing one in order to
ensure that no member-country will ever attempt manipulating its balance sheets.
Basically, new or the existing institution of supranational character should be equipped
with legal framework to ensure that all members of the Euro Zone — 17 comply with all
the regulations. Greece has had its share of problems even before entering the EMU.
"The roots of Greece's fiscal calamity lie in prolonged deficit spending, economic
mismanagement, government misreporting, and tax evasion."(The European Sovereign
Debt Crisis: Responses to the Financial Crisis, 2011)
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Just a quick reminder, in May 2010, the European Commission (EC), European Central
Bank (ECB), and IMF held an emergency meeting to address Greece's burgeoning debt
crisis, which resulted in the creation of a €750 billion temporary bailout fund called the
European Financial Stability Facility(EFSF). Following its establishment, the EFSF
provided Greece with a €110 billion loan in exchange the agreed structural program
including the assurances that the country would implement rigid austerity measures to
bring it deficit below 3 % of GDP by 2014. To that end, the agreement called for €28
billion in spending cuts and tax hikes. (www.imf.org)

By early 2011, after it was clear that Greece was struggling to implement the austerity
measures including budget cuts and privatization plans mandated by the EU and IMF,
and could be headed towards a debt restructuring or default. By the spring, it became
evident that Greece had not reduced its deficit enough to be able to borrow on the
capital markets by the end of 2011--as it was specified in the May 2010 bailout. It was
obvious that second EU-IMF bailout was necessary to allow Greece to meet its debt
obligations through 2014.

3.1.2. Italy — current debt crisis (brief overview)

The debt problems of two other big EU and Euro Zone nations are getting worse. Italy
and Spain are also bothersome to EU decision-makers and investors as well. Both
countries have huge debts and it is more and more likely that both countries will not be
able to make all the payments. Both countries have passed legislation that calls for rigid
austerity measures but both are faced with strikes and demonstration over the same.
The main issue with these two countries is that both are considered too big for bailout
packages and not many other European and Euro Zone members are financial big
enough to assist Spain and Italy.

Italy continues with its budget deficit problems and high public debt of 4.6 % and 119
% of GDP for 2010, respectively. Italy, just like every other member of EMU is
obliged to keep its budget deficit under 3 % but as many other members of the EMU,
Italy has also failed to accomplish the same. The Italian government has had
difficulties bringing the deficit down to a level that would allow a rapid decrease of the
debt. Due to economic downturn caused by the financial crisis of 2008, Italian deficit
grew to 5.4 % in 2009, and 4.5 % in 2010, respectively. The desired objective of
austerity measures is to bring deficit down to 3.9 % in 2011 and below the ceiling of 3
% in 2012 (OECD, www.oecd.org).

Economic growth averaged only 0.8 % in the period 2001 — 2008. As the Euro Zone
and the world economies slowed down due to financial and later economic crisis, GDP
decreased to 1.3 % in 2008 and 5.2 % in 2009. In 2010, GDP recovered only for about
1.3 %, and in 2011, GDP of Italy is expected to grow at lower pace than the average for
EMU countries. Italy’s GDP rose 0.1 % in the first quarter of 2011, and 0.3 % in the
second quarter. GDP is still about 5 % below its pre-recession climax, this is not
promising. (International Monetary Fund, www.imf.org) This is the slowest growth
rate recorded after the first quarter of 2010. If this trend keeps on and if rigid austerity
measures do not come up with the targeted results, Italian government will have no
choice but to consider debt restructuring.
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3.1.3. Portugal — current debt crisis (brief overview)

The Portuguese economy experienced boosts when they joined the European Union in
1986 and the European Monetary Union (EMU) in 1999. However, lately it has
suffered from sluggish to negative growth, a ballooning budget deficit, and low
productivity and competitiveness, which, exacerbated by the onset of the Euro Zone
debt crisis. All of this resulted in record-high debt, downgrades in credit ratings, and
build-up pressure to seek an EU or IMF assistance for bailout. In May, 2011, Portugal’s
government reached an agreement with the European Commission, European Central
Bank, and IMF on a €78 billion, 3-year bailout package that will require Portugal to
implement comprehensive measures and reforms such as privatization of state-owned
enterprises and reform of its labor market as well as the justice sector.

On May 5, 2011, the government had signed a memorandum of understanding on
conditionality for the structural/bailout package. Portugal’s government was able to
keep the deficit level under 3 % which is in accordance with the Euro Zone’s criteria
but in 2005 Portugal’s budget deficit increased to a high of 5.9%. In the years to
follow, 2006 — 2008, government was able to somewhat keep the deficit under control
—2006 — 4.1 %, and in 2007 — 3.1 %. But, in 2010, budget deficit “exploded” to 10.1 %
of GDP and their public debt leveled at 93 % of GDP in 2011. (www.imf.org)

3.2. Debt crisis in the Euro zone

In the previous section we have provided a brief overview of the problems related to
debt crisis in some countries belonging to the monetary union — Euro Zone — 17. On a
side from those countries, some other members such as Ireland and Spain are not in too
favorable positions. We have witnessed that the EU, ECB, and the IMF have been
undertaking different measures providing bailout packages to members in need but we
cannot escape the concern of the future of Euro Zone — 17. Even proponents of the
EMU admit that this debt crisis is the biggest challenge for the Euro Zone but for the
EU in general. An example of “PIGS” countries (Portugal, Ireland, Greece, and Spain)
provides us with incentive that there is a possibility of not being able to bailout all the
members that are facing severe economic troubles. Greece has received €110 billion
bailout from the EU and the IMF. Ireland has seen €67.5 billion loan in November, yet
both countries have seen very little, if any, progress towards the recovery. All of the
austerity measures in these countries have led to greater problems including business
failures and increased unemployment rates. Prescribed austerity measures must be
undertaken in order to slow down debt increase but obviously, as far as Greece and
Ireland are concerned, the same measures are not providing the desired outcome.
Decision-makers fear that the crisis from Portugal, Ireland and Greece do not get
carried over to Spain because the Spain is much stronger and bigger economy so any
possible type of attempted bailout may not be as successful.
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4. RESPONSE OF THE EUROPEAN CENTRAL BANK TO THE TURMOIL
OF FINANCIAL CRISIS

Without going into the great detail, it is important to outline and briefly explain certain
monetary approaches and activities the ECB has undertaken in order to prevent the
collapse of the economic system. Of course, we will consider views of those supporting
the idea of monetary union and a single monetary authority and in the section to follow
we will explore opposing views in regards to the currency union.

The financial market pressure that started in late August of 2007 and developed in the
financial crisis in 2008 requested well planned actions of decision-makers. Monetary
authorities have faced great challenges that required great policy formulation. As far as
the ECB is concerned, it has demonstrated its capacity to react flexibly and decisively
to the financial crisis and its developments. During the initial phase, this single
monetary authority acted quickly to provide needed liquidity to the banking sector.
Also, the ECB has lowered its interest rate to the lowest levels since its establishments
as well as implemented wide set of non-standard measures after the danger of the fully
developed crisis was imminent, in 2008. All of the undertaken measures were aimed at
achieving its main objective, maintaining price stability. Some of those non-standard
measures were intended to provide assistance to the bank’s transmission mechanism of
monetary policy in regards with dysfunctional markets. It is the proponents’ view that
the ECB’s response assisted in sustainment of financial intermediation in the euro area.
It also helped safeguard the refinancing of solvent banks and restored confidence to
many of the market actors. By being able to sustain banking sector solvency, the ECB
indirectly enabled households and companies to get credits at decent interest rates and
as a result achieved its main objective of maintaining the price stability. The ECB will
keep on monitoring all the financial and economic developments and when appropriate
undertaken non-standard measures will be gradually phased out.

5. EURO ZONE AND THE EUROPEAN CENTRAL BANK’S CRITICISM

EMU, or Euro Zone — 17 has its critics. Among those critics are famous economists
such as J. Stiglitz and P. Krugman and N. Roubini.

Highly criticized aspects of the Euro Zone are pretty much directed at non-existence of
the optimal currency area criteria. Some believe that the Europe has pushed too soon
for the single currency. The European Central Bank is sometimes criticized on insisting
on the notion that sound money and balanced budgets will somehow fix all of the fiscal
problems in the Euro Zone, and EU as well.

Krugman’ s misconception that European Central Bank’s claim “that raising interest
rates and slashing government spending in the face of mass unemployment will
somehow make things better instead of worse”, is not entirely correct. All of the
measures that ECB has been undertaking were aimed at budget cuts but still attempted
and mainly succeeded in keeping the inflation rates low. By doing that, it has
succeeded in not making things worse in the Euro Zone. It is well known fact that
austerity measures directly lead to economic slowdown but the intention is to restore
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investor’s fate in markets. Also, the intention of austerity measures is to lower and
eliminate public expenditures that cannot be financed or that are only increasing the
debt and placing an extra burden on the country.

“A slow-motion bank run is occurring in the European periphery. Meltdown is
imminent” (www.paulkrugman.com).

Most of the above mentioned opponents of the EMU promote the idea that the only
reason that the Greek, Irish, Portuguese and Spanish banking systems are being
sustained is by extra borrowing from the German Bundesbank. The common notion
among the opponents is that the Euro Zone has failed, meaning that the set of principles
was proven unworkable as soon as the first major financial crisis had occurred.

Government insolvencies currently threaten the solvency of debtor country (ex.
Greece) central banks. This would impose large losses on creditor country (ex.
Germany) central banks, which national taxpayers would have to make good. (Martin
Wolf, Financial Times, June, 2011).

One of the main concerns surrounding the Euro Zone stability revolves around the
question: “What would have happened if the ECB would refuse to lend against the debt
of defaulting countries?” Of course, considering that debt restructuring becomes only
way out. Without the support of the ECB, many banks would have collapsed. This
scenario would continue with governments pulling out of the currency union, freezing
of the bank accounts and trying to redenominated debt in a new currency.

J. Stiglitz believes that the ECB, with the use of its monetary instruments, seems to be
putting its own balance sheet and those of European banks above the well-being of the
citizens of the concerned countries. According to him, the debt had to be restructured
and the banks should have never been allowed to leverage themselves beyond any level
of prudence (www.project-syndicate.org).

Higher level of regulation should have been put in place in order to prevent banks from
becoming so vulnerable. In his view, ECB should do everything to protect people, even
at the expense of the shareholders and bondholders.

In his article “The Eurozone’s Last Stand”, N. Roubini believes that the Euro Zone is
reaching its climax. Greece is approaching complete insolvency, and Portugal and
Ireland have seen their bonds downgraded to junk status. Spain faces similar problems
and the pressure in Italy is also building up. Euro Zone had to ensure financial stability
by justifying Greece’s bailout package and justifying the establishment of the European
Financial Stability Facility. Fiscal aid to Greece has undermined the primary
foundation of EMU, which was based on the principles of making euro a stable
currency. Non-existence of the authority with power to enforce rules and regulations
among its members undermines the importance of the monetary union.

There are two reasons for the absence of macroeconomic management in the Euro
Zone. First reasons is that the ECB has given its double mandate a new twist:
,»Maintaining price stability in itself contributes to the achievement of output and
employment goals®, (Monthly Report, January, 1999:40) ECB has been making claims
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that by pursuing just one objective (price stability) it is also pursuing the second
objective mandated by the Treaty. According to this argument, the ECB has narrowed
down its responsibility. Secondly, ECB has interpreted its prescribed objective of price
stability to mean that inflation should be held within a band of 0 % - 2 %, over the
medium run. This target is lower than targeted inflation rates of most other major
central banks, whereas, this pursued objective may trigger economic downturns in
some member countries at the expense of keeping the low inflation rate. When the
respective monetary authority pursues a low rate of inflation it is taking risks because
with such a low target, the respected monetary authority, in this case European Central
Bank, might not react with much leverage towards the recession forces.

6. CONCLUSION

This text has offered us brief insights into the EMU, Euro Zone — 17, as well as the
reasoning for the currency union along with its pros and cons. Recent financial crisis
had caused economic slowdown in the Euro Zone’s.

The ECB has responded to the crisis but results are yet to be seen. The crisis itself had
placed great deal of pressure on the achieved monetary policy consensus among the
EMU members. Different central banks had undertaken similar monetary measures
even though the framework of monetary policy differed to a certain extent from one
central bank to another. However, for all of them, the primary objective was price
stability. Playing with short-term interest rates was considered to be sufficient means of
achieving this objective. Central bank forecasts played a key role in monetary policy
decision-making. Everyone assumed that capital markets were efficient, basically free
of financial imperfections and potential macroeconomic effects of the same. Actually,
those negative effects were not taken into account. Temporary inefficiencies were
considered possible, but most central bankers shared an opinion that monetary policy
could not do too much to counter these negative developments. Low level of
supervision was regarded as a sufficient means of containing and controlling risks
related to financial sector.

Even though monetary policy proved to be very successful tool in crisis prevention and
elimination of the negative macroeconomic effects, the monetary policy consensus has
been brought in question.

1. This past crisis has proven that monetary policy should broaden its analysis to
include even financial imbalances because those can eventually spill over to
the real economy sector which in effect is going to influence price stability;

2. Important lesson for the monetary policy states that the theoretical and
empirical foundations of monetary policy must place more significant role on
the banking sector as well as financial imperfections;

3. Euro Zone must improve institute for the macroeconomic management
(establish supranational institution with authority and power to enforce rules).
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As far as the Euro system’s monetary policy strategy is concerned, the monetary policy
already contains major elements of the above mentioned approach. (Papademos and
Stark, 2010).

The objective is to identify irregularities in the patterns of a number of variables, since
an unusual pattern in the development of loans and monetary aggregates could provide
very important indication of excessive credit growth. In order to overcome this,
monetary policy should become more symmetrical over the financial cycle and with
assistance of the same can make a key contribution to financial stability. (Weber, 2010)

However, completely separate instruments are needed to ensure the financial stability,
or to prevent financial system imbalances at early stages. Those instruments are
individual and the same include the specific incentives within the financial system and
the existing supervision. These should be directed primarily on individual institutions
since they may have encouraged the growth of debt-financed imbalances. In other
words, much more attention needs to be paid to macro prudential analysis and
regulation.

If we add another objective (financial stability) to monetary policy, on a side from the
price stability, there is fear and possibility of an increase of unrealistic expectations
about the effectiveness of monetary policy instruments. Central banks can be tasked
with this additional objective but they also must be provided with proper tool kits to
deal with this issue.

At the end, it is important to acknowledge that the Euro Zone — 17 is the proof that
close economic integration is very possible. Upon the completion of their cost-benefit
analysis, it is up to the countries to decide whether or not benefits of joining the
currency union exceed its costs.

Major lessons to be drawn by the central bankers in the Euro Area include the
following:

1. Monetary authority must pay closer attention to the implications of financial
instability on price stability;

2. The objective of financial stability requires its own set of tools whereas
primary objective of the monetary policy should remain price stability;

3. In order to keep fulfilling its primary objective, stable and low inflation rate
should be maintained, and

4. Without sound coordination of stability oriented fiscal policy, monetary
authorities will find themselves in very difficult situation trying to ensure
price stability keeping low interest rates.

But, until some reforms of the EMU are undertaken and implemented, we can only
hope that the International Monetary Fund, the European Central Bank and the
European Financial Stability Facility will be able to bailout whoever needs to be bailed
out. I will conclude with the question of growing importance: “Should Euro Zone
officials more seriously consider fiscal union?”
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ABSTRACT

During the first decade of the 21° century, the newly industrialized countries have been
the focal point of economic activities. In the last several years, the growth of these
“21° century tigers” has been spectacular. The developed countries no longer
dominate in international economy which raises their concern while observing the
success of these newly industrialized countries and especially the way of their
development.

The spectacular accumulation of the newly industrialized countries’ current account
balance surplus has greatly modified the allocation of monetary reserves in the world:
three quarters of the foreign reserves are held by these countries. This new situation
has caused a change in the internal balance of world finance. These big newly
industrialized countries are, varying in degree, engaged in trade liberalization and
multilateral negotiations: e.g. China joined WTO in 2001, many of them have become
the regional leaders and the porte-paroles of the South.

The power of economic “giants” such as Brazil, Russia, India, China, South Africa i.e.
the “BRICS” is inevitable. However, these countries are giants with feet of clay
resulting in a dangerous impact in times of global economic crisis. Therefore, the
vulnerability of these countries is manifested through a number of negative
externalities in the world. This should convince the rich countries to fully join in the
creation of new mechanisms of international governance in the future.

This paper analyzes the newly industrialized countries and their impact on economic
growth through the prism of international governance and the creation of a new
international economic order.

Key words: newly industrialized countries, BRICS, economic growth

JEL classification: F43
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1. INTRODUCTION

The world is faced with the economic wonder of the newly industrialized countries,
especially China and India. Certain figures are definitely astonishing. For example, in
2007, the gross national income (GNI) of the newly industrialized countries calculated
according to the purchasing power parity (PPP) accounted for more than a half of
world’s GNI. Could this be foreseen 10 years ago? The rich countries no longer
dominate in international economy. The dynamics of newly industrial countries is
surprising: while the annual growth rate for developed countries was at an average 2.3
%, starting from 2002, the rate for the newly industrialized countries reached 7.0% in
the same period.

Chine did not become a member of the WTO until 2001, when it covered for 10% of
world trade (a 6% growth form 2000) and brought chaos to the world trade triangle
USA, Europe and Japan.

These elements, among others, motivated the authors to analyze and project the
position of the newly industrialized in the light of the new international economic
relations.

2. EPOCHAL CHANGES

China started its development towards becoming a world economic force. Among other
things, it holds USD 1.400 billion of foreign currency reserves'. For the sake of the
arguement, China Investment Corp. was founded with the intention to enter global
venture capital. It entered Morgan Stanley in December 2007 and today has USD 200
billion. Other sovereign wealth funds are even wealthier. Abu Dhabi Investment
Authority managed more than USD 875 billion in 2009. The wealth of the newly
industrialized countries represents the double amount of hedge funds. In addition to
financial wealth, their great asset lies in the population: China, India and Brazil account
for 40% of the world population which is quite young and very productive. In their
companies they have the “industrial army reserve” migrating towards cities.

Some are concerned by this spectacular emergence of new economic powers. The
financial mass held by these countries to a large extent determines the global financial
market and the exchange rate of the U.S. dollar. Their "Poker" has a huge impact on
international trade. The mere announcement of the USD 5 billion loan to the
Democratic Republic of Congo in 2007 was characterized as a re-accelerated debt of
the African countries and the Paris Club.

The big and headlong economic growth of the tigers brings into question the
competitiveness of the companies from developed countries: the equally worth
Brazilian, Indian and Chinese products directly compete in the market of high added
value goods.

! January 7™, 2008
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The proof in favor of these epochal changes can be seen on the example of the
successful takeover of the French Arcelor by the Indian Mittal in 2006 in spite of the
great French resistance, as well as in the saving of the Swiss bank DBS by Singapore.

In 2010, the global economy was stronger than in 2009. However, this strength was not
equal in all regions. Although the signs of the revival of economic growth were
relatively strong, certain tensions remained, such as the rise in raw material prices. The
liberalization in the conditions of granting/receiving bank loans, as good indicators of
economic activity, made them more stable and accessible. In 2011, the world GDI
growth will be strong, primarily due to the positive effects caused by the newly
industrialized countries. The private sector activity will continue to show in the near
future some negative results in relation to weak income growth and high
unemployment rates (Table 2) in the majority of the most developed countries.
However, due to the effects caused by the increase of trade in Asia and countries like
Brazil, the growth of international trade has a good chance of becoming solid.

3. UNEQUAL ECONOMIC GROWTH

The preceding analysis indicates that there is an unequal contribution to economic
growth. It is very dynamic in the economies of the OECD non-members, especially in
Asia. The growth in world production in 2010 and 2011 ranges at around 4.5% - the
rhythm is higher than in previous years (Table 1). The growth in Asia resulted from the
enterprising measures taken during the financial crisis. Contrary to this, in many OECD
economies, the economic problems repeat themselves despite strong external demand,
stabilization of financial conditions and positive effects of the macroeconomic support
programs. The annual growth rate leveled at around 2.5%, starting from the third
quarter of 2009 until the third quarter of 2010, gently accelerating and reaching 2.75%
in 2011. The growth in Asia and Pacific countries maintaining substantial trade
relations with OECD non-member economies should remain stronger than in the U.S.

Is it really a matter of the rise of newly industrialized countries and the fall of the
West? (Chart 1).
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Chart 1 Contribution to world GDP (in PPP)
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Source: OECD, (2010) Perspective on Global Development, p. 31

For over 10 years, the growth rate in developing countries has been higher than in the
most developed countries. The new geography of growth is being outlined and the
gravitational center of the world economy is gradually shifting towards the newly
industrialized Asian countries. The traditional division between the North and South is
becoming less evident in the multi-polar world, in which the South is becoming
increasingly heterogeneous. For many analysts, this diversion of wealth seems as
beginning of the fall of the West, where for others, the increased prosperity of the
developing world will benefit both the rich countries and the poor.

The improvement in the economic performances of the newly industrialized and
developing countries leads to the question whether this is the beginning of a long
period of growth in developing countries. Economists and economic historians have
long tried to identify the point of "secession" and beginning of the sustainable
development stage (Rostow, 1960; Maddison, 1970; Reynolds, 1986). In the last years
(from 2000 onwards), this question provoked a huge interest in the division of
countries according to their development experience, considering why certain countries
have higher growth than others (Hausmann et. al, 2005; Commission on Growth and
Development, 2008, Ocampo et Vos; Kharas, 2010)

Literature reveals significant observations: the pressures on growth are common, but
rarely last for long. Moreover, in the last 60 years, periods of growth have been
prolonged and the transition towards those countries with high and medium income
level have been extremely rare with the exception of Asia (Milanovic, 2005). For the
major part of the 20th Century Asia, Africa and Latin America showed divergent
tendencies, while some had great results; others were on the verge of survival (Figure

).
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Figure 1 Evolution in real GDP, 2009
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Source: http://data.worldbank.org/data-catalog/world-development-indicators

Nowadays, the world economy is more complex than ever. The wealth is changing, the
traditional North - South relations are no longer sufficient for the understanding of the
development challenge, and traditional ties give way to new coalitions.

The world wealth changes in four speeds. In 2007, James Wolfensohn, president of the
World Bank from 1995 to 2005, characterized global economy by relying on the “the
4-speed world" (Wolfensohn, 2007). He identified four groups of countries:

1.

Rich countries — a group of countries that dominated the world economy from
the mid-20th century. They account for only 20% of the planet’s population, but
70 to 80% of world income. According to Wolfensohn, these countries can
continue to improve their living standard, but their leadership is increasingly
threatened by the following group;

Converging countries - a group of countries with lower and middle income
levels, which have achieved high growth rates in the last decade;

Struggling countries — a group of countries that have poor performance, do not
use any international assistance and have a relatively small ponder in
international decision-making and

Poor countries - a group of countries with stagnant or declining incomes. They
are mostly located in the Sub-Saharan Africa, and have little benefit and much
harm from globalization due to climate changes and increasing prices of basic
products.
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Table 1 gives the typology of the 4-speed world.

Table 1 Main characteristics of the 4-speed world

GROWTH

RICH —high income — according to WB, GDI > USD 9,265 in 2000 and GDI >
USD 11,455 USD in 2007

E Struggling countries — GDI between USD 755 Converging countries —

8 and 9,265 in 2000 and USD 935 and 11,455 in countries whose GDI per

Z, 2007 capita shows increase twice

8 Poor countries — GDI < USD 755 in 2000 and | higher than that of the OECD
under USD 935 in 2007 countries with high income

4. UNDERSTANDING NEWLY INDUSTRIALIZED COUNTRIES

The term newly industrialized countries has no standard definition. In order for a
country to be considered as such, it should be at the gates entering the circle of the
most developed countries and its success in the development process. If the newly
industrialized countries possess these common traits, they still constitute an extremely
heterogeneous group: China, Turkey, India and Mexico or Brazil and Hungary.

The industrialization of certain developing countries in 1970s, started with the
development of four new industrialized countries, called the Asian Tigers: Hong Kong,
Taiwan, South Korea and Singapore. Subsequently, in the 1990s a new group, called
the Tiger Cubs emerges: Malaysia, Thailand, Indonesia and the Philippines. At the
same time, Brazil and Mexico are denoted as the Latin American Jaguars.

The fall of the Berlin Wall is another historical event, which gave a new dimension to
the process of newly industrializing countries and the transition of these countries
towards a market economy: CEEC and the new Russia.

Thirdly, the spectacular rise of China as an economy with exceptional features: huge
territory, population, internal market size, economic and financial activities, huge stock
of raw materials. Moreover, China has certain characteristics essential to other major
countries, and Goldman Sachs argues that China along with Brazil, India and Russia,
the BRIC are developing rapidly and that by 2050 their combined economies could
eclipse the combined economies of the current richest countries of the world. BRIC
was recently joined by South Africa, changing the acronym to today’s BRICS.

These countries represent the fundamental point of the newly industrialized countries
and have stirred up the international economic order.

99




5. MULTINATIONAL COMPANIES IN NEWLY INDUSTRIALIZED
COUNTRIES.

Many multinational companies originating from the newly industrialized countries are
continuously growing. Mittal, Tata, Lenovo and InBev hold an enviable position and
are no longer just local competitors. Multinational companies of the newly
industrialized countries have a high degree of innovation. For example, Tata Motors
plans to motorize India with Nano, a small and cheap car with an extremely low price
at USD 2,500 a piece. However, they are not just oriented to the domestic market, but
are, at the same time, selling a similar vehicle on the Western markets. Large
companies in the IT industry such as Infosys or Whipro are in demand and greatly
appreciated by Western clients. Moreover, a new organizational model and a new
concept of activity with more performances than similar companies coming from
developed countries also contribute to this. The success of multinational companies
from newly industrialized countries is constant - they have actually become a relevant
and unavoidable competitor to the "old" multinational companies of the Western world
(Table 2).

Table 2 Multinational companies of the newly industrialized countries

MNC Industry / sector Country
Haier Consumer electronics and home appliances China
Cemex Cement Mexico
Embraer Aircraft manufacturers Brazil
Ranbaxy Pharmaceutical company India
Goodbaby Children's products China
Tetley Food industry India

The emergence of big multinational companies originated in the newly industrialized
countries represents just one of the most noticeable manifestations of the increased
growth of their economies in whole (Table 2). Having this is mind, it should be pointed
out that the high growth rates resulted from the governments’ orientation towards
development with the aim to achieve the economic parameters of the most developed
world countries. This is seen in the high rates achieved during the past years as well as
in the change of their share in global economy (Table 3).
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Table 3 Share in global GDP of selected countries, year 1980 and 2008

Country Year

1980 2008
China 2.0 11.4
India 2.2 4.8
Turkey 0.9 1.4
Russia - 32
USA 22.5 20.9
Mexico 2.5 2.0
Brazil 3.6 2.8
RSA 0.9 0.7
EU 29.8 22.4

Source: IMF, World Economic Outlook Database, April 2008

6. CONCLUSION

The Newly industrialized countries have been changing the traditional balance of
forces in world economy. USA and the EU are losing their dominant positions,
whereas, especially the BRICS group is becoming an equal partner. This relation is far
from a tie; China and India are achieving high growth rates and are dominant in the
production of certain products such as rare metals used in high technology products. In
addition, many multinational companies with headquarters in the newly industrialized
countries are equal competitors to MNCs from developed countries. This leads to a
balancing of prosperity on global level, and is also a response to those criticizing
globalization. Namely, the newly industrialized countries have become economic
powers thanks to globalization and the opportunities it offers.
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MANAGING INNOVATION SYSTEMS IN
TRANSITION ECONOMIES

ABSTRACT

Successfully managing innovations has become the basic precondition for the
development of both companies and national economies. At the national level
governments are forming innovation systems whose primary goal is to create
conditions at which science and technology can flourish and then transfer their
findings trough private sector into new revolutionary products and services.
Unfortunately not all countries have the same preconditions for creating such systems
and transition economies due to many of their characteristics face serious difficulties.
The aim of this paper is to first describe the role of innovations and innovation systems
in economic development e the current innovation output in transition economies are
presented.

Key words: national innovation system, economic development, transition economies
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1. INTRODUCTION

The terms innovation and innovativeness have become the new business “mantra” in
many developed countries. It is well known that USA and in recent years EU (Lisbon
Agenda) have proclaimed that their future development will be based mainly on new
innovative corporate cultures and technologies. Since innovation represents the
foundation of future economic development but also takes a lot of resources and can
sometimes be a risky game it is logical to examine the current state of innovations in
transition countries. The importance of innovations has long been recognised as can be
seen from Table 1.
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Table 1 Evolution process of large firms in the period 1960-2000

MARKET PERFORMANCE IDEAL TYPE OF FIRM
REQUIREMENTS CRITERIA

1960 price Efficiency The efficient firm

1970 price, quality Efficiency+quality The quality firm

1980 price, quality, Efficiency+quality+ The flexible firm
product line flexibility

1990 price, quality, Efficiency+quality+ The innovative firm
product line, uniqueness flexibility+innovative ability

Source: Bolwijn & Kumpe (1990, 50)

In the last 10-15 years transition countries in Central and Eastern Europe (CEE)
experienced major changes in their political and economic systems. These changes
have a significant impact on organisations external environment and their competitive
capabilities (Kubes & Benkovic, 1994, 125). In the transition countries, the socio-
economic context influencing the innovation system includes the whole process of
transition towards the fast restoration of capitalism and its primary values - private
ownership and democracy. As the restoration of these values was accomplished in a
technical sense by privatisation and the multiparty system, the socio-cultural context of
post-socialistic semi-modernism has remained largely unchanged (Svarc, 2006, 151).

One of the problems most transition countries face in trying to expand to foreign
markets is that their products are often considered “old-fashioned” and technologically
poorly developed. The reasons for this phenomenon are very deep and come from the
fact that years of supply driven economy made companies from transition countries
very slow and rigid in dealing with their customers’ expectations. In such market
environment, there were no economic incentives for firms to develop the abilities such
as flexibility and innovativeness. Not only that this fact disables them from concurring
foreign markets but it even jeopardizes their pure domestic survival. A common
characteristic of the transition countries is that the value added is stagnating at a level
which is only a fraction of that in the EU, return on capital is low and does not allow
investment in new technologies (Bastic, 2004, 66).

Currently, the new EU member states are losing their traditional sources of
international competitiveness, such as low labour costs (caused inter alia by their
integration into the EU). Also, policy makers in the CEE countries are increasingly
emphasizing the importance of building knowledge-based economies (Masso &
Vahter, 2008, 11).

In the first part of this paper national innovation systems and their importance are
presented. The paper proceeds with short overview of current issues transition
economies are facing regarding their innovation systems. Special attention is then
given to the case of Croatia with emphasizing reasons that led to presently more than
unsatisfactory state of innovations. The paper ends with presenting some of the
measures that could help transition economies boost their innovation systems.
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2. MAIN DETERMINANTS OF MANAGING INNOVATIONS

There are three basic theories in innovation theory (Sundbo, 2001, 31): (1) The
entrepreneur theory, in which the entrepreneur’s psychological factor is the innovation
determinant and innovations are made by an entrepreneur trough the establishment of
new firms. (2) The technology-economic theory, in which innovations are interpreted
as technological innovations, and technicians and R&D activities are the producers of
innovations. (3) The strategic innovation theory, in which innovation is a process in
which the whole organization is involved and the strategy is the guideline for the
process, which is steered by the top management. It emphasizes the strategic situation
of the firm and sees innovation as a sociological process.

In the current scientific debate, the term “innovation” is predominantly linked to the
research and development (R&D) associated with creating new products. There are
many studies on innovation which reveal that the increased R&D activities lead to
innovative products which enable companies to achieve competitive advantages and
gain market shares (Armbruster et al, 2008, 645). By one measure innovators realized a
median profit margin growth of 3,4 percent a year between 1995 and 2007, compared
with 0,4 percent for the median S&P Global 1200 company (Westland, 2008, 253). The
importance of innovation as a driver of competitiveness, profitability and productivity
is well documented in the literature (Porter, 1998). Innovations are today considered as
one of the main sources of sustainable competitive advantage which can be defined as a
competitive advantage that lasts for a long period of time because competitors are not
capable of imitating the firm’s source of competitive advantage (Jacobson, 1988, 42).

There are two most commonly used types of innovations (Bassant & Tidd, 2007; Tidd
& Bessant 2009) and they are radical and incremental innovations. The first type is
associated with doing new things and they represent the true advantage of company at
national level. The second type is often described as doing things better and means
working on maximising the effectiveness of a system or a company. Radical
innovations are often realised trough product innovation while incremental innovations
in most cases take the form of process innovations.

To realize the innovation payoff, aspiring innovators must prepare to compete in not
just one, but two markets - first in the consumer market for their new product or
service, and second in the capital market to finance their innovation. Financial markets
for funding innovations are as challenging as consumer markets. Traditionally financial
analysts have looked to the past, for precedents for a particular business, in the process
of trying to predict future returns. Innovation denies them that opportunity. A truly
novel (radical) innovation will not have been tested before in the market, depriving the
analyst of historical insight into the prospects for the innovators new business
(Westland, 2008, 253).

For a long time it has been considered that innovation is a linear process and the
primary goal of governments at this time was to invest heavily in public research. One
of the basic assumptions of this approach was that private sector will not invest in R&D
since it is risky and time consuming so this market imperfection had to be corrected.
However, the view towards innovation has lately been changed since spillovers and
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feedback effects often play an important role in innovation making it non-linear.
According to this new view the role of government is to support the interaction
between science and business so that research results could be converted into new
technologies and innovations.

The concept of innovation has changed dramatically in recent years as the focus of
attention has shifted from the single-act philosophy of innovation to the complex
mechanisms that underline the production of new products and new production
processes. At the same time, the earlier reference point, the linear research-to-
marketing model of innovation, has been supplanted by interactive models of
innovation which emphasize the central role of feedback effects between downstream
(market) and upstream (technology) phases of innovation and the many interactions of
innovative activities both within firms and in cooperative agreements among them
(Fischer, 2006, 1).

The role of innovations in scientific literature is proportional to their contribution in
gaining competitive advantages which means one can find numerous approaches to this
area of research. At the moment three areas are especially emphasized and they are: (1)
creating innovation culture, (2) national innovation systems and (3) research at the
network level.

A network can influence the action of its members in two ways. First, through the flow
and sharing of information within the network. Secondly, through differences in the
position of actors in the network, which cause power and control imbalances. Therefore
the position an organization occupies in a network is a matter of great strategic
importance, and reflects its power and influence in that network. Sources of power
include technology, expertise, trust, economic strength and legitimacy. Networks can
be tight or loose, depending on the quantity (number), quality (intensity) and type
(closeness to core activities) of the interactions or links. Such links are more than
individual transactions, and require significant investment in resource over time (Tidd
& Bessant, 2009, 284).

De La Mothe & Paquet (1998, 2) proposed a three-tiered image of the innovation
system at the regional/national level: at its core is the innovating firm embedded in a
proximate environment of alliances and networks, and in a broader environment
providing the legal, regulatory, economic and public support infrastructures defining
the rules of the game. The coalescence of the interactions between those three levels is
seen as being at the core of the innovation system.

National innovative capacity can be defined as the institutional potential of a country to
sustain innovation. One of the clearest indications of innovation performance is the rate
of take-up patents issued by the US Patents and Trademarks Office - USPTO (Hu &
Mathews, 2008, 1466).

It has to be said that research at the network level often includes different regions such
as: East Europe, North America etc. Innovative firms do not innovate alone but in the
context of a network. Particularly with respect to formal forms of cooperation, the
percentage of innovating firms that are involved in research and development (R&D)

106



collaboration with one or more partners ranges, depending on country, from about 50%
to, as in the case of Denmark, 97% (Capron & Meeusen, 2000, 109).

According to Padmore & Gibson (1998, 48) science and technology cannot be
researched without considering interactions between technological, economic, social
and management systems. In coming to grips with this, researchers and policy makers
have enlarged the context for discussion from science and technology to innovation,
and now talk about “systems of innovation” or systems approach to innovation (Capron
& Meeusen, 2000, 130). The true idea behind the systems approach to innovation is
that the range of knowledge required for developing new products and processes is
generally beyond the capacity of the individual innovating firm. In accordance with this
new innovation paradigm the national innovation system itself is locally specific and
determined by local socio-economic surroundings, political surroundings and other
societal and historical elements (Svarc, 2009, 148).

It is clear that science and technology (S&T) and trends in S&T must, in some sense,
be fundamental to the whole business of transformation. There can be no enrichment of
human capital, no accretion to knowledge stocks, without S&T. But in this context
S&T has to be understood in a very broad sense. It has to be understood to include
education and training and all the myriad elements of design and organisation which
mesh in with R&D properly at the level of the company and also in many areas of
public administration (Dyker and Radosevic, 2001, 225). If massive failures are to be
avoided, governments have to realise that networks and network enterprises - and not
firms in the traditional sense - have become the actual operating units in the new
economy (Fischer, 2006, 113).

3. THE PROBLEMS OF MANAGING INNOVATIONS IN TRANSITION
ECONOMIES

The theme of technological and economic catch-up is very popular among many
researchers from transition countries. From that aspect Verspagen (1999, 29) brings
two main groups of factors which may inhibit catch-up through technological diffusion.
They are: technological congruence and social capability. Technological congruence is
defined as match between the technologies in use in the advanced country and those
most fit for introduction in the backward country. This means that some technologies
used in developed countries are just not suitable for transferring to transition countries
due to a number of factors. Social capability is defined in terms of institutional factors
such as educational systems (which supply the human capital necessary for assimilating
spillovers), the banking system (which supplies financial capital for catch-up related
investment), the political system etc. It is through innovation, strictly (hard)
technological and (soft) organisational, that key deficiencies in social capability are
made up. It seems unlikely at first sight that problems of technological congruence
would present major obstacles to successful catch-up in the case of the post-socialist
countries. While there is a real sense in which they are developing countries, their
general levels of education are much closer to those of Western Europe and North
America than those of the Third World. Literacy is virtually universal and basic
engineering skills are well developed among a large proportion of their respective
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populations. Domestic markets are in many cases small, but regional integration
schemas like the Central European Free Trade Area (CEFTA) and more important, the
fact that a number of countries have realistic prospect of acceding to the EU, have
ensured that this is not a major constraint on the establishment of technological
congruence. A case of automotive industry and its transferring capacities to transition
countries, which for them was very profitable, is a good example that while low wages
provide trading opportunities, developed countries will not close off technological
options in post-socialistic region. But the situation with the technological congruence is
not as good as this example illustrates. While foreign car firms have met no serious
obstacles in setting up state-of-the-art production systems employing mainly local
people in their CEE transplants, they have found it impossible to integrate local firms
into their supply networks as suppliers of complex components involving R&D and
design work as well as production. Fagerberg & Srholec (2008, 1420) also point out
that openness to trade and foreign direct investment (FDI) does not have to matter
much for development. The conclusion is that poor countries due to lack of absorptive
capacity are much less likely than other countries to benefit from FDI. According to
Dyker & Radosevic (2001, 225) there are two possible scenarios for the transition
countries. Not all of them have the same starting position and that factor will influence
their future economic development. The most likely scenario for the transition region
as a whole over the next few decades, therefore, is a group of CEE countries clamping
on at a level of economic development that is fairly high but still below the EU
average; while the countries of the former Soviet Union and some of the Balkan
countries will continue to fall behind, as they have done over the past decade, or at best
establish a trajectory of week catch-up.

The main factors that will determine which countries will fall into which categories are
presented in Table 2.

Table 2 The determinants of economic development for transition countries

ASPECT MEASURE

Science, research and innovation Scientific ~ publications,  patents, R&D
(total/business)

Openness Openness to trade, FDI, technology licensing,
immigration

Production quality/standards ISO standards

Information and communication technology | Telecommunications, internet, computers
(ICT) infrastructure

Skills Primary, secondary and tertiary education,
managerial and technical skills

Finance Access to bank credit, stock market, venture
capital

Quality of governance Corruption, law and order, independence of
courts, business friendly regulation

Social values Civic activities, trust, tolerance

Type of political system Democracy or autocracy

Source: Fagerberg & Srholec (2008, 1420)
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The empirical analysis suggests that a well developed innovation system is essential for
countries that wish to succeed in catch-up. There is a strong, significant and robust
statistical relationship between (level and change of) GDP per capita on the one hand,
and (level and change of) the innovation system on the other. Historical and descriptive
evidence also suggests that countries that have succeeded in catch-up are given a high
priority to this dimension of development (Fagerberg & Srholec, 2008, 1426).

Good governance is also critical for the ability to realise the desired economic results.
Sometimes it is asserted that this is mainly a question of successfully “westernising”
the political system. But research shows that a political system of the western type is
shown to be conductive to growth among richer countries. For the poor countries it is,
if anything, the other way around. In fact, among the countries that over the years have
succeeded in catching up there are several examples of countries with institutional
arrangements that differ a lot from western ideals, such as recent performance of China
and Vietnam, the Asian Tigers before the 1990s or the pre-world-war-two Japan
(Fagerberg & Srholec, 2008, 1434).

The involvement of private players is crucial for learning policy-making and achieving
adaptability, which in turn is crucial for the overall success of an innovation policy.
This is particularly important for transition economies facing important reforms in a
context of accelerated globalisation and international competition (Inzelt, 2008, 82).

In transition economies the majority of the emphasis has been placed on creating the
applicable political and economic environment within which organisations can
develop. Much less attention has been devoted to the people side of organisations
(Leskovar-Spacapan & Bastic, 2007, 534). There is also a discussion among
researchers on whether internal or external factors have more impact on
innovativeness. One argument for an emphasis on the internal driving forces as the core
forces is that, even if the external forces are the strongest, they must be interpreted and
converted into action by managers and employees. The main ideas for innovation are
developed by employees when they interact with customers and observe their
problems. Among internal driving forces three need to be marked as most important
ones, they are: innovation-oriented culture, entrepreneurship and market orientation.
Innovation-oriented culture is often mentioned as a core capability for innovation
process. Creativity/innovation is truly enhanced when the entire organisation supports
it. Structures in creative companies tend to be flexible, with few rules and regulations,
loose job descriptions and high autonomy. The entrepreneurial firm is generally
distinguished by its ability to innovate, initiate change and rapidly react in order to
change flexibility and adroitly (Naman & Slevin, 1993). A market orientation is
considered an important part of organisational culture. It puts the customer in the centre
of the firms thinking about strategy and operation.

None of the CEE countries have a fully fledged innovation policy (IP). Hungary and
Estonia stand out from the rest in terms of the range and longevity of their measures,
while Poland and Slovenia have developed relatively sophisticated policy documents,
but are lagging behind in terms of their implementation (European Commision, 2002).
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One of the solutions transition economies tried to employ was the pure copying of
developed countries innovation models and incentives. Although this approach had
many opponents and did not cause significant improvements in the short term, it played
its part in breaking the popular perception of the market orientation as unworthy of true
science.

Although corporate policy makers in large firms might often be tempted in the short
term to avoid strong competition - and to reap extra monopoly profits - by merging
with their competitors, the long term costs could be considerable. Public policy makers
should be persuaded by the evidence that creating gigantic national champions does not
increase innovation, quite the contrary, and therefore take countervailing measures.
Lack of competitive rivalry makes firms less fit to compete on global markets through
innovation (Bessant & Tidd, 2007, 349).

Masso &Vahter (2008) compared the linkage between innovation inputs, outputs and
productivity growth in Estonia in two different periods (1998-2000, 2002-2004). Their
conclusion was that in the first period only product innovation had positive effect on
productivity, while in the second only process innovation had positive effect. The
explanation for this phenomenon, that can also be valid for the rest of the transition
countries, was that after the loss of traditional export markets due to Russian crisis,
product innovation might have been necessary to restructure and enter new export
markets. In the second period, growing labour costs made it more important to reduce
production costs through process innovation. Process innovation might have also been
necessary to increase production in order to meet the growing demand during the
period of strong macroeconomic growth.

4. THE CASE OF CROATIA

According to last European Innovation Scoreboards from 2006, Croatia was in the last
fourth group of countries called trailing countries. The present state is mainly rooted in
socio-economic, cultural and political surrounding causing technological and economic
development and not vice versa (Svarc, 2009, 12).

Recent analyses of the CEE countries has revealed that innovation capacities confirm
that growth in the transition countries has primarily been generated by defensive inter-
sectoral restructuring, domestic market consumption and low-cost FDI, while
technology accumulation, innovation abilities and the productive use of national
research capacities have been neglected. To support the above mentioned points, four
characteristics of current Croatian research system, which is the most substantive part
of the innovation system in Croatia, are presented (Svarc, 2006, 145-149):

1. The weak industrial R&D sector and the low technological capabilities of
companies. The overall structures of the industrial sectors of the economy and
exports have not significantly changed in last 25 years, and are still dominated
by low-profit “traditional Croatian industries” such as the wood and textile
industries, fisheries, tobacco and shipbuilding. The total business-sector
investment in R&D amounts to 0.44% of GDP, which is extremely low in
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comparison to developed and fast growing countries where the business sector
invests more than 1 or 2% of GDP, respectively;

2. The Croatian research paradox. Although GERD (global expenditure in research
and development) in Croatia is satisfactory and creates the impression that the
problems are not so much in the scientific inputs as in the outputs meaning
Croatia suffers from ineffective use of research and science for technology
development. The problem is much more complex and is based on a fact that
Croatian research community lacks both a dynamic industrial partner whose
needs could be met and a critical mass of innovative companies able to absorb
the research expertise. The Croatian R&D paradox stems from inadequate and
obsolete structure of the R&D sector, which is characterised by domination of
the public sector over business R&D, because the latter was underdeveloped
before and devastated during transition times. At the moment the ratio between
public and private funding is 2:1, and it should be the opposite (Samardzija,
2009, 98). The data on human resources is even worse since 82% of researchers
were employed in the public sector (Aralica, 2009, 102);

3. Inadequate science-industry cooperation. It is estimated that today only about
10% of the revenues of the institutes and 6% of the revenues of universities
come from research contracted with industry;

4. The lack of a stimulating environment. As the roles that innovation and
knowledge-based growth factors play in economic development were not
acknowledged, the establishment of a proper environment which facilitates
innovation capacities and culture was also seriously neglected.

However, as the principal pattern of socialist style innovation activities involving the
suppression of entrepreneurship, innovativeness and competition, which would
stimulate a variety of technological trajectories, has not been changed, the outcomes of
these policies are, to a differing extent, unfavourable to R&D and innovation
capacities. Some of the most striking outcomes are as follows: the further weakening of
the R&D market, the serious deterioration of industrial R&D with a corresponding low-
level absorption capacity of firms and finally the shrinkage of the science base in terms
of both human-resource capacities and investment in R&D (Prpic, 2002, 76).

As it was mentioned earlier in this article, being open to FDI or even receiving large
amounts of funds this way does not guarantee strong economic development. The way
these resources are used and industries that are consuming them are far more important.
In order to achieve economic convergence transition economies need not only to
liberalize their financial and trade systems but also make sure these processes are
followed by knowledge transfer. One of the basic indicators of this process is the R&D
system convergence. Unfortunately in the case of Croatia, data for the period 2001-
2003 reveal that low-tech sectors with limited spillover effects (tourism, real estate &
trade) are still more important drivers of economic growth than dynamic medium- and
high-tech manufacturing and services (Prasnikar et al, 2008). It is no surprise then that
Aralica (2009, 113) found that almost 60% of businesses had no investment in R&D
activities and were using only external knowledge.
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Prasnikar et al (2008) suggest that in order to close the gap with developed countries,
technology follower countries such as Croatia should use the strategy of imitation or
develop incremental innovations because technological competencies may be costly
and time consuming to acquire. Only after years of accumulation of resources and
knowledge trough incremental innovation could Croatian companies become serious
players in the technological innovation field. This strategy also does not represent
something new because many Asian countries are at the moment moving away after
years of imitation into seriously competing in technology markets.

5. CONCLUSION

To overcome the gap originating from their history, companies from transition
economies need to be aware that internal organisational capabilities such as innovation-
oriented culture, entrepreneurship and market orientation are among important drivers
of wealth creation and growth. Companies have to focus not only on their existing
capabilities and on exploiting existing business opportunities but also have to develop,
at the same time, capabilities they will need in the future. As in other transition
countries (such as Hungry, Poland, Romania, Bulgaria, etc.), the political elite in
Croatia, perusing the dominant “mantra” of the liberal market economy, cut off the
state support for industrial institutes and left them to market competition or the care of
their parent companies. As the large industrial companies, which were the only ones
capable of R&D performance and absorption, were struggling with the problems of lost
markets and privatisation, all creative, educational and research activities were
considered as serious liabilities rather than assets. Ironically, while “Western” states are
more prepared to adopt state interventionist policies to foster innovation, post-socialist
states regard intervention as a hangover from the past. It is therefore recommended to
bring more control at the national level, meaning the role of government should be
much bigger in stimulating certain innovation networks. On the other hand, when it
comes to individual enterprises and their employees they should be given much bigger
freedom to experiment with new markets and technologies. The current state is quite
opposite; firms are free to pursue their own short term goals in any way while their
employees suffer strict control over their actions.

At the end of the paper four measures need to be stressed as the key measures
necessary for improving innovation output in transition economies. They are: (1)
Creating innovation culture in all organisations trough stimulating and making people
comfortable in delivering new ideas. (2) Supporting development trough small
innovative companies instead of creating big national champions. (3) Further
involvement of private sector in research and technology. (4) The role of the
government in stimulating R&D has to be greater not lesser for all transition
economies.
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THE RESPONSIBILITY AND ROLE OF THE AUDIT
COMMITTEE AS A FUNCTION OF CONTROL OF INTERNAL
AND EXTERNAL AUDITS IN THE DEVELOPMENT OF
CORPORATE GOVERNANCE IN B&H

ABSTRACT

In nowadays corporate governance is getting more and more attention in our society,
not only in the legislative and regulatory circles, but also among directors and
business owners and especially among public enterprises and banks.

Not so long ago the former collective and state enterprises used a relatively simple
"formula" to turn into joint stock companies or private enterprises. Today it is clear,
that this newly created management system suffers from numerous difficulties and
weaknesses, most of which are of , carcinogenic" character. In addition to that,
competitiveness at a national level, is also one of the most pressing concerns, which
equally occurs in developing and transitional societies, as well as in those that are
highly developed.

The aim of this piece of work was to investigate role and responsibilities of the Audit
Committee, its membership and internal organization together with relevant aspects of
its cooperation with external and internal auditors, including relations with the
management.

The primary functions of the Audit Committee are usually associated with the internal
control and risk management, financial reporting, application of legislation and
regulations as well as with the issues related to the process of external and internal
audit. Committee has the responsibility to monitor the adequacy and effectiveness of
internal control processes and procedures, which are instruments of risk management.
This monitoring is done through inspection and examination of annual financial
statements by evaluating whether financial information disclosed in financial
statements are adequate and complete, prior to their presentation and public
revelation. This primarily refers to the verification of application of the IAS / IFRS and
of adopted accounting policies in the process of preparing financial statements,
especially in the assessment or valuation of balance sheet items.

The distinctive work of the Audit Committee provides shareholders and investors with a
degree of certainty, that the audited financial statements of companies, as well as other
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non-financial information, are not false and that they will not be mislead. This enables
high quality of financial reporting, which than contributes not only to the investors’
increased confidence, but also to the accurate decision making regarding investments.

Keywords: corporate governance, Audit Commitee, financial reporting, audit, internal
audit, external audit

JEL classification: G3, M4

1. INTRODUCTION

How can the owners control those who govern? It is the question that arises from the
very inception of corporate governance. In a reponse of the question, different models
of corporate governance appear, but it should be noted that the superiority of one over
the other can not be confirmed with certainity. Success of application of a particular
model depends mostly on its adaptability to the changes that lurk in the environment.
For each form of the model of corporate governance, whether if it was about Anglo-
Saxon, German, Japanese or Great Britain model, their characteristic is the existence of
the bodies which have the important role in corporations. The pyramid of the
importance of corporation follows this scheme: stockholders meeting, Auditing
Commitee, Governance and Audit Board'.

In terms of globalization of goods, services, capital and labor, increased use of
technology, the increasing complexity of business transactions, accounting systems,
emphasized responsibility of management for the full and true disclosure of the
financial position and performance of business enterprises, the growing public interest
and concern for ethical corporate behavior, the role of Audit Committees is becoming
increasingly important, and the scope of tasks performed by the responsibility is wider
and deeper. Therefore, this work deals with the relevant meanings and questions about
the role, organization, tasks, powers and responsibility of the Audit Commitee.

The paper will be a contemporary understanding of its role and how the constitution
and functioning of those powers, which are the object of widespread attention and
review by the subjects, are interested in the company's business.

2. RELEVANT MEANINGS OF CORPORATE GOVERNANCE AS BASIS FOR
THE MONITORING ROLE OF THE BOARD OF AUDITORS

Conceptualization of Corporate Governance (or organizational governance) and
considerations of its contents may be of different meanings and levels of observations.’

! Kodeks raunovodstvenih nacela i radunovodstveni standardi Federacije BiH,Zavod za ra¢unovodstvo i
reviziju, Sarajevo,1998.
2 Tipuri¢, D.: Nadzorni odbor i korporativno upravljanje, Sinergija-nakladnistvo, d.o.o, Zagreb, 2006.
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According to the definition of OECD (Organisation for Economic Cooperation and
Development) from 1999 which says that ,,corporate governance... involves a set of
relationships  between management, authorities, shareholders and other
stakeholders.Corporate governance also represents a structure within which the
company set the goals and determine the means to achieve the objectives for
monitoring performance of the company. Good corporate governance should provide
proper incentive for the administration and management to achieve goals that are of
interest to the company and shareholders...*

According to the definition of the Institute of Internal Auditors (IIA), the process of
corporate governance ,includes the methods used by those who represent the
stakeholders of the organization, notably management, in providing oversight over the
risks and control process.

Monitoring of the risks facing the organization and a guarantee that the control
adequately mitigates these risks directly contribute to achieving the goals of the
organization and maintaining its values.” Besides the definition of the corporate
governance, another important presumption for understanding the role and tasks of the
Audit Committee and its organization, membership and activities, makes
understandable so-called one-ranked and two-ranked models of corporate governance.’
One of the key internal mechanisms of corporate governance, through which
shareholders influence the behaviour of managers to ensure that they manage their
business enterprises in their interests are the committees. There are two ways of
organization of committee of the modern corporation:

1. Establishment of a single board of directors or
2. Establishment of two committees: the supervisory board and management.

2.1. The Role of the Bord of Auditors

The role of audit committees is very complex and, according to modern concepts it
should include three types of jurisdiction:

Supervision of financial reporting in order to ensure the credibility of financial
statements or other information that is made public, and relating to financial
performance. It is responsible for presenting a balanced and understandable assess of
financial position in which the company is and in which will be in the future, so it is
essential that it has the support of the audit committee. In other words, the supervisory
board appoints the Audit Committee the responsibility to monitor the financial
reporting system so that reports would have necessary credibility, which applies to all
other information be made public, relating to financial performance of the company.
Accordingly, the Audit Committee considers the accounting policies and changes to
these policies, as well as the completeness and adequacy of the information the
company disclose in the financial statements.

* Vukoja B., Kati¢ B.: Skripta Financijsko izvjestavanje, Sveuéilidte Vitez u Travniku 2011.
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Monitoring system of internal financial control, and if there is no a special board or
committee of the Supervisory Board for the risk, then the control system manages the
risk. Supervision of internal control has the supervisory board, which it delegates its
authority to the Audit Board, which is now considered as a normal practice. However,
the audit committee, according to the nature of their primary role, usually only focuses
on financial reporting, but it can also deal with other aspects of internal control. If this
happens, then it is very important to make well-defined responsibilities that are not
directly related to financial reporting, as the audit committee must report on them to the
Supervisory Board.*

Monitoring procedure of internal and external audit, which involves assessment of the
effectiveness of internal and external auditing, as well as other responsibilities
primarily connected with the external auditor (making recommendations for
appointment and change of auditors, checking the independence of auditors, reviewing
the audit plan and the draft audit report, etc.). If a company has an internal audit, the
audit committee should participate in the selection and dismissal of the head of internal
audit and to assist in establishing relations of internal audit with supervisory board,
management and organizational units within the company. The Audit Committee
would also need to be involved in the process of defining the responsibilities of internal
audit and the formulation of its goals and mission of supervising the control
procedures. Monitoring process of external audit also includes too many different
responsibilities of the audit committee, the most important are:

Establishing the communication. It is vital that the audit committee and external auditor
obtain a firm and open communication, because otherwise it can be reduced by
monitoring the effectiveness of external audit procedures. In other words, all the
members of the board and external auditors must be very clear and defined, and their
meetings constructive and productive.

Appointment. The Audit Committee proposes to the board of external auditors who
should be appointed. Previously, the committee reviews and assesses the competence,
independence, experience and other characteristics of audit firms proposed by the
external auditors.

Checking independence. The Audit Committee should have checked the independence and
objectivity of the auditors each year, or to require the audit firm information on policies and
processes that ensure the independence of key members of the audit team. While reviewing
the independence, the board should have in mind the code of ethics for auditors in which
independence is defined.

Approval of other engagements. If an audit firm, along to external audit, the company
provides other professional services; it is essential that the audit committee considers
such an engagement and inform the supervisory board. This must be done in
accordance with the policy formulated by the Audit Committee and adopted by the
supervisory board.

* Kodeks ragunovodstvenih nacela i ratunovodstveni standardi Federacije BiH,Zavod za ra¢unovodstvo i
reviziju, Sarajevo,1998.
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Consideration of the audit plan. The Audit Committee should be familiar with the audit
scope and approach which will be applied. So it is useful to organize a meeting with
external auditors before the audit, on which will be discussed these issues. At the
meeting, the Board is also informed about significant accounts and transactions that
will focus on the external auditor, as considering them especially risky.

Deliberation management. Considering that the review procedure includes various
kinds of statements made by the management (the completeness of entries, the fair
value of assets, events occurring after the closing of books, etc.), the audit committee
should consider them and, based on their findings, assessing whether are complete and
adequate.

Consideration of the findings. When the audit process comes to an end, the Audit
Committee considers the findings of an external auditor, which mainly relate to the
basic problems arising during the audit. Of particular interest is how they are resolved
and whether there are left unresolved issues.Consideration of the findings includes the
problems that the auditor noted in internal control, as well as prospective errors in the
records that should be corrected.

Consideration of lette to management, eternal auditor often practice presenting their
observations on the functioning of accounting and internal control systems and audit.

The question is to what extent wills the audit committee deal with each of these
responsibilities? The answer depends on the decisions of the supervisory board, which
again depends on the regulatory requirements. From this it is important that the role of
audit committees is clearly defined by the supervisory board in a separate document.’
The document itself should be made to the specific needs of enterprises and to contain
an accurate description of the responsibilities of the audit committee, which is defined
in the documenton jurisdiction, the supervisory board should take into account also the
abilities to perform delegated tasks.

Namely, the audit committee should not be recognized as the only body to which the
supervisory board delegated all responsibilities arising from new regulatory
requirements. Also, the scope of work, which stems from the role of the audit
committee, must be adequate to the abilities of board members to perform them
successfully. To check whether the increased scope of responsibilities reduces the
effectiveness of the audit committee, it is necessary from time to time to analyze the
document on competencies. For example, an annual review of board responsibilities
should include the analysis of the circumstances, in which the company operates, as
well as new regulations and new elements of best practice in the work of the audit
committee.

* Medunarodni standardi financijskog izvjes¢ivanja ( MSFI) , RRIF 2007.
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2.2. Constitution of the bord of auditors

The manner in which the audit committee is constituted may have a significant impact
on his work. Therefore, the supervisory board should take into account several
important factors of which depend on the effectiveness of the audit committee. First of
all, these are: the number of board members, their competence and independence, the
way of rewards and resources needed for work.

The number of members of the audit committee typically varies depending on the
characteristics and needs of the enterprise and the scope of delegated authorities. For
the purpose of successful functioning of the board, the participation of all members is
needed, and it is desirable that they possess different knowledge and experiences.
Committees with three to six members may be suitable for achieving these goals.
Board members are usually appointed for a period of three years, with possibility of
reappointment, and in order maintain the accumulated knowledge necessary to carry
out responsibilities, all board members are never changed at the same time, but the
rotation policy is being implemented at the appointment.

Bearing in mind the delicate role of the audit committee, competence, experience,
integrity and independence of the candidates for the board, it must be carefully
evaluated by the supervisory board.

In addition to the successful operation of the audit committee, of particular importance
is the activity of the committee. The President should be elected with a special
attention, because for this position can properly be handled by a person who is
characterized by leadership and vision and that, among all other participants in the
corporate governance process, recognized as the most suitable for this role.

Although the chairman of the board is primarily responsible for preparing and
conducting meetings, it is not his only involvement. He should have regular contacts
with the president of the supervisory board, general manager, external auditor and the
heads of internal control and internal audit, to be able to prepare the session and placed
on the agenda of issues within the scope of responsibilities of the audit committee.

Members of the audit committee should be adequately rewarded for their work, while
the president may have greater compensation than other members, as being given the
greater degree of engagement. The basis for compensation usually does the time of
engagement, but the knowledge and experience of board members should also be taken
into account. In determining compensation, it is necessary to take account of their
amount, because excessive amounts can impair the independence of board members.°

The work of the audit committee requires specific kinds of resources to the supervisory
board should have in mind when planning its activities and the activities of committees
and commissions that delegates certain responsibilities. These resources are mostly
already available in the company, within various professional services, which calls for
their partly involvement and for the purposes of the audit committee. It is generally

® OECD Principles of Corporate Governance
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thought to assist in collecting information of interest to the Committee's work, the
preparation and organization of meetings, minute taking, preparation and distribution
of the report and providing all kinds of practical support. If necessary, the audit
Committee should be given the opportunity to engae independent legal, accounting and
other advisors.

2.3. Functioning of the Bord of Auditors

Successful functioning of the board depends mostly on the ways in which to prepare
and lead the session, the report of the Committee and the evaluation of its
effectiveness.

When it comes to preparing the session the most important is to define the issues that
should be on the agenda of the audit committee. Therefore, you should make an annual
work plan of the board, so that issues could be identified on time and ready for
consideration at the individual sessions. In this way it is created a basis for quality
preparation of sessions and well-timed cooperation of all stakeholders in corporate
governance, without which this work can not practically be done. Flexibility is
essential in terms of number of sessions, because the council would need to meet as
many times as necessary to carry out its responsibilities, provided that the time interval
between sessions is sufficient for their high-quality preparation.

Aside from the members of the audit committee, the meetings may attend the president
and some members of the supervisory board, CEO and chief financial officer, the
members of other boards and commissions or other entities that are supposed to
contribute to discussions on specific topics.

The practice is that the finance director attends the meeting, because many of the
questions, by the nature of things, are from the domain of financial management and
accounting. Likewise, a representative of the audit firm that is an external audit attends
the meeting, internal audit manager, and sometimes the general manager (his presence,
however, can affect the discussion not being sufficiently open and constructive because
of restraint for board members to eventually confront their opinions Managing
Director).

Chairman of the audit committee may decide that of a certain moment the session
continues only in the presence of board members and external auditor. This happens
when the external auditor informs the board about confidential matters, and when given
feedback of management, especially the CFO, as well as the functioning of financial
reporting and internal controls.

The Audit Committee shall adopt the formal record of their meetings, before they,
along with other supporting documents (agenda, materials in individual counts) submit
to the board, and if required, to external auditor and service dealing with internal audit.
President of the Board has an obligation to inform the supervisory board of the
conclusions from each session, in a way that will enable members of the supervisory
board to perform its part of responsibility concerning the supervision of the company.
Information on the work of the audit committee should be made available to
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shareholders. Therefore, the supervisory board should approve the publication of
important information on the work of the audit committee in its annual report on
operations.

It would be desirable to the Audit Committee to evaluate their work by themselves, so
that all aspects of their work done with the best practice applied in the work of these
committees. The Committee should analyze the degree of realization of their
responsibilities and to collect opinions about all those who have been in constant
communication (supervisory board, management, internal and external auditors, etc.).

2.4. Membership and organization of the Bord of Auditors

One of the key factors for good performance of the audit committee is certainly the
appointment of competent members of the committee. The most common of all
members of the audit committee is expected to be ,,accounting literate, respectively
that they can read and understand financial statements of the enterprise. It is good for
the audit commitee that at least one member has accounting and/or auditing skills,
respectively to be able to ask questions about: financial risks, internal controls, audit
process, accounting and other similar subjects. Each appointed member of the audit
committee should have:

Integrity;

Willingness to devote time and energy to the company;

Understanding of business, product and services of the company;

Knowledge of risks and internal controls of the company;

Examining and independent judgments;

The ability to offer new or different perspectives and constructive suggestions.

AN o M

In terms of office of the members of the audit committee, or the period to which they
are appointed, some pre-established rules do not exist. The practice in the world shows
that when determining the period of office of the members of the audit committee, it is
important to take into account the need for continuity of Managment Board, but also
the need to constantly provide new ideas.The usual terms are from one to three years.
Active participants in the meetings of the audit committee are board members, but
depending on the agenda o