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OPENING PRESENTATION

Opening presentation by Prof.Yannis TSEKOURAS, President of ASECU, University of
Macedonia, Thessaloniki, Greece, on Towards Post-Crisis Prosperity: Alternative Economic
Policies and Institutional Reforms in Southern and Eastern Europe

Introduction

The theme of our conference, with its reference to post-crisis prosperity, urges us to seek
alternative economic policies and institutional reforms in south-eastern and eastern Europe
which will support economic revival and, by extension, prosperity.

Given that most countries of south-eastern Europe (SEE) and central-eastern Europe (CEE)
are members of the EU (CEE Estonia, Latvia, Lithuania, Hungary, Poland, Slovakia, Slovenia,
Czech Republic; SEE Bulgaria, Greece, Croatia, Cyprus, Romania), while five of them (Latvia,
Slovenia, Slovakia, Greece and Cyprus, are also members of the Eurozone, and the remaining
states in the region are negotiating future entry into the EU, their governments are required
to keep their economic policy in line with that of the EU and Eurozone institutions
respectively. Two Eurozone members, Greece and Cyprus, are obliged to implement the
memoranda agreed with the representatives of their lenders, i.e. the European Commission
and European Central Bank, and the IMF, and must therefore adhere to the policies and
implement the measures demanded of them by the Troika of their creditors.

It would therefore be useful to examine the efficacy of European Union and Eurozone
institutions and policies, in terms of their contribution to growth and prosperity for the
European Union and Eurozone respectively, and for each member state individually. This is
because each strand of economic, fiscal, etc. policy adopted for the EU, and particularly for
the Eurozone, cannot possibly generate the same results across all 28 or 18 member states,
respectively, since the level of growth, the structural features and problems differ from
country to country, and especially when one takes into account that from the outset the
terms of the Maastricht Treaty and the single currency were better suited to the stronger
than the weaker economies. Furthermore, the EU has still not advanced to fiscal and
economic union, has not appointed a Finance Minister or coordinator of the fiscal and
economic policies of the member states, much less proceeded to social and political union,
and any new institutions which are established, such as the recent banking union, instead of
being supranational remain merely intergovernmental. This is because national interest
continues to be favoured over supranational or European Union interests, to such an extent
that the philosopher Jirgen Habermas fears that Europe might become, instead of the “first
democratically legitimized supranational community’, the ‘instrument for exercising a kind of
post-democratic rule’.

However this may be, the institution of banking union, of which the Single Supervisory
Mechanism (SSM) will come into operation in 2014, the Single Resolution Mechanism (SRM)
in 2016, and the Fund in ten years’ time, is at least a first step to combat the neoliberal
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dogma of market self-regulation. Through this decision the ECB will function not only as the
central bank, but also as the central regulator of more than 200 systemic banks across
Europe.

It is a fact that the absence from the Eurozone of robust redistributive mechanisms, in
combination with the architecture of the Maastricht Treaty, has led to the operation of a
systemic exchange imbalance between the stronger North and weaker South, involving the
wholesale transfer of resources northwards.

The case of Greece

In many respects, Greece was implementing economic, fiscal, income and credit policies —
both before it entered the Eurozone and after it became a member, without timely control
by the institutions of the Eurozone — which far outstripped its real capacity, and it is for this
reason, over and above the broader global crisis, that it found itself in the disastrous
situation we have been experiencing over the last six years.

The policies imposed on Greece by the Eurocrats (in essence, by Germany), characterized by
strict fiscal austerity, with internal devaluation, since the common currency cannot be
devalued® by a member of the Eurozone, and without the domestic banking system being
able to finance (productive) investment, mainly in knowledge, research and innovation
(because of the severe limit on liquidity, with interest rates ranging from 6.5% to 8.5%,
compared to 2% to 3% in the core Eurozone countries), thus with almost no investment
activity, all these factors have had (for 2013) a huge economic and social cost, with overall
unemployment standing at 27%, youth unemployment at 56%, a 25% reduction in GDP over
five years, a 35% fall in household disposable income, with 35% of the population now at risk
of poverty and social exclusion, and at the same time an increase in the national debt by
45%, rising to 174% of GDP .

On the other hand, the measures required of Greece by the Memorandum have contributed
to significant fiscal adjustment, with a primary public finance surplus for 2013 of 0,8% of
GDP (according to the Troika method), a positive balance of payments for the first time in 64
years (0.7% of GDP in 2013), and with almost complete recovery of cost competitiveness,
mainly owing to the reduction in labour costs per product unit, but not in terms of price. Of
course, the budget surplus, generated mainly by a crushing tax burden on households and
business, cannot be considered sustainable in the long run, unless GDP begins to grow at a
satisfactory rate (3.5% to 4%). The same is true of the balance of payments, this too being
mainly due to a fall in imports, the result of protracted recession, rather than a substantial
increase in exports.

However, the first, dangerous, political consequence of mass unemployment and the
impoverishment of great swathes of Greek society has been a significant rise in support for
far-right, neo-fascist groupings and for anti-European and Euro-sceptic parties. Rigorous
austerity measures and internal devaluation, together with a range of other structural
reforms, may have a more positive long-term impact than the gentler approach of, for

! The retention of the hard Euro a) was an obstacle to competitiveness, but b) helped to keep inflation low and
prevent currency speculation.
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example, the Keynesians, advocating more investment and a stimulus for domestic demand.
But if strict austerity continues, accompanied by a relatively unfair sharing of the burden of
that austerity, and no investment is made to bring down unemployment, then we cannot
rule out the risk of a breakdown of social cohesion.

In Greece the ranks of the Euro-sceptics have been swollen by a widespread view that the
Eurozone, lacking any experience in responding to a major crisis, sought the assistance of the
more experienced IMF, and together they designed and imposed on Greece, with its
governments blinkered by ignorance and fear, a policy which was mistaken in several key
areas, namely:

(a) tardy diagnosis of causes of crisis,

(b) the fact that emphasis was laid (by the Greek government, too) on increasing taxes
rather than cutting spending, and at the same time they have been slow to reform
public administration and stamp out tax evasion,

(c) the use (by the IMF) of a low fiscal multiplier, which is partly responsible for the
recession being more severe than expected; growth in GDP of 1.1% was forecast for
2012, and debt of 150% of GDP, instead of which growth declined by 6.4% in that
year, and 3.9% in the following year, 2013, while the debt swelled to 174% of GDP.
This mistake was later acknowledged by the IMF. Nonetheless, this admission could
not change the fact that the Troika, and by extension the country’s creditors, had
acted in relative ignorance of the circumstances of the crisis, on the basis of
erroneous information and in order for the Eurozone to gain time until it could take
decisions on correcting its flawed monetary and fiscal policies, as was confirmed last
January by the Commissioner for Economic and Monetary Affairs Olli Rehn,
appearing before the European Parliament’s Economic Affairs Committee.

Nevertheless, and despite the fact that a ‘Grexit’ had been discussed at ‘certain private
meetings’ between Eurozone leaders, the Eurozone had made available to Greece by 2013
funds and guarantees in the order of 340 billion Euro, at relatively low interest rates. This
averted a disorderly bankruptcy of the country, to which international markets were no
longer willing to lend. Now, the first step has been done, testing the ability of the country to
access the international finance markets. So, there is cautious talk of the so-called “Greturn”
(Greek return), even for “Greecovery”.

Obviously, despite the huge assistance from the Eurozone, Greece remains mired in crisis,
and this shows, in the final analysis, that serious errors have been made, both in the
creditors’ choice of the most appropriate package of measures, and in their implementation
by Greece.

Given, then, that the institutions, directives and rules laid down by the EU and the Eurozone
and imposed on the member states are a reality which the individual members cannot alter,
it remains to examine the institutions and rules which each member state, acting on its own
initiative, can establish and/or alter in order to facilitate/attain the objectives of growth and
prosperity, as well as competitiveness, without the economy once more slipping into
unmanageable public finance and balance of payment deficits and massive national debt.
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Below the reader will find three tables —one for the EU-15, one for the CEE countries and
one for the SEE countries— showing the six composite governance indicators for 2012,
published by the World Bank Institute.

Table 1. Composite gover nance indicatorsfor the EU15 member statesin 2012

Account- Political Government Regulatory Rule of | Control of

ability Stability Effectiveness | Quality Law Corruption
Austria 95.3 95.7 92.8 91.4 97.6 88.5
Belgium 92.9 74.4 93.8 86.6 88.6 90.9
Denmark 99.1 74.9 99.0 97.6 98.1 100.0
Finland 96.7 97.6 100.0 98.1 99.5 98.1
France 89.6 63.5 87.6 83.3 90.0 90.0
Germany 934 71.1 93.3 92.3 91.9 93.8
Greece 67.3 38.4 62.2 68.4 63.5 51.2
Ireland 91.9 77.3 92.3 94.3 94.3 90.4
Italy 73.9 63.0 66.0 74.6 62.1 57.9
Luxembourg 97.2 96.2 94.7 96.7 96.2 96.2
Netherland 97.6 90.5 96.7 96.2 97.2 96.7
Portugal 78.2 69.7 81.3 75.6 82.5 78.5
Spain 79.6 43.1 82.3 78.0 83.4 81.8
Sweden 99.5 90.0 98.6 99.0 99.1 99.0
United 92.4 60.2 91.9 94.7 92.9 92.3
Kingdom
Average 89.6 73.7 88.8 88.5 89.1 87.02

Source: World Bank Institute, Worldwide Governance Indicators online database.
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Table 2. Composite gover nanceindicatorsfor CEE countriesin 2012

Account- | Political Government Regulatory Rule of Control of

ability Stability Effectiveness Quality Law Corruption
Czech Rep. 74.9 84.4 76.6 80.9 81.5 63.6
Estonia 83.9 64.9 78.0 90.4 84.4 80.4
Hungary 70.1 68.7 70.8 79.0 68.3 64.6
Latvia 70.6 60.7 74.6 79.9 72.5 62.7
Lithuania 74.4 70.1 74.2 82.8 73.0 66.0
Poland 81.0 83.4 71.8 78.5 72.0 71.8
Slovak Rep 76.8 87.2 73.7 80.4 64.0 60.3
Slovenia 77.7 76.3 80.9 72.3 80.6 74.6
:E:\;:fage) 89.6 73.7 88.8 88.5 89.1 87.02

Source: World Bank Institute, Worldwide Governance Indicators online database.
Table 3. Composite gover nance indicator s for SEE countriesin 2012

Account- Political Government Regulatory Rule of Control of

ability Stability Effectiveness | Quality Law Corruption
Albania 50.2 39.8 45.0 56.5 35.1 26.8
Bos. & Herz. | 44.6 28.9 38.8 51.2 48.3 49.3
Bulgaria 58.8 58.3 60.3 69.4 51.2 52.2
Croatia 63.5 64.5 723 66.5 59.7 57.4
FYROM 49.8 33.2 51.7 61.2 47.9 59.3
Greece 67.3 38.4 62.2 68.4 63.5 51.2
Kosovo 42.2 15.2 41.6 52.6 35.6 30.1
Montenegro | 56.4 64.0 59.8 53.1 55.5 55.0
Romania 57.8 48.8 43.5 68.9 55.9 50.7
Serbia 55.9 38.9 50.7 50.7 44.1 48.3
:E:\;:fage) 89.6 73.7 88.8 88.5 89.1 87.02

Source: World Bank Institute, Worldwide Governance Indicators online database.

10




10" INTERNATIONAL CONFERENCE OF ASECU

A comparison of the indicators for the CEE countries with the corresponding EU-15 averages
does not yield a great distance between them, whereas the SEE countries have a long and
difficult road to travel before they achieve convergence with the EU-15 averages.

More specifically, Table 3 (SEE countries) shows that:

(a) Accountability ranges from 44.6 for Bosnia Herzegovina (BIH) to a maximum of 67.3 for
Greece (GRE), while the figure for the EU-15 is 89.6. The indicators for the other SEE
countries lie between the lower and upper limits (see Table 3, and the EU-15 average).

(b) Political Stability ranges from 15.2 for Kosovo (KOS) to 64.5 for Croatia (CRO), while the
figure for the EU-15is 73.7.

(c) Government Effectiveness ranges from 38.8 for Bosnia Herzegovina (BIH) to 72.3 for
Croatia (CRO), while the EU-15 figure is 88.8.

(d) Regulatory Quality ranges from 50.7 for Serbia (SER) to 69.4 for Bulgaria (BUL); the EU-15
figure is 88.5.

(e) Rule of Law ranges from 35.1 for Albania (ALB) to 63.5 for Greece (GRE), while the EU-15
figure is 89.1, and finally,

(f) Control of Corruption ranges from 26.8 for Albania (ALB) to 59.3 for FYROM, while the
EU-15 figure is 87.0.

There is a number of reasons and explanations for the distance separating the EU-15 from
the SEE countries. They include a shortage of jobs and low flexibility in the labour market,
which, combined with inadequate training, drives many people towards a rent-seeking
economy, withdrawing entirely from the formal labour market and living on transfers of
various kinds (e.g. unemployment benefit, early retirement or retirement at a relatively
young age, as well as other social benefits, many of which are not targeted at those who are
really poor and vulnerable), and, of course, to a grey economy much larger than that of the
EU-15.

It is generally accepted that financial institutions are ineffective in the SEE countries.
Although there is no generally accepted theoretical view in relation to the genesis of
economic institutions, it is generally believed that most of them are designed and imposed
by political process, through a top-down approach. This means that political institutions are
prior to, take precedence over and may control economic institutions?, a state of affairs
which obviously runs counter to the Marxist view of an underlying economic structure
supporting a political superstructure. It is our view that the genesis of economic institutions
is complex: they are rooted in the special history of the region, which was under Ottoman
rule for around four centuries, subject to the Islamic systems of law and public finances, and
shaped by national cultures, religion, cultural practices (customs and traditions), and of
course economic and social necessities, not to mention the special interests and
expediencies which shape all political decisions.

’>See Doran Acemoglou-James A. Robinson: Why Nations Fail, The Origins of Power, Prosperity and Poverty,
Crown Business, New York, 2012.
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However this may be, for new (economic) institutions to be created, or for existing
institutions to be reformed, two things are necessary: political will, and a decision by the
political leadership of a country. In the years since the collapse of the socialist regimes, the
countries of south-eastern and central-eastern Europe have been preoccupied, in a region of
great instability, with their own security and stability; they have paid little or no attention to
the creation or real reform of existing economic and legal institutions.

However, the appeal of the EU, and the desire of the CEE and SEE countries to complete the
EU accession process, has been ‘the main driver of institutional reforms, particularly reforms
of economic institutions to make them compatible with the institutions of the EU member
states, the latter being viewed as beneficial to economic growth’3. One might, and perhaps
should, maintain that ‘the reform of economic institutions which was driven externally, must
now be driven internally’®. Correct as this proposition might be, implementing it is no easy
matter. Among other obstacles, there is the major problem of the electorate in these
countries, as well as the ruling party/government and the role of the media.

Governing political parties, anxious to retain power (or at least administration) tend to avoid
clashes with vested interests, especially when unemployment is high; opposition parties are
always lying in wait, keen to increase their share of the vote and seize the reins of power.

When workers in state enterprises and agencies, and in the public sector in general, learn of an
intention on the part of governing parties to reform institutions, especially economic
institutions, they fear for their jobs; and this fear makes the public sector workforce an ex ante
political obstacle to reform. If, in face of this opposition, governing parties proceed to reforms,
with job losses not counterbalanced by the creation of new jobs in the private sector, then those
who have been made redundant will now constitute an ex post political obstacle to the
implementation of the reforms decided on, and to any further reforms, because they will lend
their support to anti-reform political parties.

Failure to progress with institutional reforms (particularly of economic institutions) deters
investment (both local and, more importantly, foreign) which might generate economic
growth and new jobs, with the result that unemployment remains high, if, indeed, it does
not actually increase.

Such a state of affairs leads, of course, to a forced redistribution of income, with a relatively
small share going to the losers from the transition or reform. The bulk of the redistributed
income is channelled to the ‘new’ political and economic elite. However, if this ‘new’ elite,
whose members include the internally oriented economic and business class that live off the
state (which, protected from competition, does not proceed to make any innovative
investment that might involve risk) and the various vested interests, does not believe that its
interests are sustainable, then it may concede the need for institutional reform, but will do
its utmost to keep it within certain limits.

At all events, for economic growth and prosperity to be sustainable, it is necessary that
economic, legal and political institutions not be closed, but be open and representative.

* See Boris Begovi¢, The political economy context of economic growth in South East Europe, Defining a New
reform agenda. Paths to Sustainable Convergence in South East Europe, South East European Studies at Oxford
(SEESOX), February 2013, p. 15.

* Boris Begovi¢, op. cit., p. 16.
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Because closed political institutions forge, in their turn, closed economic institutions, and
these in their turn lay the foundations for perpetuation of the closed political institutions.
Nor do closed institutions favour creative destruction (Joseph Schumpeter) and innovative
technological change. They do, however, exacerbate inequalities and tensions between the
elite in control of the closed institutions and those who challenge them — the result being
either a pluralistic sharing of political power, or a prolonged crisis, probably ending in
political instability>.

Greece is a case in point. It is a country which, by contrast with the SEE and CEE countries,
with their centrally planned economies, enjoyed a ‘free market economy’ and democratic
government (except during the seven-year military dictatorship of 1967-1974), and which
has been a full member of the EU since 1981 and of the Eurozone since 2001. In other
words, it had had ample time to be influenced by the ‘EU and Eurozone factor’ in respect of
the necessary institutional changes, which should have proceeded to the stage at which they
are internally driven. Nevertheless, the reality is that in comparison with those of states at
the core of the Eurozone, Greece’s institutions remained relatively closed. The political and
business class of the country had not risen to the challenge of the times, and long overdue
reforms had still not taken place.

Now however, thanks to the great crisis and the consequent imposition of stringent controls
by creditors, it should be possible for Greece to take steps towards modernizing its models
of production and administration. Action is already being taken in the areas, among others,
of opening up closed professions, and doing away with or at least drastically reducing the
role of cartels in the market for goods and services, giving us reason to hope that the
internal market will function more efficiently and production of internationally saleable
goods and services will be boosted.

By way of example we might cite the OECD report which recommended the rescinding of
329 outdated legislative provisions on competition and tackling of market distortions in four
sectors of the economy: food processing, retail trade, tourism and building materials. These
four sectors represent 21% of GDP and 24.8% of total employment in Greece. If just 66 of
those 329 provisions were removed, it would be enough to add 5.2 billion Euro to the
country’s GDP®.

I myself would readily claim that after six years of recession and harsh austerity, and four
years of strict supervision by the Troika, the outmoded features, closed professions,
inhibition of production and growth, of both structure and superstructure have still not been
dismantled, and this means that when supervision by our creditors is lifted the old, outdated
establishment will once again attempt to rear its ugly head.

| shall now move on to examine some weaknesses of the political culture and practices in
countries of our region, weaknesses which limit their ability to create and/or adopt
contemporary institutions which would accelerate convergence, on the economic, social and
political levels, with the developed countries of the EU and the Eurozone.

> Doran Acemoglou-James A. Robinson, op. cit. pp. 145ff. (Greek edition).
®See Ta Nea newspaper, The OECD has made 329 recommendations to stimulate competition.
3-5/1/2014.
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The role of the state

The state is the most important, indeed vital, institution on the national level. Despite its
relative weakening in an era of globalization, it continues to be the ‘institution of
institutions’. For this reason:

e A state must have democratic institutions which enjoy the confidence of its citizens
and which operate transparently, rationally and efficiently.

e There must be clear separation between the legislative, executive and judiciary.

e The state must operate with intelligence and efficiency, both in legislating and
governing, and in the administration of justice by an experienced, highly trained,
non-bureaucratic, honest, independently minded judiciary and judicial system.

e The state and public administration must operate independently of party political
interference, transparently, without excessive red tape, bribery and corruption.

e The governance of the state must be consistent and, above all, effective, both in the
creation of an economic, social and internet infrastructure, and in the enactment of
clear laws, easy to implement, which will promote growth and deliver:

v’ A stable, simple, fair, transparent, pro-growth, revenue-yielding and
internationally competitive tax system

v" Investment, (international) trade, the labour market, competition among
businesses

v" Active and effective policies, financial transparency and access to credit

\

Responsibility and protection in the area of property rights

v" Conciliatory institutions to resolve business disputes, not only by means of
the courts, which must overcome their deficit in the areas of suitability and
independence, but also through alternative, non-judicial administrative
mechanisms for resolving differences, such as arbitration, which is still
underdeveloped in all the countries of south-eastern Europe.

Lack of clarity in legislation, which is often deliberate, allows too many different
interpretations of the laws. This means the court schedules are overcrowded, and final
rulings on cases may take as long as 10 or 12 years to be handed down. This delay weakens
or nullifies the positive impact on economic activity expected from new legislation while
increasing production costs and the costs of doing business, and reducing profits.

Obviously, the final success of any economic policy, in both its drafting and, most of all, its
implementation, depends greatly not only on the quality of public administration and the
political culture’, but also more generally on the patterns of behaviour and values current in
the community; moving those patterns and values in a positive direction will take time and
effort.

7 See Nikiforos Diamantouros: Anuodota Sloiknon kat avamtuén: Ol TOALTIOMIKEG SLACTACELG LAG KPLOLUNG
ox€onc [Public administration and development: Cultural dimensions of a critical relationship], in: EMA\nvikn)
Owkovouia: Kpiowa Znthpata Owkovoutkng NoAwtikig, [The Greek Economy: Critical issues in economic policy],
ALPHA BANK, Athens 2008, pp. 161-180.
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The absence of a stable institutional framework, which usually manifests itself in frequent,
sudden changes in the rules of the game, and in complex, non-transparent procedures,
generates a general sense of insecurity, which encourages ‘a logic of short-term perspectives
and thus an inability to frame long-term, credible policy for the economy’® and for other
areas of national life. This is why the degree to which the ‘rules of the game’ are properly
codified and institutionalized, the stability and predictability of a country’s institutions, are
such important factors in promoting the complex work of socio-economic and even cultural
progress.

The cultural model for defining cost-benefit which governs the framing of public policy in
many, if not all, countries in our region is constructed using zero-sum logic, leaving no
margin for more consensual outcomes governed by the ‘positive sum’ logic and the concept,
inherent in the latter, of compromise, compromise all too often being seen as a demeaning
defeat. It is for this reason that the quality of being ‘uncompromising’ is valued so highly in
the popular imagination, where it is associated with indiscipline and resistance to
institutions and the state’.

‘Zero-sum logic, then, and the cultural model associated with it, lead us back to the familiar
concept of political cost, which is directly related to the absence of stable institutional
frameworks for the framing of public policies with long-term development objectives’'®. The
political parties, parliament, the executive, the judiciary, public services, with their culture of
red tape and bribery, and even the mass media have all lost to a greater or lesser extent
their credibility. As a result, citizens and businesses feel even greater suspicion of all these
institutions, particularly the mechanisms of public administration, and will resort ever more
frequently to lawless or illegal practices.

It is worth mentioning here®® that the quality of the democratic structure of a country is of
decisive importance in the creation of an institutional environment able to promote
economic growth and progress. The key features of such a structure are transparency,
accountability, institutional counterbalances to the exercise of executive power, the smooth,
unimpeded functioning of the rule of law, a consistent, clear framework of rules enshrined in
legislation, robust judicial enforcement of legislative rules, and the various forms of
interdependence and synergy which bind all these features together.

There is a need, then, not only for the appropriate policies, but also for the appropriate
political procedures, which allow the implementation of effective public policy. Therefore we
cannot separate the capacity of the state itself to reform (modernisation and rationalization
of its organization, the process of taking decisions and, above all, their implementation) from
the social capabilities of a community to tackles the issues arising from management of a
large number of changes.

It is necessary a) that day-to-day government administration should conform to plan and
function systematically, efficiently and in a coordinated manner, and b) that governance
should lay down objectives for political intervention and the establishment of new rules, and

& Nikiforos Diamantouros, op. cit.

° Nikiforos Diamantouros, op. cit.

1% Nikiforos Diamantouros, op. cit.

! See Tasos Yiannitsis, Introduction to EAAnvikrj Owkovopia: Kpiowa Intripata Okovopukric MoAttikrc, [The
Greek Economy: Critical issues in economic policy], ALPHA BANK, Athens 2005.
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for the promotion of new attitudes and/or strategies, determining the ways in which the
parties involved should function and defining their roles. Because there is not really any
mystery about what needs to be done, or about the differentiation among the various
political players. The difficulty lies in the ‘how to do’, rather than the ‘what to do’. It lies in
determining the method we should adopt to attain the goals we have set'?.

For as long as the political leadership and class™ lack the knowledge required to prevent
their ideology and campaign promises, or their frequently ambiguous discourse, from taking
the place of scientific analysis, and for as long as they lack the inspiration, will and
determination to free society and the economy from excessive legislation and red tape,
corruption and nepotism, client politics and absence of meritocracy, then, even if those
classes are not seeking their own social advancement and enrichment (whether for
themselves or their families), any reform of institutions will remain purely theoretical and
will never bring about the anticipated results. It may even strengthen such ‘informal
negative institutions’ as the grey economy and corruption.

Therefore, above and beyond the pursued convergence of our countries’ socio-economic
indicators with the EU averages, it is essential first to achieve ‘political convergence’, to bring
methods of governance in our region closer to the models used in the more advanced
European countries (see Tables 1, 2 and 3 above), even though these, of course, in the
context of the European Union, do not yet give a proper democratic voice to the European
Demos (electorate). By ‘political convergence’ | mean convergence in capacity of our political
system and system of governance, in the context of the real capabilities of society and in a
reasonable time frame, to realize objectives it has promised its citizens it will attain, at the
lowest possible economic and social cost™.

It would appear that those who take an active part in politics have abandoned the old idea
of public service in favour of the pursuit of a lucrative career. Management of public affairs
has now become almost a form of asset management for political parties, and particularly
their leaderships. The parties-as-corporations which are now run as ‘businesses’ and
‘oligopolies’ are proving the death of true politics (Alain Touraine). The very people who
should be the bulwarks and pillars of democracy have become the greatest threat to it™.

In an interview given to Repubblica in June 1981, Enrico Berlinguer chose, instead of
speaking from a left-wing vantage point on the ‘structures of capitalism’, to make the
following remarks: ‘... the moral issue as the primary and most substantive political question.
Because on its resolution depend recovery of trust in institutions, effective governance of the
country and the ability of democracy to defend itself. He had spoken of the transformation
of political parties into ‘power and clientele machines’, with scant awareness of the
problems of society, which simply ‘manage interests’ as they continue their mutation into
‘federations of movements and conspiratorial cabals...”*°.

2 Tasos Yiannitsis, op. cit.

B See T. Veblen: The Theory of the Leisure Class, New York: Dover Publication, 1994.

' See Tasos Yiannitsis, H ToALtikn) Staxelplon tng owkovopiag, [The political management of the economy], To
Vima newspaper, 23.4.2006.

!> See Pavlos Tsimas, «To nBwé Zjtnua», [The moral question], Ta Nea newspaper, 28-29/12/2013.

16 pavlos Tsimas, op. cit.
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We should not, of course, overlook the fact that in an era of globalization contemporary
economic and social developments have become far more complex, making it much harder
for the legislature to generate clear and practical laws (and here vested interests are often
protected by deliberate ambiguity), and for the executive to ensure (or even wish to
ensure?) compliance with the laws, which are often flouted in the name of liberty. One
attempt to fill these gaps has been seen in the rise of Independent Agencies and NGOs. The
former are invested with power and resources and called on to oversee, regulate and ensure
the implementation of legislation in all areas. The latter, usually established on a voluntary
and not-for-profit basis, funded by civil society and the state, seek to respond, at home and
abroad, to the various social, humanitarian, cultural and economic needs of contemporary
societies. Sadly, in Greece at least, a number of NGOs have been insufficiently supervised
and have failed to manage transparently the subsidies they have received from the state; in
fact, some of them have misused public funds, perhaps even in collusion with political
figures and government functionaries.

Therefore the battle against corruption needs to begin with the political system and with
parliamentary candidates, before extending to take on the whole public administration.
Parliamentary candidates spend large sums of money in their quest for votes, and this need
for money delivers them into the hands of the businessmen and media moguls who can find
and channel to the candidates what we call ‘black political money’. The result: a loss of
independence and credibility for the politicians, who end up as ‘bad examples’ to the
electorate, as models of corruption. It would be preferable to change to an electoral system
(e.g. election by open list*’ or abolition of the cross system) which would make candidates
less dependent on the current ‘party list’ system, and therefore on financial backing.

In light of current Greek experience, | believe that there are certain other practical steps we
might take to reform the parliamentary system. For example: abolition of parliamentary
privileges and immunity; a level of pay for MPs which is not an insult to the average wage-
earner; a clearer division between legislative and executive functions, by making
parliamentary and ministerial office incompatible. Moreover, rationalization of all
instruments and documents embodying transactions, as well as all ‘indirect’ payments,
together with a full utilization of contemporary technology, and last but not least a
meaningful and verifiable process for declaration of MPs’ assets, all these measures would
significantly curtail red tape, tax and contributions evasion, and corruption.

Of course we should point out that the political system itself, at least in Greece, suffers from
a type of ‘institutional anti-systemism’, in that the basic pillars of the system of government
are incapable of reaching any understanding, however rudimentary, with one another. Also,
many Greek citizens view with suspicion the rules of operation of society decided and
imposed on them by the (central) state, perhaps because they regard these rules as ‘unfair’,
and/or they believe that in a society without rules or laws, i.e. a state of anarchy, everyone
will be free to live as he wishes. But the truth is, of course, that functional anarchy in a
society makes life intolerable, especially for the weak, because the rule of law is replaced by
the law of the jungle.

v Open list of candidates: if the voter disagrees with the order of candidates proposed by the party, he can
place a cross against the candidate of his choice. This system would respect the freedom of choice of the
citizen/voter.
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In conclusion, the countries of (mainly) south-eastern Europe, particularly in the
contemporary era, will not be able to attain economic growth and prosperity without, in
addition to the immediate defining factors such as investment, capital, a skilled workforce
and technical progress, laws and rules, which will facilitate the introduction and
consolidation of open political and economic institutions, like those found in the core
nations of the EU. Progress in this direction will be assisted not only by domestic, creative
forces, oriented to exports and the international arena, but also the EU accession process,
and the pressure exerted by competition in the globalized market.
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ABSTRACT

The purpose of this paper is to analyze the importance of innovation and investment in research and
development (R&D) for the economic development of selected southeastern European (SEE)
countries. The implicit hypothesis of this paper is therefore related to the question of sustainability
of economic model of development of the SEE countries which is based on permanent investment in
R&D and continuous innovation. In order to test the relationship between these two and economic
prosperity measured by GDP per capita, the paper interprets results of econometric models for
developed countries and explains the importance of innovation as a key to economic development
of SEE countries.

In the modern business environment, the need for creative and innovative activities is permanent.
Innovations significantly affect effectiveness and efficiency of a company, its capacity, as well as the
quality of goods and services. If we have in mind the fact that a healthy economy is the most
important factor of economic development of a country, we can see how lack of innovation could
negatively affect the whole society.

The topic of innovation and its importance comes along with global recession. The policy makers did
not see the crisis coming, and when it began, most governments and international institutions were
taken by surprise. SEE countries were also affected and many of them did not recover up to 2012, so
the main question addressed to the policy makers is how to come back to the path of economic
growth. One of the most common proposed solutions are innovations that would enable the
countries of SEE to exploit its full potential and in that way reduce the gap between them and
developed countries.

The paper analyzes innovativeness of European countries, and we are explaining how innovations
effect the economic development of these countries. Specifically, the paper addresses the question
of SEE economies from the perspective of European Union integration, emphasizing the candidate
countries and comparing them to the EU member countries from this region.

We give a special consideration to Montenegro, as a country where, unfortunately, importance of
innovations is still not completely understood. There is no significant investment in R&D but situation
is expected to improve in the future.

Key words: innovation, economic development, investment in R&D, creativity
JEL code: E2, E61, 015, 032
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INTRODUCTION

There are a lot of definitions of innovation. One of them says that innovation is something
new that creates value. Peter Drucker, leading management guru, defines innovation as “a
change that creates a new dimension of performance”. Michael Porter defines innovation as
“a new way of doing things that is commercialized”. Joseph Schumpeter defines innovation
as “the doing of new things or the doing of things that are already being done in a new
way." But, there is something that almost all definitions contain: the fact that innovation is
of crucial importance for both economic growth and the growth of a firm. Moreover,
modern growth theory identifies three key determinants of productivity growth:
accumulation of physical capital, accumulation of human capital and a rate of innovation and
technological change.

Globalization, growing international competition, the information revolution and
technological changes is something that describes today’s environment. In that situation,
innovations became more and more important because they offer a chance for firms and
countries to be different and better. Innovative firms can increase their efficiency and
improve the goods and services they offer, and on the other side they can reduce the costs
of production. Countries that create innovative environment are those that are experiencing
high growth rates of GDP. A lot of studies prove that those variables are positively related.

Study made by Rosenberg (2004)'® emphasizes the importance of professor Abramovitz’s
research (Stanford University) which was done in 1950s. This research showed that only 15%
of the growth in USA from 1870-1950 was the result of increased use of labour and capital.
The rest 85% of growth was unexplained by classical function of production. That leaves the
possibility that technological progress and better combination of inputs can contribute to an
increase in output. Later, in 1957 Robert Solow, with different methodology and the data
set, got a similar result. The residual component has reached the value of 85%. That way his
model has shown that the primary determinant of growth is “technical change”. His
contribution was in the fact that he placed innovation in the centre of a great number of
future analyses. One of the significant recent papers was written by Lucas (1988) who
highlights the importance of highly skilled workforce for long-term growth. New growth
theories put technological progress, new knowledge and investment in R&D in the centre of
analyses. These factors are important at the global level and they have a huge impact on the
increase of production volume and standard in recent decades. But there is a problem if we
apply those factors in the analyses of less developed countries and regions, because they do
not have easy access to new technology so they cannot use benefits of new knowledge to
accelerate their economic growth.

Today, innovation is regarded as one of the key factors of competitiveness, both at the level
of the national economy, and that of the business system. From the standpoint of the
national economy, the importance of innovation is reflected in the fact that improves the
national productivity. Countries should try to improve their competiveness which means the
ability to achieve success in the markets in order to increase the standard of living over time.
Countries can become more competitive by improving their achievements in a wide range of
factors that affect productivity growth. This applies to innovation, creating a favourable
legislative environment, and transfer or adoption of a new technology, education,
entrepreneurship, or new businesses.

¥ Nathan Rosenberg, Professor of Economics, Stanford University: Innovation and Economic Growth, OECD,
2004 (online paper)
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The lack of innovation in the use of new technologies and a new product development, high
costs, and a lack of information about the needs of the market affect the poor productivity
and economic growth of Montenegro measured by low level of GDP per capita. Accordingly,
enhancing the productivity and competitiveness of Montenegro can be achieved by
strengthening the SMEs (small and medium enterprises), with the main focus on the key
actors of development - innovation and technological development.

INNOVATION INDICATORS OF EUROPEAN COUNTRIES

There are a lot of ways of measuring how innovations contribute to the economic growth and
development. Before we move on to the Global Innovation Index, which is the central section of
our paper, we will try to display the innovativeness of European countries using some separate
indicators, in order to get general overview which countries are leaders in this area.

Firstly, we will talk about most frequently used measure of innovativeness- Gross domestic
expenditure on R&D, also known as GERD. We define GERD as current and capital expenditures
on creative work undertaken systematically to increase knowledge, including knowledge of
humanity, culture and society, and the use of knowledge for new applications.*® Main advantage
of this indicator is its universality, which originates from the fact that GERD is the sum of the
R&D expenditures of the four economic sectors- business enterprises, government, private non-
profit organizations and higher education industries.” In the chart 1, we are displaying GERD as
a percentage of GDP for 28 European countries in the 2010.
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Chart 1: GERD asa percentage of GDP for 28 European countries, 2010*

“http://data.worldbank.org/indicator/GB.XPD.RSDV.GD.ZS (accessed on March 12, 2014)
http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Glossary:Gross_domestic_expenditure on
R %26 D (GERD) (accessed on March 12, 2014)
Zhttp://epp.eurostat.ec.europa.eu/portal/page/portal/science technology innovation/introduction (accessed
on March 12, 2014)
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As we can see from the chart above, the leading countries according to this indicator are
Scandinavian countries- Finland, Sweden and Denmark (above 3%), followed by Germany,
Austria and France, which belong to the group of most developed European countries. It is
interesting to note that Slovenia (former Yugoslav republic) is above average of European
Union, while the United Kingdom is below average. This data, in general confirms the
hypothesis that countries with high investments in R&D are at the same time the most
developed countries, with few exceptions mentioned above. Another data marked on the
chart 1 is the Europe 2020 target. As we have already mentioned, Europe 2020 is the EU's
growth strategy for the coming decade in order for EU to become a smart, sustainable and
inclusive economy. One of the five objectives of this program is the innovation, which
includes objective mentioned above- EU countries should achieve GERD at the level of 3% of
the GDP. This shows the importance of investments in R&D for the whole community.

Another interesting indicator is the number of patent applications submitted by the
countries in one year. Data refers to the applications filed directly under the European
Patent Convention or applications filed under the Patent Co-operation Treaty and
designated to the EPO (Euro-PCT). In the chart number 2, we can see the number of patent
applications per country submitted in 2010.
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Chart 2: Number of patent applications per country submitted in 2010*

This data also confirms the fact that countries which are investing a lot in R&D are the ones
which are the leaders in economic development in Europe. Again, at the top of the ladder are
Scandinavian countries as well as some of the most developed countries from the West and
Central Europe. However, elusive leader is Lichtenstein, country from the Central Europe.

http://epp.eurostat.ec.europa.eu/portal/page/portal/product details/dataset?p product code=TSC00032
(accessed on March 12, 2014)
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If we analyze previous the previous two charts, we can see that countries from Southeastern
Europe (with exception of Slovenia) are lagging behind most developed countries in terms of
innovations and R&D. Their GERD is lower than the same indicator in the most developed
countries and below Europe 2020’s objective. Also, SEE countries had smaller number of
patent applications submitted in the observed period. In addition, we analyze the number of
researchers per million inhabitants in SEE, as another indicator of innovativeness. These
data are displayed in the chart 3.
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Chart 3: Number of resear chers per million inhabitants (last available data for each country) »

It is obvious how much these countries are behind the most developed ones (in this case
represented by Norway, country with highest level of indicators related to innovations). Half
of these countries (including Montenegro), have less than 1000 researchers, which is
potentially cause for concern in these countries. Slovenia is the only exception, with 4.255
researchers in 2011, which is the closest to 5.504 researchers in Norway.

When we analyze the stage of development in SEE countries, we can get the broader image
of innovativeness of these countries. As we can see from the table 1, seven SEE countries are
in the efficiency driven stage- stage where countries develop more efficient production
processes and increase product quality in comparison to factor driven stage. However, only
two of these countries are in the innovation driven stage where companies from these
countries compete by producing new and different goods using the most sophisticated
production processes.

2 http://stats.uis.unesco.org/unesco/tableviewer/document.aspx?Reportld=143 (accessed on March 12,2014)
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Table 1: The stage of development of SEE couties™

Stage of development

Factor  driven Transition from Efficiency driven stage Transition from Innovation
stage (FD) FD to ED stage (ED) ED to ID stage driven stage

Albania Croatia Greece
Bosnia & Herzegovina Turkey Slovenia
Bulgaria

Macedonia

Montenegro

Romania

Serbia

All in all, every indicator that is related to innovations points, more or less, at the same
conclusion- the more countries invest in R&D, the more they are developed. Finally, we can
move on to the analysis of the Global Innovation Index, which is the overall indicator of the
country's innovativeness.

In order to explain the estimated effect of GERD (research and development expenditure (%
of GDP)) on GDPPC (GDP per capita, PPP (current international S)) we use the Fixed Effect
Estimator for panel data. Our data set contains information on 6 countries (Austria, France,
Germany, Slovenia, Sweden, United Kingdom) for the time period 1998-2010.”> The
estimator eliminates the individual country effect and it is correcting for standard errors. The
coefficient of logged value of GERD on logged value of GDPPC is significant at 2% level.
Surprisingly, coefficients on EDU (Public spending on education, total (% of GDP)) and CPI
(inflation, consumer prices (annual %)) are not statistically significant. It is possible that there
is an omitted variable bias, but even when including other relevant variables for explaining
GDPPC the coefficient remains significant. The results show the significance of investing in
R&D as they seem to be one of the driving forces of economic growth. Many researches on
this topic prove the positive and significant relationship between the two, and there are
arguments in the literature that there is bidirectional causality. All in all, the importance of
investing in R&D is undoubting, because it creates a background for innovation and
invention which promote growth.

The result of our analysis is given in the table below:

2 http://www.weforum.org/reports/global-competitiveness-report-2013-2014 (accessed on March 12, 2014)
% Data source: The World Bank: World Development Indicators
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Table 2; Fixed-Effect Estimator

Fixed-effects (within) regression Mawher of ohs= = G4
Group wariable: countryhane Mawber of groups = &
B-=g: within = 0_EZe8l1 Obs per group: win = &
between = 0.4147 avg = 10.7
overall = 0.ZE1E wayx = 1z

Fi3,5] = £.a7

corri{u i, Xbj = -0.73390 Prob = F = 0.04320

(&td. Err. adjusted for & clusters in countbryname)

Bobust
lpcgdp Coef. Ztd. Err. = P=|t| [9E5% Conf. Interwval]
ledu .377866 6891599 0_55 0.e07 -1.393676 Z.14%9408
lgerd .787E087 LZETR3EZ 348 o.ols .Z20Z0461 1.37z2371
leopi .04z4002Z L0E72344 1_EZ n.1ss -.0E31kE04 1133505
_cons A_0ELREEZ 1. zg7E8zz 7.01 0.001 E_ 7158 172 332436
sigma u - 13350638
figma e S13E3zTOL
tho -BEL3IEREZ {fraction of wvariance due to u i}

INNOVATION AS DETERMINANT OF ECONOMIC DEVELOPMENT

The Global Innovation Index (Gll) is the result of cooperation between one of the world's
leading and largest graduate business schools, INSEAD and World Intellectual Property
Organization (WIPQ), a specialized agency of the United Nations. Economic growth is
determined by a lot of factors, and one of them is innovation, which has become very
important in the period of globalization and growing international competition. Importance
of the Global Innovation Index is in the fact that it helps creating an environment in which
innovation factors are under continual evaluation and provides a key tool for refining
innovation policies. The report pays attention to what companies and countries are doing
and what they should be doing in order to stimulate and support innovation. This Index is
one of the many research studies that build a ranking of countries related to innovation. The
top three countries among all different indexes are Switzerland, Sweden and Singapore. The
last Global Innovation Index Report was published for the year 2012 and our analyses are
based on this Report.

In the picture below is presented the structure of Global Innovation Index:
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Figure 1: The structure of Global Innovation I ndex®

The Global Innovation Index is a simple average of two sub-indexes: Innovation Input Sub-
Index and Innovation Output Sub-Index. Both of them consist of several pillars. Innovation
Input Sub-Index is a simple average of five pillars which presents enablers of innovative
activities in one national economy: Institutions, Human capital and research, Infrastructure,
Market sophistication and Business sophistication. Innovation Output Sub-Index measures
results of innovative activities and it is also a simple average of two pillars: Knowledge and
technology outputs and Creative outputs. Although the Output Sub-Index includes only two
pillars, it has the same weight in calculating the overall Gll scores as the Input Sub-Index.

Whereas the aim of this analysis is to indicate the connection between innovation and
economic growth (measured by GDP/pc) in this chapter will be given the comparative review
of the GllI level in several European countries. Analysis is based primarily on comparison
between Montenegro and countries of the region (Serbia and Croatia), Estonia (which is
often used as a benchmark when we talk about economic development of Montenegro)27,
Switzerland (as the country with the highest level of Gll), the most developed countries of
the EU (Germany, France and the United Kingdom) and countries with lowest GDP/pc in the
EU (Bulgaria and Romania).

%% http://www.globalinnovationindex.org (accessed on March 12, 2014)

7 Montenegro and Estonia are both former socialist, small and open economies. They both have intensive
cooperation with countries in the region. Difference is in the fact that Estonia had revolutionary transformation
to the market economy, but Montenegro had evolutionary approach to market economy and the result of that
process is different.
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In table 2 is given the review of GDP/pc in 2012 as the measure of economic development of
above mentioned countries and the score and rank on the Global Innovative Index list for
the 2012:

Table 3: Comparative review of 10 selected countries

€O e e Global Innovative
(USS) Index
Rank Score

Montenegro 7,317 45 40.1
Serbia 6,081 46 40.0
Croatia 14,457 42 40.7
Estonia 16,583 19 55.3
Switzerland 81,161 1 68.2
France 44,008 24 51.8
Germany 43,742 15 56.2
United Kingdom 38,592 5 61.2
Bulgaria 7,202 43 40.7
Romania 8,863 52 37.8

Analysis shows high degree of correlation between GDP/pc (which represents the level of
economic growth) and the score of Global Innovative Index (which represents the level of
innovation in one country). The correlation coefficient between the GDP/pc and the score of
Gll is 0.89, which means that there is a very strong linear relationship between these two
economic indicators, as can be seen from the graph below.
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Figure 2: Relationship between the GDP/pc and the score of the Gl |
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It means that those countries which recognize the importance of and invest in innovation
benefit from this activity in form of economic growth. But, it is understandable that situation
with less developed countries is different. Those countries are faced with a lot of obstacles
and they often do not have enough resources to innovate. They can benefit from innovation
only after they reach certain level of development. So, in those early phases of economic
development it is very important for them to be able to understand importance and to be
open for innovations. For those countries is very important the support of government in the
field of innovation.

Switzerland has the highest level of Gll in the world which makes it the most innovative
country. In almost every pillar it has one of the top 10 positions. Its only weakness is the
Institutions pillar rank (13™), because of poor showing in the ease of starting a business and
of resolving insolvency. But, the fact that its economy is based on knowledge and that
Switzerland has one of the highest GDP/pc makes it a friendly environment for innovation
and makes easy transformation of innovation-input to innovation-output.

THE IMPORTANCE OF INNOVATION FOR EU INTEGRATION

Almost all countries in transition in Central and East Europe choose the EU membership as
their strategic goal. Due the fact that development of the EU in this decade is based on
Europe’s growth strategy Europe 2020, those countries which want to became the part of EU
need to follow that development framework. One of the priorities of the strategy is “smart
growth” which includes development of an economy based on knowledge and innovation.
This shows how importance of innovation is highly ranked in EU.

We already showed how far countries in transition are behind development countries. The
best way for bridging the gap is innovation which can be the faster way too. Innovation gives
the chance for those countries that thanks to small efforts make giant leaps. Information
technologies have changed many aspects of modern life. Implementation and development
of information technology is precondition and determinant of success, not only for
companies and industries, also for whole regions and countries. Digital economy brings a lot
of opportunities but at the same time it brings new rules of game. How countries will place
themselves on the global market depends on their ability to learn fast new rules of market
game. Important question is if new possibility can improve the position of developing
country or they only make the gap between developing and developed countries deeper.

Dominant opinion is that globalization and all its consequences will help to decrease the
differences between rich and poor nations, where innovations and technologies play the
main role. They offer a wide range of opportunities for developing countries to transform
their economies into digital economies which can compete with developed countries.
Simply, developing countries cannot afford that “luxury” to dismiss the possibilities that
those technologies and innovations offer.
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One of the main determinants of innovation in those countries is public policy. Although
governments in SEE countries made a lot of efforts to improve innovativeness, the result is
still unsatisfactory. There is still a huge bureaucracy that makes obstacles for future
development of SME, inefficiency of public companies, monopolies encouraged by
government, problem with corruption, nepotism and unemployment that causes brain drain
(or human capital flight), low computer literacy, and often the fear of people to accept
innovation because of creative destruction: they first need to destroy all established
templates if they want to create something new. That is especially problem in countries with
cultures that do not accept the changes easily. Every government needs to find their own
way to solve those problems, because they are specific for every country.

On the other hand, integrations are followed by the “brain drain”, characteristic indicator
especially for SEE countries. The next table shows the country capacity to retain and attract
talent, two separate indicators related to brain drain.

Table 4: SEE countries capacity to retain and attract talent in 2013%

Country capacity to | Country capacity to
Country retain talent attract talent

Score ‘ Rank Score | Rank
Albania 3,6 63 3,6 63
Bosnia &
Herzegovina 1,9 143 1,9 140
Bulgaria 1,9 142 1,9 144
Croatia 2,3 134 1,9 143
Greece 3,1 86 2,3 127
Macedonia 2,6 123 2,1 134
Montenegro 3,1 92 3,1 92
Romania 2,1 138 2,2 132
Serbia 1,8 146 1,6 147
Slovenia 2,9 107 2,5 120
Turkey 3,3 78 3,2 89

All these SEE countries are faced with severe problem- most talented and educated
individuals are leaving country, while countries are not capable to attract other perspective
individuals from around the world. As it is presented in the previous table, SEE countries are
placed in the bottom half of the list of world countries ranked by country capacity to retain
and attract talent in research conducted by World Economic Forum in 2013 (even seven of
them are placed among last twenty in terms of attracting talents). This leads to the
conclusion that SEE must improve their working environment in order to prevent additional
brain drain.

28 Country capacity to retain talent takes value from 1 to 7, where 1 = the best and brightest leave to pursue
opportunities in other countries, 7 = the best and brightest stay and pursue opportunities in the country; while
in case of country capacity to attract talent values: 1 = not at all; 7 = attracts the best and brightest from
around the world, source: http://www.weforum.org/reports/global-competitiveness-report-2013-2014
(accessed on March 12, 2014)
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The topic of innovation and its importance comes along with global recession. The policy
makers did not see the crisis coming, and when it began, most governments and
international institutions were taken by surprise. SEE countries were also affected and many
of them did not recover up to 2012, so the main question addressed to the policy makers is
how to come back to the path of economic growth. There is evidence that the crisis hitting
less innovative countries, especially ex-Socialist economies.”’One of the most common
proposed solutions are innovations that would enable the countries of SEE to exploit its full
potential and in that way reduce the gap between them and developed countries.

THE IMPORTANCE OF INNOVATION FOR MONTENEGRO

According to the same index, Montenegro is the 45™ most innovative country in the world.
Being a country in transition, Montenegro has had various challenges in improving its
economy. Unlike many other developed countries of the world, there is no significant
investment in R&D by the government, or by the private sector. But still, Montenegro shows
openness to innovations and changes which has been recognized by the EU and Montenegro
has often been praised for being an open economy and for its willingness to make changes.
Montenegro is the EU candidate country and has a lot to work on prior to becoming a
member country. One of the things that are preventing the growth and development of
Montenegrin economy is the lack of support for R&D activities. Studies show that private
sector in developed countries is the main generator of innovation. In Montenegro there is no
much expenditure on R&D in the business sector, due to global financial crisis, but also poor
economic conditions in the country. In accordance with this is figure 3, which shows that
almost half of R&D activities are carried out by the government sector, while 30% of
researchers are also employed in the government sector. In 2011, the GERD in Montenegro
was 13.2 million EUR, which makes 0.41% of GDP.*°

P A

GERD by sector of parformance - % (2011} Ressarchers by sector of employment - 3% (2011, FTE)

I:l Business 437
enterprise =

Figure 3: GERD and resear cher by sector of employment in Montenegroin 2011*

*® More detailed: Andrea Filippetti, Daniele Archibugi, Innovation in times of crisis: National Sistem of
Innovation, Strucutre and Demand, Elsevier B. V. 2010 (online paper)

30 http://www.worldbank.org/content/dam/Worldbank/document/eca/Western-Balkans- R&D-
Montenegro.pdf (accessed on March 12, 2014)
*http://stats.uis.unesco.org/unesco/TableViewer/document.aspx?Reportld=198&IF_Language=eng (accessed
on March 12,2014)
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We continue analysis with review of factors of demand and supply for R&D in Montenegro,
which are presented in the Table 4. Montenegro is faced with the common problem of SEE
countries- R&D demand gap. As we can see from the table, scores for supply factors are
relatively better then demand factor for R&D. This means that Montenegro is not successful
in employing its R&D capacities effectively. For example, this could be caused by the fact
that high share of business processes do not use new technologies.*?

Table5: Scoresfor factorsof demand and supply for R& D in Montenegro®

Factors of supply for R&D
Availabili lity of
Quality of the [Quality of Quality of math vailability an |t‘y'o Availability of
. . . of research |scientific L
educational primary and science .. scientists and
X . and training |research .
system education education . R engineers
services institutions
4,4 5,0 4,9 3,8 4,0 4,0
Factors of demand for R&D
. . G t .
Extent of|Firm-level [Production Degree of |Company overnmen Capacity
Buyer . procurement
staff technology |process . .. .. |customer |spending for
. . . .. _|sophistication| . of advanced |. .
training |absorption |sophistication orientation|on R&D innovation
tech products
41 4,5 3,5 2,9 4,5 3,3 3,9 3,6

One of the main factors of innovation is expenditure on R&D and on education. In
Montenegro, most of expenditure on R&D goes to basic research, which is theoretical work
undertaken primarily to acquire new knowledge of the underlying foundations and
phenomena and observable facts, without any particular application or use in view.
Montenegro is also limited by the country size, but as we have seen in the previous chapter,
Switzerland is the most innovative country in the world, regardless its size.

Innovation outputs are the results of innovative activities within the economy. There are two
output pillars: Knowledge and technology outputs (this pillar was labelled ‘Scientific outputs’
in the 2011 Gll) and Creative outputs.

The pillars of Gll show that Montenegro is among the top countries in the world when it
comes to Knowledge Impacts and Creative outputs, which are the most relevant for
measuring innovation output. Montenegro has the score of 71.3 in Online Creativity, which
makes it the 10" best country by this criterion. Montenegro is ranked as the 1% country in
sub-pillars Generic top-level domains (TLDs)/th. pop. 15-69 and Country-code TLDs/th. pop.
15-69. These two sub-pillars focus on creation of internet sites. That is really important for
generating innovations, since the Internet itself has been a great innovation, and it is a place
where many innovations take place nowadays.

32 Radosevic Slavo, Research and Development, Competitiveness and European Integration of South Eastern
Europe, Europe-Asia Studies, vol 61, 2009, page 634.
3 http://www.weforum.org/reports/global-competitiveness-report-2013-2014 (accessed on March 12, 2014)
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Montenegro has a good score in Human Capital & Research pillar, being ranked 29" in the
world. It has a really good score in Tertiary education, which is mostly because of increased
number of college graduates in recent years. But still, even though education is the most
important input for R&D, Montenegro does not have a good score in R&D sub-pillar; it is
ranked as a 45" country in the world. Problems that Montenegro has are visible from the
Gll’s sub-pillar on Knowledge diffusion, which reveals how good country is in diffusing
knowledge. On the other hand, the country is ranked as 32" in the world in knowledge
absorption.

It has already been said that investing in education is the input for R&D activities, and
therefore the input for innovation. Table 5 shows the number of finished scientific papers in
Montenegro for the period from 2000 to 2010.

Table 5: Number of scientific papers (2000-2010)*

Year Number of Scientific papers
2000 60
2001 70
2002 84
2003 192
2004 216
2005 47
2006 62
2007 44
2008 59
2009 72
2010 87

The table shows that there are very few scientific papers in Montenegro per year, but in the last
5 years, the number of published scientific papers has increased and there is a positive trend.

WIPO ranks Montenegro as the 161 country by Intellectual Property activity for 2011. Data
shows that there have been 1,179 patent applications in Montenegro since 2008.%° That is a
small number, but that has been a significant growth in patent applications when compared
to the period prior to 2008.

Overall, there is little R&D activity in Montenegro which is due to many factors. But in the
coming period, period of Montenegro’s integration to the EU, there will be more
expenditure on education, R&D and support towards creating an innovation friendly
environment. In the last few years, even though by a small percentage change, there has
been an increase in R&D as percentage of GDP. As it has been presented before, it is not
easy for a less developed country to invest in R&D, and therefore generate innovations, so
that becomes a circulus vitiosus. But Montenegro should put emphasis on supporting the
small and medium enterprises (SME) in order to encourage the SMEs to make small

** http://www.monstat.org/cg/page.php?id=77&pageid=77 (accessed on March 12, 2014)
% http://www.wipo.int/ipstats/en/statistics/country profile/ (accessed on March 12, 2014)
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innovations since that it also really important for one country’s innovativeness, and
therefore economic growth.

SUMMARY

Innovation is often defined as “new ideas that add value”, so this automatically means that
innovation is a driving force behind growth. There are various ways to measure innovation
and innovativeness, and this paper presented the methodology of the Global Innovation
Index, which was used to explain Montenegro’s position compared to countries in the
Balkans and in the EU. One way to measure how innovation affects the economic growth
and development is by presenting the Gross Expenditure on Research and Development as a
percentage of GDP. Studies have shown that the more countries invest in R&D, the more
innovations there are, and higher the economic growth.
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HIGHER EDUCATION IN EASTERN EUROPE:
POST CRISIS POLICIES AND TRENDS
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University of Szeged, Hungary

ABSTRACT

The paper presents an thorough analysis of the higher education systems of the Eastern European --
post-communist — countries (Romania, Hungary, the Czeck Republic, Slovakia and Poland) before,
during and after the economic crisis. On one hand it focuses on quantitative aspects such as financing
higher education and researh, student fees and student support, the performance of the universities
and colleges in terms of student numbers and research output. On the other hand it analyses
gualitative features like governance, institutional, financial and academic autonomy, the value of the
diplomas, the inclusiveness of higher education regarding mature students etc. The purpose of the
analysis is to explore and understand the similarities and/or differencies of the higher education
systems in these countries with similar historical paths, as well as to see the similarities and/or
differencies in the effects of the economic crisis and the policies implemented as a reaction to it. The
paper also deals with the question whether the higher education of the Eastern European region is
getting closer to the Wester European countries, or it is still lagging behind, or it is not only lagging
behind but experiences a widening gap after the crisis as far as the financing and autonomy of
universities are concerned, or there is/will be a special “Eastern European” path in the field of higher
education. It The paper also explores the disparities between the different countries of the region,
and tries to forecast which of them has given the best answer to the crises and thus will be the
Eastern European “center” of the European Higher Education Area. The analyses are based on
literature, statistical data of Eurostat, OECD, outputs of European research projects like that of
Center For Higher Education Policy Studies, European University Association and Embracing the
Modernisation Agenda, and databases such as Eurypedia, Eurydice.

Key words: higher education, education policies
JEL codes: 1210, 1220, 1280, H750, H810

Introduction

The paper presents an analysis of the higher education (HE) systems of the Middle-Eastern
European -- post-communist — countries (Romania, Hungary, the Czeck Republic, Slovakia,
Poland, and Slovenia is added to the comparison as a fastly developing country) before and
during the economic crisis, ending with the latest available data. It focuses on the conditions
the national higher education systems operate in (such as financing higher education,
student/teacher rate, student fees and support), the output of higher education (rate of
population with HE attainment), indicators reflecting the inclusiveness of higher education
(like the rate of mature students, female students and professors), and data reflecting the
'value' of the degrees.
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The purpose of the analysis is to explore the similarities and/or differencies of the higher
education systems of these countries having similar historical paths, as well as to see the
similarities and/or differencies in the effects of the economic crisis. The paper also tries to
forecast which of them has escaped the negative consequences of the crisis the most, and
thus will be the Middle/Eastern European “center” of the European Higher Education Area.
The paper also deals with the question whether the higher education of the Middle/Eastern
European region is getting closer to the Wester European countries, or it is still lagging
behind, or even worse: it experiences a widening gap after the crisis. The analysis are based
on statistical data of Eurostat, OECD, and databases such as Eurypedia, Eurydice.

1. Types of higher education institutions and university governance

First | compare the different types of higher education institutions in the six countries
regarding status and training profile (see Table 1.).

Table 1.: Typesof higher education institutions

CzechR. Higher education institutions:
- Universities
- Non-universities
Tertiary professional schools

Hungary Universities
Colleges
Poland Higher education institutions:
- Universities

- Non-universities (including schools of higher vocational education) Colleges

Romania Universities

Institutions

Academies of study

Post university study schools
Doctorate organizing schools

Slovakia Universities
Professional training institutions
Slovenia Higher education training:
- Universities

- Single institutions
Higher vocational training: Higher vocational colleges

Source: Own construction based on Eurypedia 2013

The less complex is the institutional structure of Hungary, consisting only two types of
institutions>®. In the Czech Republic and Slovenia higher vocational training is part of higher
education but is pursued in a separate type of institution. In Poland tecaher training, foreign
language and social worker training colleges are separated from the rest. (Eurypedia 2013)*’

*® In the next years HE institutions will be classified into more categories on the basis of their mission.
*” There is no detailed information available about Romania.
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Summarizing what has been presented, the institutional landscape is rather different in the
countries, not showing memento of their common historic heritage.

The case is just the opposite concerning the internal management of the six countries.
Before the communist era Middle-Eastern-Europe (just like the rest of the countries except
the Anglo-Saxon ones) had the so-called continental type of university governance, giving
the authority exclusively to the senate composed only of university members. At the end of
the 20th century European countries have moved towards the Anglo-Saxon governance
system, sharing the authority between the senate — dealing only with academic issues -- and
a governing board focusing on financial issues. After the strict central control of the
universities in the communist regime, reforms were launched in most of the post-communist
countries to turn towards the Anglo-Saxon university governance system, but these reforms
have subsided. (See Keczer 2010 for details.) In all six countries the traditional continental
system has survived (see Table 2.).

Table 2.: Governance of higher education institutions

Executive | Academic | Decision-making
Advisory/Supervision bod
head body body v/Sup Y
senate board of trustees
Czech R. rector . .
(only university members) (only external members)
Hunear rector senate economic council
gary (only university members) (internal and external members)
senate council
Poland rector . . .
(only university members) (optional)
. senate
Romania rector . . -
(only university members)
. senate board of trustees
Slovakia rector . .
(only university members) (only external members)
. Universities: -
. senate, academic assembly e
Slovenia rector ) . Indep. institutions: management board
(only university members) .
(internal and external members)

Source: Own construction based on Eurydice 2008 and Eurypedia

Academic and decision-making bodies are not separated, senate performs both functions.
Although advisory bodies were set in each countries but Romania, their authority is limited.
In this aspect Middle-Eastern-Europe’s path differs from that of the rest of Europe.

2. Financial conditions

An often-quoted data regarding the financial conditions of education is the percentage of
GDP spent on the sector. | display this proportion for the years of 2002 and 2010, to show
the progression of some countries out of the six (see Diagram 1.).

37




10" INTERNATIONAL CONFERENCE OF ASECU

Diagram 1.: Expenditure on higher education® as per centage of GDP

Annual expenditure on public and private educational institutions
at ISCED 5-6 as % of GDP

161 @ 2002 —
1,44 |
1.2] M 2010
1,01
0,81
0,6
0,4
0,21

EU 27 CzechR. Hungary Poland Romania Slovenia Slovakia

Source: Own construction based on Eurostat data

In 2002 only Poland’s spending exceeded the EU average, and that of Hungary and Slovenia
was eqaul with it. The Czech Republic, Romania and Slovakia spent significally less. But by
2010 the Czech Republic has considerably increased the share spent on higher education,
almost reaching the EU average, and Romania and Slovakia also have a promising tendency.
Hungary did just the opposite, decreased the rate from 1,2 to 0,8, dropping back to the
bottom of the country list.

If we examine the public expenditure on higher education, we get a slightly different picture.
Here we can associate to the negative effects of the crisis in some countries (see Diagram
2.).

Diagram 2.: Public expenditure on HE as percentage of GDP

Total public expenditure on education at ISCED 5-6 as % of GDP

1,40+
1,20+
1,007 @ 2002
0,80 m 2007
0,60 02010
0,40+
0,20+
0,00+

EU27 Czech R.  Hungary Poland Romania Slowenia  Slovakia

Source: Own construction based on Eurostat data

In 2010 only Slovenia exceeded the EU average, and Poland was close to it. Slovakia is
obviously lagging behind. Hungary has sufferend a decline in this indicator as well. The
possible effects of the economic crisis may be seen in the Czech Republic and Romania,
where after a positive tendency between 2002 and 2007, there was a fallback by 2010.
Nonetheless, Romania has produced an impressive overall increase from 0,7% to 1,0%.

*® Higher education is the 5th and 6th levels of the ISCED (Internatonal Standard Classification of Education)
system.
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Instead of overall and relative figures, a more interesting question for those studying and
working in higher education, and a more expressive data is the absolute expenditure per
student in public institutions (in private higher education the financial background is quite
different). Here we experience a shocking difference between the majority of the Middle-
Eastern-European countries and the Western-European ones (see Diagram 3.).

Diagram 3.: Expenditure per student in public HE

Annual expenditure on public educational institutions per
student in PPS, at ISCED 5-6
10000,0 0 2004
8000,0 W 2010

6000,0
4.000,0

2000,0
0,0

EU27 Czech R.  Hungary Poland Romania  Slovenia  Slovakia

Source: Own construction based on Eurostat data

All of the six countries had and still have to operate with significantly less money per student
than the average EU spending. In 2002, in Romania the expenditure per student in Euro
PPS*® was only % of the EU average, and in Poland slightly more than 1/2! Since then these
two countries have produced an impressive progress, but Romania still have to educate
students with only half of the average EU expenditure. The closest to the EU average in this
indicator is Slovenia. To make the comparison more shocking: the expenditure per student in
Hungary is less than 6.500 Euro PPS, in the Scandinavian states it is 15.000, in Switzerland
close to 17.000, in Japan 20.500. (OECD 2013) So in Japan the expenditure per student is five
times more than in Romania.

It could be stated that the Middle-Eastern-European countries do not spend enough on
higher education. To qualify this statement it is worth to compare the GDP per capita
spending (see Diagram 4.).

Diagram 4.: Expenditure per student compar ed to GDP per capita

Annual expenditure on public educational institutions at
ISCED 5-6 per student compared to GDP per capita

@ 2004
60,07 W 2007
50,01 02010
40,01
30,01
20,07
10,01

EU27 CzechR. Hungary Poland Romania Slovenia Slovakia

Source: Own construction based on Eurostat data

** Euro PPS (Purchasing Power Standard) is a fictive currency unit having the same purchasing power with that
of 1 Euro in the EU on average.
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In Poland the rate of GDP per capita spent on a student is higher than the EU average, in
Hungary it is equal, and in the rest of the countries (except Slovakia) it is close to it. In the
Scandinavian countries mentioned above this rate is 45%, only slightly more than in Poland
or Hungary, yet, the expenditure per student is three times more. (OECD 2013) Thus, we can
conclude that in the Middle-Eastern-European countries the poor financing is the result of
the low level of GDP. In the case of Romania it is worth to mention the significant increase of
the rate of GDP per capita spent on one student between 2004 and 2007, and the heavy
decline by 2010. In Slovakia the rate was highly above the EU average in 2002, but they
suffered a decline by 2007.

Another important indicator of the operating conditions of higher education is the
student/teacher rate (see Diagram 5.).

Diagram 5.: Student/teacher ratein higher education (2012)

Student/teacher rate at ISCED 5-6 (2012)
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Source: Own calculation and construction based on Eurostat data

In the Czech Republic and Romania the number of students per teacher is considerably
higher than in Hungary or Slovenia, making education harder. In 2011 the average in the
EU21 was 15,9. (OECD 2013)

From the students’ and the families’ point of view it is important what fees the students
have to pay in higher education and what support they and their families get. Among the six
countries three major differences have to be noted. First, students do not have to pay
tuition only in the Czech Republic. Second, in Hungary, Romania and Slovakia there is a
special system of state-supported and not-supported student places in both full-time and
part-time training. In this system the state finances a certain number of student places in
each public higher education institution, and if a higher education institution has a capacity
left, it can enroll students who pay tuition. The number of places in study programmes
subsidized by the state is decided every year at central level by the ministry, depending on
the national priorities. This system cannot be found anywhere else except some Baltic states.
Third, there are only two countries where families of students do not have tax allowances or
subsidies: Hungary and Romania, while there are several Western countries — Belgium,
Germany, Ireland, France, Italy, Austria, Portugal — in which families are given some form of
state support. (Eurypedia, Eurydice, OECD 2013)
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3. The output of higher education

The numerical output of higher education is the number of graduates, but a more telling
data is the rate of population with higher education attainment. In the Europa 2020 strategy
the EU set the target of raising the average rate of the 30-34 year-old population to 40
percent. The member countries also set their national targets. Among the six countries
Poland set its national target the highest, at 45 percent, and in 2012 they were at 40%.
Romania set a more modest objective, 26,7%, and was above 20% in 2012. Hungary was also
modest with its 30,3%, but is almost have reached it by 2012. The Czech Republic was
farther away from its 32% target. Slovakia seems to be in the greatest trouble setting an
optimistic 40% as a target but being below 25% in 2012. (See Diagram 6.)

Diagram 6.: Europe 2020 strategy and its accomplishment in 2012for higher education
attainment rate in age group 30-34
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Source: EC 2013

But Slovakia may well be optimistic building on the high rate of graduates among the 20-29-
year-olds, and Hungary’s limited perspective as far as the rate of people with higher
education attainment is concerned is obvious based on the low level of the same indicator
(see Diagram 7.).

Diagram 7.: Rate of graduates among the 20-29-year -olds (2011)

Total graduates (ISCED 5-6) per 1000 of population aged 20-29
(2011)
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Source: Own calculation and construction based on Eurostat data
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For high innovation potential, ,new blood” in research and development, a sufficient
number of new PhDs is crucial for a county. It can be assessed by the rate of PhD students. In
2012 the Czech Republic and Slovakia was performing extremely well in this indicator,
Slovenia fairly, Hungary and Poland modestly, Romania poorly. The progress Slovenia has
made between 2005-2012, multiplying the number of PhD students fourfold, is rather
impressive. (See Diagram 8. and Table 3.)

Diagram 8.: Rate of PhD students™ among all students

Students at ISCED 6 as % of students at ISCED 5-6
(2012)
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Source: Own construction based on Eurostat data
Table 3.: Number of studentsat | SCED 6
2005 2012

Czech R. 24 907 26 105
Hungary 7941 7 254
Poland 33 040 40 263
Romania 22 348 23 818
Slovenia 964 4098
Slovakia 10 290 12 145

Source: Eurostat

4. The inclusiveness of higher education

The inclusive character of higher education is going to be assessed by two parameters: the
rate of adult/mature students (aged 30 or more) and the rate of women among students
and teachers.

It is ISCED 6 level.
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The European Union in the Lisbon Strategy had set a target that 12.5% of the adult
population should participate in lifelong learning. The Europe 2020 plan increased this
proportion to 15%. Higher education plays an important role in achieving this goal, thus the
rate of mature graduates is an important indicator. The Middle-Eastern-European countries,
except Poland, are performing definitely well on this field, exceeding the EU average.
Slovenia is leading the ranking. It is also impressive that some countries — including Romania
-- made an increase between 2005-2011, while the EU in general suffered a slight incline.
(see Diagram 9.).

Diagram 9.: Rate of mature graduates

Graduates aged min. 30 years as % of total graduates
at ISCED 5-6
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It is a well-known fact nowadays that there are more female students in higher education in
the developed countries than males. It has been true also in the Middle-Eastern-European
countries for more than a decade, and the rate of women among students went even higher
between 2003-2011 (see Diagram 10.).

Diagram 10.: Rate of female students

Female students per 100 male students at ISCED 5-6 |8 2003
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A hot issue related to the inclusiveness of higher education is the so called ,glass ceiling”
phenomenon, a traditional-socio-cultural barrier preventing women to get higher in
academic setting. The existence of the glass ceiling can be tested against the rate of women
among univerity teachers. Diagram 11. shows that there are less woman than men among
the teachers and other academic personnel in all of the six countries, Romania performing
the best, Hungary, the Czech republic and Slovenia worse. Thus, in spite of the fact that

43



10" INTERNATIONAL CONFERENCE OF ASECU

more women graduates, less are employed in academic jobs. But in four countries the trend
favors women.

Diagram 11.: Rate of women in teaching and other academic jobs
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It has to be noted that this indicator relates to the overall rate of women in all academic
jobs, and experience shows that women are employed in higher rate in non-teaching
academic positions. To qualify the issue further, it is worth to see the rate of women in
higher academic ranks. It is remarkable that in none of the surveyed countries goes the rate
of women in professorial position*’ above 35 percent, thus, the glass ceiling definitely exists
in higher education, although the trend is favorable for women (see Diagram 12.). The best-
performing is Romania, where this rate was already high in 2002, and has made further
progress by 2010.

Diagram 12.: Rate of women among professors
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* The highest rank of university teachers in the national higher education systems.
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5. The 'value’ of the degrees

A general indicator of the 'value’ of higher education attainment is its weight on the labor
market, that can be assessed by the employment chances and unemployment rates of
people with and without universiy degree.

The employment rate of young people in their first three years after leaving school is higher
with, then without higher education attainment in each of the six countries, and Middle-
Eastern-Europe is above or very close to the EU average (see Diagram 13.).

Diagram 13.: Employment rate of young people after leaving school
with different education attainment

Employment rate of young (24-30) people not in education since 3
years or less, with different education attainment (2012)
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Also, the unemployment rate amond people with degree is significantly lower than the
overall unemployment rate in all of the six countries, and some of them (the Czech Repubilic,
Hungary, Poland and Romania) performs better regarding the unemployment rate of people
with higher education attainment than the EU average (see Diagram 14.). The greatest
difference in the overall unemployment rate and that of people having a degree is in
Hungary and Slovakia, in these countries the unemployment rate of people with diploma is
the half of the overall unemployment.

Diagram 14.: Overall unemployment rate and unemployment rate among people with
higher education attainment (2012)

Unemployment rate with different education attainment,
age group 20-64 (2012)
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To see the whole picture trends are also of relevance. The economic crisis had a negative
impact on the employment of graduates. Between 2008-2012, after a drop between 2002-
2008, unemployment rate increased among people with higher education attainment in four
of the six countries, in line with the EU average (see Diagram 15.). In Hungary and Slovenia
the increase started earlier.

Diagram 15.: Unemployment rate with higher education attainment
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6. Conclusions

Facts and statistical data show that national higher education systems of Middle-Eastern-
Europe run on worse financial platforms than the EU average, and in significantly harsher
conditions than the developed countries. They are lagging behind in terms of the rate of
degree holders, but the tendencies are promising. As far as the inclusiveness of higher
education is concerned, the region is in line with the rest of the continent. The value of the
degrees is proven by the labor market in each country. The institutional setting of higher
education systems and the student fee and support systems show great diversity inside the
region, but the university management systems have a common character that differs from
the Western trends. The effects of the economic crisis are discernible in the financing of
higher education and in the increasing unemployment of people with degree.
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APPLICATION OF POST WASHINGTON CONSENSUS POLICIES
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ABSTRACT

The paper begins with the analysis of transition from the Washington Consensus to Post-Washington
Consensus and the implications of this transition. The basic distinctive feature of Post-Washington
Consensus is its allegedly pro-poor orientation. The redefinition of the neoliberal agenda, that targets
growth with equity and poverty reduction also bring about “new social policies”.

Paper asserts that this process could be observed during the Justice and Development Party (JDP)
period in Turkey and this has serious repercussions upon the income distribution. Paper both focuses
on the WC and PWC periods of neoliberalism in Turkey and examines the effects and results of PWC
policies on Turkish economy and society; also evaluates the sustainability of the growth of Turkish
economy in the future.

Key Words: Neo-liberalism; Washington Consensus; Post Washington Consensus; 2001 Crisis of
Turkey; Post crisis development and growth policy of Turkey as an emerging market.

Jel Codes: O1; 015; 11; 12; I3.

1. INTRODUCTION

Neoliberalism not only determines the economic policies but also the reproduction of the
social and economic relations on the basis of a new set of rules. These new set of rules
strongly support free market fundamentalism, individualism and minimum state
intervention. Based on structural adjustment and stabilization policies lead by the IMF and
the World Bank (WB), neoliberal policies materialize by the application of Washington
Consensus (WC) principles. According to neoliberal policies and WC principles, countries are
poor because of misconceived state intervention, corruption, inefficiency and misguided
economic incentives. Development is the inevitable outcome of a set of ‘appropriate’
incentives and outward-looking neoclassical economic policies, including fiscal restraint,
privatization, the abolition of government intervention on prices, labor market ‘flexibility’,
and trade, financial and capital account liberalization. Within this framework, related titles
with development and income distribution were left to market forces and it is expected that
achieved growth rates would also be functional for the elimination of the inequalities.
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One of the consequences of the globalization and neoliberal policies on global scale is
increasing inequalities in spite of the increasing growth rates. Increasing inequalities, the
emergence of the crisis (Mexico; Asia) and arising discontents from the related policies lead
the emergence of new form of policies differently from the (WC). At this point, Post
Washington Consensus (PWC) policies that have been also carried out as a part of
comprehensive growth strategies within the WB came into fore. Although it is not a
breakdown from the neoliberal policies, PWC mostly concentrate on institutional setting of
economic activity, the significance of market imperfections, and the potential outcomes of
differences or changes in institutions. The PWC rejects the WC for its antipathy to state
intervention, and questions the conventional stabilization policies for their adverse short-
and long-term impacts. The redefinition of the neoliberal agenda, that targets growth with
equity and poverty reduction also bring about “new social policies”. Hence, rather than
focusing growth, inequalities and poverty reduction became one of the main target of the
policies. Accordingly deregulation of the institutions, with a given importance to the “poor”
by redefining the social policies could be named as “neoliberalism adjustment with human
face”.

Neo-liberal transformation of Turkish economy has started by the Decisions of 24th January
1980. There were three phases of Neo-liberalism in Turkey. In the initial period of
neoliberalism (1980-1989) the labor costs were suppressed so that the exports were
pumped and the capital movements was kept under control. In the second phase of
neoliberalism (1990s) the losses of the labor were partially compensated and the
distribution conflict lead to fiscal imbalances and in contrary to these capital movements
were liberalized. In the third period of neoliberalism after one of the deepest crisis of Turkish
economy (2001) the fiscal imbalances was kept under control and the distribution relations
were determined by the market forces.

This paper both focuses on the WC and PWC periods of neoliberalism in Turkey and
examines the effects and results of PWC policies on Turkish economy and society; also
evaluates the sustainability of the growth of Turkish economy in the future.

2. WORLD-WIDE POLICY REFORM OF NEOLIBERALIZM

During the final two decades of the twentieth century, development theory and practice
were dominated by a single paradigm that placed market forces at the center of policy.
There was a wave of market oriented economic reforms, the likes of which have never been
seen. Financier George Soros (2002, pp. 4-10) termed that prevailing paradigm “market
fundamentalism”. In Latin America in particular the theory and practice came to be known
as “neo-liberalism”. Many however simply call it “free market economics”. In 1990
economist John Williamson deemed it appropriate to term the policy core of this period “the
Washington Consensus” (1990 p.9).
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2.1. Washington Consensus

According to Washington Consensus an appropriate economic strategy emphasizes fiscal
rectitude, competitive exchange rates, free-trade, privatization, undistorted market prices
and limited intervention (save for encouraging exports, education, and infrastructure). In
1980s many countries began to shed their import substitution policies and endorsed marked
oriented ones. Williamson supplied us a useful list of policy desirata. While Williamson
determined ten major policy tenets, the list concentrates primarily in three areas of reform:
liberalization, deregulation and privatization. Ronald Reagan, Margaret Thatcher and Helmut
Kohl all came to power in the early 1980s as revolutionaries who would diminish the role of
government and unleash market forces to bring prosperity to their nations. This free market
revolution became a global revolution. The Washington Consensus became a global
paradigm that dominated Third World development policy. Over the course of 1980s these
policies were spread to a majority of developing nations. The export of Washington
Consensus policies continued throughout the 1990s. These policies exported to the
countries of the former Soviet Union and Eastern Europe after the collapse of the Berlin wall.
Turkey was also one of the developing countries which adopted economic policies similar to
Washington Consensus and tried to increase the integration of Turkish Economy to the
world Economy in 1980s. Washington Consensus paradigm dominated development theory
and practices across the globe during 1980s and 1990s.

This free-market revolution became a global revolution because of inter related set of
developments among multilateral institutions that moved center- stage during this period,
the Washington consensus became the global paradigm that dominated third world
development policy. In 1980, the World Bank initiated a new policy-based lending
instrument called “structural adjustment loans” that mandated that countries advance
deregulation privatization and liberalization. In 1982, after Mexico’s inability to service its
external debts, the IMF began to play a greater role in pressing Washington Consensus
policies on debtor nations as the macroeconomic conditionality for new private and public
sector loans. Over the course of the 1980s, these policies were spread to a majority of
developing nations. The reforms were strongest and most sustained in Latin America, where
countries like Bolivia, Mexico, Argentina, Peru, Colombia, and Brazil joined Chile in
orthodoxy. But this was very much a global phenomenon “stabilization” and “structural
adjustment” became the primary preoccupation of government leaders in Asia and Africa as
well. Even India, the giant archetype of a closed import substituting economy among
developing countries embarked on a process of economic liberalization in 1991(Rodrik,
1996,p.9).

In November 1993, the governments of the United States, Mexico and Canada passed the
North American Free Trade Agreement (NAFTA) that knocked down barriers to trade and
investment and reigned in government control over economic activity. A year later the WTO
was created with the strong enforcement powers for Washington Consensus policies.

While each of these new developments met stiff resistance from citizen groups across the
globe they were passed with strong elite consensus. The Washington Consensus became the
only way; the desirability of its policies was presented as an objective economic truth.
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World-wide acceptance of neo-liberal policies between different governments raised the
important question of why so many countries have suddenly caught the reform bug. Some of
the professional economists believed that the new orthodoxy was built on two mutually
reinforcing pillars (Rodrik, p.13):

One was the set of policies that had been tried by the import substituting countries and had
failed; the second was the set of successful policies implemented by the East Asian Tigers:

Once upon a time, many countries of the third world followed import-substitution policies.
Such policies included import controls, overvalued exchange rates, binding ceilings on
interest rates, a heavy dose of public ownership, and pervasive price regulation. Ann Krueger
has been the most famous economist in documenting and popularizing the short comings of
import-substitution policies. She points out a multitude of reasons for the initial adoption of
these policies. Newly independent governments had a strong desire for industrialization, and
the apparently successful example of Soviet planning invited emulation. Moreover the
economic ideas of 1950s and early 1960s tended to dismiss the benefits from trade and
emphasized the need for physical capital accumulation and infant industry promotion.
According to Anne Kruger there was a strong emphasis on the primacy of market
imperfections. Market failures were thought to be relatively strong, while it was assumed
that governments could correctly identify and performs economic functions. Virtually no
attention was given to the possibility that there might be government failure (Kruger, 1993,
p.49) and there was plenty of government failure. Not only did many infant industries fail to
mature but many countries succumbed to stop-go cycles driven by excessive government
spending. Kruger explains that in viewing the government as a “benevolent social guardian”
most economist had ignored a number of important forces at work. Individuals in the public
sector were apt to follow their own selfish interest. They would be lobbied by pressure
groups aiming to impose their own agenda on a largely docile majority. Policy interventions
would create rent seeking incentives diverting entrepreneurs from productive activities.
Finally the informational disadvantage of government bureaucracies over market
participants would doom even the best-laid plans to inefficiency.

Meanwhile, four East Asian economies were making a mockery of the export pessimism that
had persuaded policy makers elsewhere to follow an inward oriented strategy South Korea
and Taiwan, in particular, were able to engineer a remarkable increase in their growth rates,
thanks to sharp jumps in their investment and export efforts during the mid-1960’s. Among
professional economists, there soon developed the view that the East Asian miracles could
be attributed to market-oriented policies and the reduced role of government intervention
(Ranis and Mahmood ,1992, p. 138).

If we turn back to the question of why so many countries have suddenly caught the reform
bug, we can list, at least three reasons for this question:

e Governments received advice of international institutions like IMF, WB, WTO
e Failure of import substitution development strategy (crisis)
e Success of export oriented development strategy of East Asia
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2.2. Post Washington Consensus

In the late 1980s and 1990s, the hegemony of the WC came under attack both in the
academia and in the emerging social movements, with three criticisms pushed to the
fore.(Saad-Filho, 2010) The first was inspired by the notion of the developmental state,
thought to apply to the successful East Asian newly industrializing economies (NIEs), with
Japan as the precursor, followed by the four “tigers” (Hong Kong Special Administrative
Region of China, Republic of Korea, Singapore and Taiwan Province of China) in the 1960s
and 1970s, followed, in turn, by China, Indonesia, Malaysia, Thailand and Vietnam. In all
these cases, it was found that the state had violated the main tenets of the WC through
long-term planning, protectionism, directed finance and other departures from the free
market.

The second approach focused on the notion of “adjustment with a human face.” Irrespective of
the merits of WC in bringing stability and growth, the adverse impact of the WC policies on those
in, or on the borders of, poverty was highlighted by a growing literature beginning with Cornia,
Jolly and Stewart (1987). They documented the human costs of the crisis, showed that poverty
was rising in the “adjusting” countries, and demonstrated the tendency of the adjustment costs
to fall on the most vulnerable. The WC stood accused of being at least oblivious to the
disproportionate burden on the poor arising from the processes of adjustment and stabilization
(see Chang, 2003 and Chang and Grabel, 2004).

The third criticism of the WC concerns the interface between economics and politics. The closely
related transitions to neoliberal economic policies and to political democracy in several countries
in the South and in Eastern Europe have introduced a potentially severe tension because of the
deployment of democratic and supposedly inclusive political systems to enforce exclusionary
economic policies. The neoliberal economic policies demand a state hostile to the majority, even
though a democratic state should be responsive to majority pressures.

Discontent with WC policies spread since the 1990s, with disquiet reaching even some
Washington institutions. Nevertheless, the IMF has continued to stress the “virtues” of the
reforms, and to blame the poor countries for their own failures (see, for example, Krueger,
2004) The World Bank, on the other hand, has scrutinized WC policies more carefully,
starting with the implications of the East Asian success and recognizing the association of
this success with the distribution of income and assets, mass education and state guidance
of investment.

The intellectual thrust of the PWC has been to shift the analytical focus away from the
neoclassical emphasis on competition and the virtues of (perfect) markets, and towards the
institutional setting of economic activity, the significance of market imperfections, and the
potential outcomes of differences or changes in institutions. The PWC rejects the WC for its
unwavering antipathy to state intervention, and questions the conventional stabilization
policies for their adverse short- and long-term impacts.

Inspired by new institutional economics, the PWC can provide a more nuanced
understanding of economic development (see Harriss and others, 1995). For example, the
PWC acknowledges that at the core of the development process lies a profound shift in
social relations, the distribution of property rights, work patterns, urbanization, family
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structures, and so on, for which an analysis limited to macroeconomic aggregates is both
insufficient and potentially misleading. Policy-wise, the rhetoric of the PWC is comparatively
state-friendly but in a limited and piecemeal way, with intervention only justified on a case-
by-case basis, should it be demonstrable by mainstream criteria that narrow economic
benefits would most likely accrue. Despite its obvious limitations, the PWC offers a rationale
for discretionary intervention across a much wider range of economic and social policy than
the WC. Nevertheless, the PWC remains fundamentally pro- market, supporting a poorly
examined process of “globalization” which, however, should have a more human face
because it would be supported by appropriate institutions and the gentle steer of the
national state and the international financial institutions (IFls).

The outcome of these shifts within the orthodoxy was the augmentation of the list of WC
policy reforms by a long but imprecise list of “second generation” reforms, to create what
many have termed as the post-Washington Consensus. Rodrik offers the comparison of WC
and PWC policies or reforms by the help of (table 1).

Table 1 The Post-Washington Consensus

Washington Consensus

Post-Washington Consensus
(Original WC plus)

Secure property rights

Anti-corruption

Deregulation

Corporate governance

Fiscal discipline

Independent central bank and IT

Tax reform

Financial codes and standards

Privatization

Flexible labour markets

Reorientation of public expenditures

WTO agreements

Financial liberalization

“Prudent” capital account opening

Trade liberalization

Non-intermediate exchange rate regimes

Openness to FDI

Social safety nets

Unified and competitive exchange rates

Targeted poverty reduction

Source: Rodrik (2006, p.978).

3. APPLICATION AND PERFORMANCE OF NEO-LIBERAL POLICY IN TURKEY
3.1. Before Neo-liberalizm

For most of its republican history, Turkey has adhered to a quasi-statist approach, with strict
government controls over private sector participation, foreign trade, and foreign direct
investment. As was the case in many developing economies in the world, the main economic
development strategy of Turkey centered on import-substitution policies during the 1960s
and 1970s. This period was characterized by huge public investment programs, which aimed
at expanding the domestic production capacity in heavy manufacturing and capital goods.
Foreign trade was under heavy protection via quantitative restrictions along with a fixed
exchange rate regime that, on the average, was overvalued given purchasing power parity.
The import-substitution strategy heavily relied on imported raw materials. Hence, Turkey’s
terms of trade have deteriorated following the first oil shock in the 1973-1974 period. This
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deterioration caused a huge burden on the balance of payments, while the additional
burden was compensated by short-term borrowing. From 1977 onwards, since the required
amount of imports could not be realized in due time, there appeared problems in the labor
market, and important difficulties emerged on the supply side. Factories couldn’t operate
because of the scarcity of raw materials and couldn’t hire workers for production purposes.
Increasing unemployment rate effected social structure of the society negatively. On the
demand side, expansionary fiscal policy was maintained. Imbalances in the aggregate supply
and demand accelerated the already increasing inflation. Inadequate measures taken to
overcome the crisis, as well as the negative effects of the second oil shock in 1979 deepened
the crisis.

3.2. Application of Neo-liberal Policy in Turkey

The Initial phase of neoliberalism has started by the Decisions of the 24th January 1980 and
after the 12 September 1980 coup the initial period of neoliberalism accompanies with “Ozal
legacy” since Turgut Ozal’s leadership had a decisive impact on the neoliberal
transformation of the Turkish economy. The early 1980s constituted the heyday of the
“Washington Consensus” (Onis, 2004). As Boratav (2013) states in the initial period of
neoliberalism (1980-1989) the labor costs were suppressed so that the exports were
pumped and the capital movements was kept under control. The second phase of
neoliberalism is also the period of coalitions (1990-2000). In this period the losses of the
labor were partially compensated and the distribution conflict lead to fiscal imbalances and
in contrary to these capital movements were liberalized. The third period of neoliberalism
(after the 2001 crisis, 2002 -2014) has accompanied to Justice and Development Party (JDP)
years, single party government. Within this period the fiscal imbalance was kept under
control and the distribution relations were determined by the market forces. Below these
periods will be examined respectively.

3.2.1. First period of neoliberalism in Turkey (integration of Turkish Economy to the world
economy through W(C)

The 24th January 1980 Decisions were announced in order to curb inflation, to fill in the
foreign financing gap, and to attain a more outward oriented and market-based economic
system. Within the framework of these decisions, export subsidies were granted and
exchange rates were allowed to depreciate in real terms to make Turkish exports more
competitive, which would lead to the promotion of export-led growth.

Turkey attempted to overcome weaknesses of import-substitution strategy by gearing
towards a more outward oriented economic development strategy. Especially during the
1980s there was an accelerated reform and adjustment process in almost all sectors of the
economic system. The reform process started with liberalization of the foreign trade regime
and the financial sector and culminated in the liberalization of capital accounts during late
1989, the latter changed the whole pattern of policy making environment radically.

24 January 1980 Decisions included export subsidies; high devaluation; increases in public
goods and services prices; increases in interest rates and implementation of heterodox
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export incentive policies. By the help of these policies Turkey regained the confidence of
international institutions. The IMF Stand-by and World Bank adjustment loans were rapidly
arranged and disbursed in conjunction with additional debt relief operations. The trade
reform process was facilitated by three characteristics of the policy environment (CBRT,
2002, p. 6):

e Firstly, net foreign lending allowed the resumption of intermediate goods imports
and eased pressures on public finance. Because of the low rates of capacity
utilization (at around 45-50 percent), industrial firms showed a strong export
response to the rapidly altered incentive structure.

e Secondly, the exchange rate depreciation was high but sustainable.

e Thirdly, domestic absorption was significantly lowered in the first half of the 1980s to
provide room for the initial push in export expansion. In this period, real wages and
agricultural incomes were decreased substantially.

By the announcement of the decisions, economic integration to the world economy had
started in Turkey step by step. The first step was the trade liberalization process. Financial
liberalization followed trade liberalization and finally capital account liberalization fully
completed when Decree No: 32 put into force in August 11, 1989. Turkish economy, became
fully an open economy, to the shocks of the global economic system since then. Economic
policies of Washington Consensus influenced all sectors of the Turkish economy. Turkey was
among the reformist countries of 1980’s which tried to operate free market economy.
Strong adherence to neo-liberal policies of Washington consensus gained acceptance in all
parts of the economy by the reforms realized after 1980.

3.2.2. Second period of neoliberalism in Turkey (results of WC)

The 1980s were characterized by the liberalization efforts of the governments on many
fronts. The 1990s were lax post reform period in Turkish economy. First generation reforms
were in place and the impact of these reforms was surfacing in 1990s. Economic
fundamentals and the rules of the game were totally changed during those years. The 1990s
were a decade of external and domestic shocks and crises for the Turkish economy.

The boom and bust cycles of the economy contributed to the political instability of the
country in 1990s. Duration of the governments stay in office were 15 months on the average
in those years. Turkey has been governed by coalitions of minority governments in that
period. Coalition governments performed worse than majority governments in terms of
budget discipline. Turkey experienced one of the deepest economic crisis of its history in
1994. There was a 60% nominal depreciation of the currency within four months and 6.1 %
contraction of the GNP in the same year.

Foreign financing and integration with the international capital markets didn’t raise the
productive capacity of the economy, but helped the policy makers to postpone the
necessary reforms. After crisis policy makers both in national and international quarters
became aware of the importance of proper rules, institutions and governance in achieving
stable growth. Second generation reforms and the issue of good governance were the main
agenda items during the late 1990s. New reforms were unavoidable in the face of pressing
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problems into an uncertain future through a rising depth stock. November 2000 and
February 2001 crises revealed the fact that the current situation would worsen without
more reforms addressing the public sector and the banking sector. The new economic
program of 2002-2004 put a high priority in reforming the banking sector.

3.2.3 Third period of neoliberalism in Turkey (PWC)

Both 1994 crisis and 2001 crisis have emerged as financial crisis within this model of capital
accumulation in the neoliberal era that cause Turkish economy to be called transition from
one crisis to another (Yentirk, 2005:3). On the other hand the related crisis has also lead the
neoliberal transformation policies to be applied more effectively (Tahsin: 2013:3). It is
possible to claim that the 2001 crisis had also a function of opening a new era in the
application of neoliberal policies. First of all the political will require for the application of
neoliberal agenda was reconstructed under new power relations. Transition to “strong
economy” program implemented in 2001, after the crisis, under the leadership of Kemal
Dervis, the newly appointed Minister of State responsible for the economy was a major step
Turkey’s encounter with “regulatory neo-liberalism” in context of the emerging post-
Washington consensus (Onis, 2012). Good governance, institutional restructuring, efficient
state against corruption, transparency are among the related titles targeted by transition to
strong economy under Dervis administration. These titles are also closely linked with PWC
agenda.

Based on this program the necessary regulations and laws for restructuring the state on the
basis of neoliberal principles were taken with an increasing role and effectiveness of the
independent regulatory agencies that also meant acceleration of the neoliberal
transformation (Onis and Senses, 2007).

Turkey is a prime case study demonstrating how the effects of a precipitous economic
collapse can be reversed (Hakura, 2013:2). As the liberalization of the 1980s went
unsupported by sound macroeconomic policies and institutional reforms, the economy
suffered repeated crises in the following decade: in 1991, 1994, 1998, 1999 and, worst of all,
2001. Lack of fiscal discipline and heavy reliance on monetary financing led to high inflation
and real interest rates. An inadequate regulatory and supervisory framework for the banking
system encouraged financial institutions to funnel short-term borrowing from depositors
into loans of dubious quality and government securities. Inefficient state enterprises
dominated several economic sectors. Policy durability was undermined by a succession of
short lived coalition governments that implemented populist measures.

Then, under the aegis of Economy Minister Kemal Dervis, Turkey recovered swiftly from the
2001 collapse. He concluded a stand-by agreement with the International Monetary Fund
(IMF), liquidated insolvent banks, privatized state-owned enterprises, liberalized the energy
and telecommunication markets, introduced a free-floating Turkish lira (TL), created an
autonomous central bank, and set up independent financial and market regulatory bodies.
Turkey’s European Union accession process and policy continuity under the subsequent
single party JDP government accelerated the recovery. Erdogan’s leadership had brought
more efficiency and predictability to economic policy-making since 2002. Turkey’s central
bank had earned plaudits from financial markets for bringing inflation under control.
Credibility became a corner stone of Turkish economic, fiscal and monetary policies,
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enabling the domestic business community and foreign investors to engage in long-term
planning within a more stable political environment.

The sources of ‘easy’ economic growth from macroeconomic stability and fiscal discipline
have been largely exhausted, however. Turkey’s consumer-driven economic model cannot
sustain consistently high growth rates and is being undermined by low investment and
savings rates, limited export sophistication, pervasive gender inequality and inefficient use
of its ‘“demographic dividend’.

Turkey’s growth potential will be constrained unless it implements productivity enhancing
reforms before the problems of an ageing population start to be noticeable around 2025. To
avoid reform ‘fatigue’, it should focus on tackling the main bottlenecks to economic growth:
the quality of human capital, and incomplete reform of governance and institutions.

4. CONCLUSION

By the announcement of the 24 January 1980 decisions, economic integration to the world
economy had started in Turkey step by step. The first step was the trade liberalization
process. Financial liberalization followed trade liberalization and finally capital account
liberalization fully completed when Decree No: 32 put into force in 1989. Economic policies
of Washington Consensus influenced all sectors of the Turkish economy. Turkey was among
the reformist countries of 1980’s which tried to operate free market economy.

The 1990s were a decade of external and domestic shocks and crises for the Turkish
economy. Transition to “strong economy” program implemented in 2001, under the
leadership of Kemal Dervis was a major step Turkey’s encounter with “regulatory neo-
liberalism” in context of the emerging post-Washington consensus. Policy continuity under
the subsequent single party JDP government accelerated the recovery.

After the 2001 crisis, during the last decade it is clear that a fast growth rate period with an
increase in GDP per capita has been realized in Turkey. On the basis of the economic growth
ratios a “concrete” improvement has been achieved. The sources of ‘easy’ economic growth
from macroeconomic stability and fiscal discipline have been largely exhausted, however. Past
performance based on ‘easy’ growth released by lower inflation and fiscal discipline is no
guarantee of future success. Turkey’s growth strategy suffers from a serious flaw in its excessive
reliance on domestic demand-led growth, putting at risk the sustainability of a fast-paced
economy. Given current institutional and policy constraints, it might struggle to achieve even
modest growth rates of 2-5 per cent and will be vulnerable to foreign investor sentiments unless
it bases growth more on productivity gains. After about 2025, it is anticipated that Turkey’s
‘demographic window of opportunity’ will start closing, population ageing will be in full swing
and its middling prospects for prosperity may well become the norm.
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ABSTRACT

Improving the quality of Public Finance and Government has become ever so important recently. All
European countries set high expectation regarding the efficient use of public monies. The right
financial information system is a prerequisite of value for money public financing. The European
Union has established rigorous accounting requirements for its members’ public finance. As a result
major changes had to be introduced into the representative practice of budgeting. Union members
had to reshape their national accounts system parallel to their public finance accounting. This
process has been lead by Western European countries.

Hungary must follow their examples in public accounting. Since the economic and social transition
took place in Hungary, a series of public accounting reforms has taken place. This study focuses on
introducing such reforms specifically in regard to  public financing and accountability. After
discussing the key characteristic of the reforms, we conclude that Hungary is lagging behind in
regulating public accounting when compared to other Central Eastern European countries. This
shortfall is mainly due to the instability of the transition period. Most efforts were directed towards
economic progress and thus information generation lacked. This special case will be outlined through
the practice of special accounting standards developed for public financing (IPSAS). Such practice is
particularly prevalent in Anglo-Saxon countries. However, globalisation and supra/national
cooperation led to the adoption of accounting standards in other countries. In Central Eastern
Europe, the level of using accounting standards varies from country to country. Certain countries
fully support the adoption of accounting standards while others approach them with caution.

Our study also aims to outline the managerial approach in the Hungarian Public Sector closely related
to these standards. This new practice will be discussed in the specialist area of water management.
We shall investigate how much of business accounting standards and practice has been introduced to
the public sphere. Our research will also entail the studying the usefulness of accounting information.

Key words: public sector, public accounting, reform of accounting system, IPSAS standards

JEL code: H83
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1. Introduction — Public Sphere Information System

Information system is the complementary networks of components among which new
informations is communicated. Informations are necessary not only in the management of
private entities but also of public institutions. In modern market economies, the public
sphere has historically evolved to serve all state functions. The public sphere is a sub-sector
of the economy which produces and manages collective goods Public entities can operate
following public budgetary, non-profit or business regulations (Sivak-Vigvari, 2012).

During the last few decades, the public sphere’s significance has increased. The public sector
has become an integral part of the economy. The sector’s main objective is to fulfil its
obligations to the public.

In the public sector, many sub-sectors can be distinguished according to their character or
operational mechanism. Key differences in the operational objectives and methods; financial
techniques; or the informations systems of the sub-sectors can be underlined. As such then
information system of the public sector has a widely applicable definition.

The Public Sector Information System involves all components producing information
necessary for the operations of the Public Sector. The Public Sector Information System
forms a sub-system of the Public Sector Information System. The State Finance Information
System forms part of the Public Sector Information System. Just like all other systems, the
complex State Finance Information System can also be divided into smaller sub-systems.
Figure 1 describes the key sub-sections of the State Finance Information System.

Financial information play vital role in the State Finance Information System. In addition,
public finance accounting is another key element in the information system.

Figure 1: State Finance Information System

Financial information
system

Forecast systems

The system of law

System of informatics

Other information
Audit system systems

Source: own editing
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The State Finance Information System’s environment

The typical function of the public sector is to provide public goods for society. Public sector
institutions primarily carry out non-market activities. However, these institutions often have
functions where efficient management and cost-benefits analysis play vital roles. However, a
profit-oriented approach cannot always apply to public functions as public benefits are hard
to account for or measure in monetary terms (Csermak, 2004.).

In addition, unlike in the private sector, public entities do not have a clearly defined
managerial objective such as profit realisation or asset accumulation. Objectives for the
public sector are often defined as functions open to individual interpretations. Often such
functions are interpreted from a political angle as opposed to purely economic ones. As
public management objectives are difficult to quantify, measuring objectives leads to various
problems.

Subjectivity plays part not only in measuring objectives but also in defining them. In some
areas of public management, profit oriented activities are mixed with activities aiming to
produce public goods. Most typical of such behaviour are public utility companies (Horvath
M., 2002).

Public management can be viewed as managing a large factory where public goods and
services are produced (Kassd, 2006). Managing the production requires the co-ordination of
a vast array of activities which consequently involves large number of agents, often working
in different geographical units.

State financing also differs significantly from the financing of private enterprises. Financing
public functions involves both internal and external resources. External resources arrive
mainly from the central government budget, while internal resources include local tax
revenues and asset utilisation. Additionally, some activities are financed from both public
and private monies. To make matters more complex, the financing of certain tasks are
realised through a multi-level decision making process. Three main levels of decision making
can be distinguished: central government budget, local government and specialist agencies.

The effectiveness of operations is also measured in a significantly different manner in the
private and public sectors. Public goods and services primarily cannot be replaced with other
goods and services, even their non-consumption it limited. As a result, society’s freedom of
controlling or even influencing the quality of public good and services is highly limited
(Vigvari, 2005).

The above observations lead to another characteristic of management, the different
definitions of bankruptcy. If a private enterprise cannot cover its costs it can go bankrupt. On
the other hand, as a consequence of soft budgetary limits, public entities can be, and are
often, bailed out i.e. saved through additional central budgetary funds (Kornai-Maskin-
Gérard, 2004.).

Planning plays a special role in managing public entities. The most important product of
planning is the budget, providing a frame for the operations of any particular year. The
budget details the objectives, the necessary resources, the operations and the timing of
operations as well as the units responsibly for the operations (Csermak, 2004.).
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The basic unit of planning in the public sector is the institution itself as opposed to the
product or a service. In addition, the timescale of planning is generally shorter in the public
sector than in the private sphere. Short- and medium-term planning is a special
characteristic of local government systems.

There are significant differences in public and private management regarding ownership.
Assets are owned by the State or local governments. Sometimes fulfilling a public function
involves the temporary transfer of ownership of public assets. As the owner and manager of
a public asset are different agents with different motivations asset management causes
problems.

Measuring productivity of public entities poses various problems as a result of objectives not
being clearly defined and difficulties with assessing effectiveness. Performance indicators
commonly used in the private sphere have limitations in the public sector.

Following the above discussion, we can conclude that public financing and management
requires a complex and multi-dimensional information system.

2. Public Sector Accounting

Three major periods can be distinguished in the history of modern public sector accounting
in Hungary. During the first period, the 1990s, the same accounting techniques were applied
as in the previous socialist, direct economy era. Unfortunately, the accounting practice of
Western European countries could not find fertile soil to take root in Hungary during that
period. On the other hand, during that time a frenzied legislation took place in general but
also in relation to a public finance system. Due to the shortage of time and urgency of the
matter, consultation with all parties concerned and detailed impact assessment studies
regarding new legislation were often lacking.

The second period, from 2000 till 2013, can be characterised by providing a certain degree of
stability in the system. Early legislation was reviewed and amended as well as new
methodology was introduced.

Key legislation in the period included Act C of 2000 on Accounting and Government Order
No. 249/2000. (XIl. 24.), on the specifics of the annual reporting and bookkeeping tasks of
state budgetary organizations. The latter government order adopts the regulations of the
Accounting Act for government financed institutions. In the following part of our study we
shall outline the main characteristics of this period.

The key guide in public sector accounting at this time was the traditional cash flow approach.
In our view, most problems and shortcomings of public financing relates to adoption of this
approach. This traditional viewpoint results in a misleading image of healthy public finances.
Under the surface, however, major tensions could prevail.

The objective of the accounting and recording system in this period was to register cash flow
items at completion. The adoption of pure cash flow approach in public sector financing
leads to negative consequences for several reasons. In other words, the cash flow
methodology presents a significant information risk for all areas of management.
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Furthermore, the applied methodology is not able to reduce such risks. During this
accounting period, research is limited to revenues, outgoings and related indices. Such data
can only show a distorted picture of finance management.

Due to the cash flow management, Hungarian government institutions cannot budget
accurately. Without accurate budgeting, tasks cannot be fulfilled properly. Hence, the
government cannot fulfil its ownership and investing obligations as the current methodology
does not allow for the full evaluation of its operations.

Accounting and compulsory data service only serves cash flow based planning, public monies
accounting and related internal and external auditing (Kassé, 2006). However, the feedback
function cannot work properly due to imprecise and liberal of administration practice.

Determining the real value of their financial capacity would be vital for budgetary
institutions. However, the management of public finances is hindered in performing proper
financial analysis. Data necessary for analysis cannot be generated. The balance sheet, cash
flow and balance account fulfilling the functions of a profit and loss statement, as well as
revenue and outgoings based budgets generate unreliable information. Furthermore, the
balance sheet is incapable of supporting any asset related decision-making.

In order to secure the quality and financing of managing public assets and tasks, it is vital to
fully understand the value and structure of accounts payable. Sustainable management
cannot be maintained by inadequate handling of accounts payable and liabilities. Two types
of accounts payable are particularly significant, one is suppliers’ accounts and the other is
long-term liabilities (loans and bonds). Both types of liabilities present degrees of
indebtedness. Current account deficit and government indebtedness have far reaching
consequences through the financial markets and the EU.

The balance of the public sector budget is also deceptive. The method of achieving a
balanced budget is equally important. Analysing the internal coherence of budgetary and
management decisions is a must.

Managing depreciation needs special attention. Depreciation is compulsory following set
depreciation formulas and methodology. However, the accounted depreciation has no
consequence or bearing for the management. The regulations ignore the most vital part of
depreciation i.e. which resources are to be used for replacing the amortised asset.
Furthermore, this fact cannot be presented in the registration and accounting system
resulting mainly from the imprecisions of the asset records and the methods of accounting
for changes in the equity account. In other words, the value of depreciation is corrected by
short-term liabilities and new asset acquisition. All in all, accounting aims to maintain the
overall value of assets. As non-asset items get incorporated in the calculations and the
analysis ignores any changes in the asset needs of the entity, the accounting picture
becomes hazed.

For politicians a cash flow based budgetary planning seems advantageous, as it clearly shows
which institutions receive what amounts and at the end of the financial year all monies spent
are accounted for. For the decision-makers it might seem that all objectives were fulfilled.
However, this cash flow based financing mechanisms only answers the question of how
much was spent by a certain institution in a certain year and ignores any concerns of
efficiency and effectiveness.
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An institution based financing practice will also disregard cost and benefit analysis. Rational
management assumes the cost assessment of tasks and cost comparison of alternatives.
However, budgetary institutions do not possess reliable information regarding actual costs.

Another issue regarding the management of public entities is the quality of asset
management. This issue, however, meets with disinterest. Neither the account based not
the market based valuation provides reliable information. Already the exact account of
assets poses a problem as depreciation is not offset with money flow. As a result, the
effectiveness of asset management cannot be correctly assessed.

The institution based approach does not follow the accounting concept as laid out in
legislation, since in the institutions’ budgets costs are not accounted and accumulated for
each tasks separately. Most institutions carry out multiple tasks, thus their aggregate
accounting makes the situation even more complicated.

Even the separation of tasks might not necessarily mean an obvious solution. Unfortunately,
legislation regarding the operation of public entities allows for various tasks to mix and
overlap and no methodology of separating such tasks exist.

Thus, the validity of information in the final accounts of public entities is highly questionable.
On one hand, revenue items are presented without following a centrally regulated itemised
financial reporting standard. On the other hand, the itemised financial statements only
contain half of all outgoings. Furthermore, financial audit is only required for 30 percent of
the itemised accounts (Kasso, 2006.).

Another problem concerning accounts is that information is aggregated ta institutional level.

The above mentioned characteristics of the accounting, registration and budgetary system
negatively influence the adoption of ESA95 methodology in public sector accounting. The
new approach set significant methodological challenges for the government statistical
system where all problems of the itemised accounting and registration system accumulate.

Major reforms and changes

The above discussed shortcomings hinder the development of a responsible and efficient
public budgetary management. Despite the fact that concerned institutions (public entities,
controlling and auditing agents, specialist consulting organisations) constantly emphasise the
problems, the situation has shown little improvement. However, the underlying causes for
this lack of change must be seen in a wider context. In conclusion, the conditions for change
were not present.

In the meantime, the European Union has expected an ever increasing rigour in the public
accounting system. Reports on Hungarian public accounting system emphasise the need for
more transparency and responsible budgetary management. Political circles perceive the
criticism in relation to the actual and maximum levels of indebtedness and budget deficit.
The EU provided the final push for the Hungarian Government to institute changes. It
became apparent that only a newly reformed public sector accounting system could meet
the EU’s expectations.

65



10" INTERNATIONAL CONFERENCE OF ASECU

This reform process led to the adoption of Government Order No. 74/2013 concerning
public sector accounting. Budgetary institutions must continue to adhere to the Act on
Accounting, thought the new order introduced amendments to the act as too.

This new order set very impressive objectives. Among others, it aims to fulfil the increasing
informations needs of public entity management, a stronger cohesion with the Accounting
Act, more emphasis on the adoption of accounting principles for budgetary institutions.

The new legislation allows only a year of transition - without any option for extension - for
budgetary institutions to adopt new accounting systems.

The major reform lies in the separation of budgetary and financial accounting. Planning,
accounting and reporting in budgetary accounting will continue to be based on cash flow.
However, methodology for financial accounting sets out to represent assets in a unified
structure and increase the reliability and validity of financial statements regarding assets.
Furthermore, new legislations call for analysis on the effectiveness and efficiency of
managing public entities and functions. These changes are both necessary and advantageous
in terms of providing a sound framework or public financing.

Additional reforms introduced by the new legislation derive from the above mentioned key
changes. Out of the additional changes the compilation of the Classified Balance Sheet
stands out due to its significance. 31 December 2013 being the turning date, all accounts of
the general ledger, prepared using previous accounting and registration logic, must be
closed and amended with addition items as required by the new methodology. The
compilation of the classified balance sheet poses a series of new accounting tasks including:
the transfer of appropriate items, presentation and valuation of all accounts payable and
liabilities, sorting of external moneys, or the transfer of advance payments.

Public sector accounting executes a threefold registration function by recording the budgets
of and the completion of revenues and outgoings as well as recording assets and liabilities.
The government order introduced a unified chart of accounts and order of headings.
Account classes of the general ledger have gained more significance, particularly Class 0,
which covers all registration accounts. Assets and liabilities form integral parts of the
accounting registration now. The fundamental proviso for completing any assets and
liabilities is the accurate recording of assets and liabilities against which completion can be
made.

Concerning completed items, the most important new element is the economic and
functional recording of completion. Although this element was expected in the previous
regime, either the economic or the functional recording was thwarted as a result of the cash
flow approach and other technical solutions.

The new government order has also altered the structure of the balance sheet e.g.
abolishing the activated value of experimental development. Although abandoning this item
made sense, it might lead to information loss which could further result in certain
institutions (with research functions) establishing a separate registration of such activities
(incl. costs and revenues etc.).Concerning assets and liabilities, the accrual concept has been
adopted. From now on, assets and liabilities of a certain year will be separated from those
due in following years.
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Significant changes have been instigated regarding the asset valuation. Salvage values are
now limited to 25 million HUF. In addition, government financed institutions may use
centrally determined accounting formulas for the valuation of fixed assets.

The content of financial reporting in the government sector has also altered. The yearly
budgetary report can be complied following two methodology, one is cash flow accounting
while the other is accrual account. The report can be complied following 4 different
classifications: economic, functional and administrative classifications as well as classification
according to government functions. The profit and loss statement has gained significance in
the new budgetary reporting system. In addition, new reports must be prepared detailing
costs and recovered costs in order to harmonise finances via meeting revenues earmarked
for specific tasks with direct, own costs.

Overall, recent reforms of public sector accounting signify improvement on previous
tradition. Although not enough time has passed since the adoption of the new legislation to
provide enough ground for deep analysis, a few notes can be made using reference material
and practical experience.

The transition to a new accounting practice is made more difficult for a number of
institutions as the new legislation did not allow sufficient time for it adoption. Generally
speaking, government financed institutions are not adequately prepared for a speedy
transition. The previously practiced accounting logic cannot be altered in such a short
period.

Despite the validity of accrual accounting, public institutions are now burdened with a dual
accounting system resulting heavier workload and fears towards any changes.

Compliance with legislation requires that all necessary personnel and material provisions are
available. Unfortunately, there is a shortage of accountants specialising in public sector
financing. Furthermore, training practice in the public sector does not help the situation.
Only six month after the adoption of legislation started public institutions providing
specialist training for their employees, which was far too close to the start of preparing the
classified balance sheet. On the material side of the problem, the concerned institutions
could not get hold of the updated version of the Resources Programme on time for the work
to commence.

The new reforms in the registration system do not necessarily lead to growing information
supply and increased reliability. Compatibility among the different classifications runs into
various problems. Additionally, the presentation of the profit and loss statement in the
determined structure could be based on inaccurate and vague information.

The reforms have been vital even though they have dubious concrete results. Errors and
shortcoming emerging in the transition period must be corrected.
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3. Public sector accounting in an international comparison

In the followings we shall discuss the reforms of public sector accounting in Hungary in an
international context i.e.: How do the above mentioned reforms relate to progress in the
field on an international level? The discussion will follow the development of accounting
principles.

The way from a traditional to a reformed accounting system could be discussed through the
operational principles of accounting. Table 1 lists the general principles of accounting
information systems.

Table 1. Operational principles of the information system

1. Empowerment 7. Foresight
2. Transparency 8. Sustainability
3. Openness 9. Integrity
4. Controllability 10. Sufficient detail
5. Financially sound .
11. validit
6. Performance anaty

Source: the Law of Accounting

The principle of empowerment or delegation implies that all responsibility for budgetary
decisions should lie with the delegated agent. This principle was already a corner stone of
the traditional budgetary policy.

Full transparency must be achieved in the public finance legislation as well as in the
budgetary processes of government institution. The flow of public money should be easily
monitored. This principle has gained sufficient significance as expectations towards an
efficient management of deficient public moneys is increasing.

Open access to information on public finances are encouraged as a means to strengthen the
community element of government policy and to present the key characteristics of the
economy to the public. Social criticism concerning public sector finance also encouraged the
government to improve transparency.

Increased controllability not only involves controls on adherence to regulations (lawfulness)
but also performance and value for money audits evaluating the rationality and efficiency of
managing government assets and finances.

Modern public sector finance policy and valid budgetary decisions must be built on
financially sound ground which is one of the key corner stones of public management.
Performance, sustainability and foresight are all new financing principles alien to the old,
traditional approach.

Integrity implies that all elements of public sector financing and management must be fully
scrutinised. Assets and liabilities of government institutions financed from non-government
sources receive special attention just like assets and liabilities impacting public budgeting
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and the management of government assets. The principle of sufficient detail supplements
integrity in as far as it implies the classifications of public finance information into sub-
categories of sufficient detail and content.

The principle of validity concerns on one hand the validity of information provided and also
the increased content of public sector financing information. A valid picture of public sector
finance management cannot be formed without performance assessment.

A change in the content of the information system’s principles did affect the principles of
public sector accounting. The introduction of public sector accounting standards (IPSAS)
presents a good example.

IPSAS aim to prepare a unified financial statement system for public sector financing and
management in order to provide sufficient and accurate information for all interested
parties. The standards cover all area of accounting. Separate standards apply to accounting,
evaluation, reporting and accessibility, publicity. The applicability of standards is not reduced
to a single level of government but is relevant to all levels, central as well as municipal.

The majority of IPSAS were adapted from IAS, standards developed for the private sector.
Hence most of the accounting principles of IPSAS come from IAS which can be divided into
general principles and supplementary principles (See Figure 2).

Figure2: IPSAS Principles

[ Background: Continuity ]

I

[Generally principles: Reliability, Comparability, Relevancy, Lucidity, Solidity, Neutralityﬂ

Controllability

I

[ Target: analyze the management ]

Source: original work based on Varga, 2009.

Figure 2 shows that the international accounting standard ignores the principle of providing
a reliable and valid picture, which formed an elementary part of Hungarian accounting
legislation.

According to the International Account Standard Board (IASB), the report will provide a
reliable and valid picture of operations if during the preparation of the accounts all
standards and other quality assurances are met. Quality assurances include reliability,
comparability, relevance and clarity. US GAAP also highlights the significance of these
standards with the only proviso that the understanding is the liability of the users. The
operational principles of public sector financing and management are also relevant for public
sector accounting.
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General observations on international public sector accounting

Inevitably there is a significant variation among the accounting practices of European
countries since each country has its own economic, political, social environment.

Each European country has taken steps towards accrual accounting. Parallel, the adoption of
relevant accounting techniques has also started. The driving force behind accrual accounting
is an ever increasing demand for economic related information. Besides budgetary control,
performance assessment has also gained impetus.

There are many motives behind the adoption of accrual accounting including the reforming
of public sector finance management, decentralisation and the changing attitude of
managers.

On the other, there are issues hindering the smooth application of the new methodology
such as lack of expertise, attachment to traditional budgetary techniques, opposition of
concerned parties, insufficient IT support, non-compatibility with various element of
government finance.

Countries that could overcome these obstacles made significantly more progress in accrual
accounting. How fast and to what extent a country managed to transform its budgetary
process also contributed to its overall success in accrual accounting compared to other
European countries.

Different strategies have been developed in the adoption of accrual accounting. Although
the duration of the transition period varies from country to country, it averaged 3 years.

How far a country relies on accounting standards shows a great diversity in Europe. Mostly
Anglo-Saxon and a number of other Western European countries adopted full heartedly
accounting standards. Other countries ignore these standards in their accounting legislation.
However, all countries encourage the use of the IPSAS system to some extent.

Hungary should consider the international practice of public sector accounting. An analysis
of the initial problems associated with the new accounting methodology emphasises a valid
risk that the newly adopted legislation might not achieve the expected results. There is
however the opportunity to intervene in the first stage of adoption.

4. Public accounting in the practice

The study has further target to present the spread of the management methods closely
related to the standards in the Hungarian public sector. On behalf of this a typical public
service, the water management will be presented.
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Water management in accounting perspective

We would like to present the significance of the recent changes in the public accounting
system through two main basic functions of the water management: the flood and inland
waters protection and the management of state’s property using by the directorates. This
paper intends to reveal, how current changes in the legal regulation can influence the
assessment of the quality of addressed basic functions on the local and national level as well.
The reform may take effects many aspects of the operation, but the scope of this study is
narrower we cannot introduce all changes. Therefore we will focus on the four main areas,
all of which concern the above mentioned activities. These are the following:

the opportunities inherent in the consolidation for the aim of providing the expected
information of inhabitants and decision makers;

- the possibilities of measurement of performance and economic results according to the
so-called statement about cost and returned cost;

- the effect of the reliable calculated depreciation on the efficiency, furthermore its
influence on resource allocation in the scope of general functions and business
activities;

- the impact of changes in the evaluation methods on the assessment of the real financial
position.

In Hungary a significant improvement can be experienced regarding the consolidation
method, but rules are still limited within the public area. (Ernst & Young, 2012) The
government’s right to set the rules of consolidation by decree is involved in the Act on CXCV
2011 on Public Finance (hereinafter: Public Finance Act), what has been entered into force
on 31st of December in 2011. The government decree including the rules of consolidation
was issued in January 2013 and it came into effect from 1st of January in 2014. This timelag
presents ell the necessity of time and adequate preparation of the changes. The Hungarian
State Treasury (hereinafter: Treasury) is due to collect and provide sufficient information
about the budget estimates and budget implementation. Actually the Treasury has been
aggregating the information since 2000 in the scope of some subsectors of the state budget.
According to the Government Decree 4/2013 (I1.11.) on Specialities of the General
Government Organizations Reporting and Public Accounting Rules the Treasury is required
to compile the consolidated financial statement on the level of each subsector and for the
completely state budget as well. The aggregation applies solely to some particular
information, what are the following: balance sheet, profit and loss account, and statement
about the implementation of budget. Despite of its importance the another parts of financial
statement have not been consolidated.

In Hungary the development of the consolidation method works continuously. It consists of
the following steps:

1. In the year of 2000 the consolidation was relevant solely to the national Social Security
(SS) subsector and SS budgetary institutions. (According to Government Decree 249/2000.
(X11.24.) on Specialities of the General Government Organizations Reporting and Public
Accounting Rules) (hereinafter: Government Decree 249/2000. (XII.24.) ) (Ernst & Young,
2012)
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2. From 2009 the consolidation was relevant to a wider scope, which involved the central
budgetary and governmental subsectors, furthermore SS and other funds. The
aggregation had to cover the complete budget estimates and implementations on the
basis of Government Decree 292/2009. (XI1.19.))

3. The withdrawal period was from 1st of January in 2012 until 31st of December in 2013
there was no declaration regarding consolidation.

4. From 1st of January in 2014 there is completely consolidation concerning both subsectors
and state budget as well. The legal changes entering into force from 1st of January in
2014 are relevant to the whole public sector, and heir target is the realization of
implementing unified public accounting policy in conformity with the 6th of IPSAS
standard. (IPSAS Handbook, 2012)

The importance of the consolidation and transparence of the financial statements in the
scope of water management resides in the calculation and national aggregation of the cost
of the flood and inland waters protection. In the current practice the expenses incurring due
to the protection are compensated ex-post by the state. This method requires wide range of
data collections and supplying and owing to the cash flow approach and it is not suitable to
identify the real costs. According to the relevant regulation the account for the cost of
protection against water affairs shall be measured with the first cost (cost price) method in
harmony with the law of accounting. Nevertheless there is a discrepancy in reference to cost
concept defined by the law of accounting law and public accounting. It is a relevant problem,
as historical cost is involved in the first cost (cost price). The regulation of accounting rules of
the cost related to the water affairs use the terms cost” and “expenses” as synonyms for
each other. This reflects well, that according to cash flow approach these costs are not
distinguishable. Thanks to the reform the solution of the above mentioned anomaly cannot
be delayed in the future. And also it is very important to make clear whether the financing of
the expenditures or the compensation of effectively incurring costs is preferable. In the last
case the items without cash-flow will be compensated as well. The accrual accounting can
contribute to useful information supplement in the case of ex-post funding as well. Hereby
the difference between the compensated and real consumption of the resources can be
calculated, which information is necessary and impressive information for local and other
concerned people on upper level too.

From an economic point of view the accurate estimation of the cost of flood and inland
waters protection has significant importance especially because of the soft budget
constraint referring to this. Owing to this conception the expenditure target can be
exceeded on the basis of the governmental approval decisions. This shall entail the setting
priorities in the scope of both financing and protection consistently. The flavour of flood
control is that the prompt reactions and decisions are crucial, so specific stand-by
equipments and inventories are essential. The SWOT analysis has been accepted in the early
2014 as a suitable method for the risk management in the scope of flood control. The
difficulties of the financial planning in this area are well-presented by the fact, that the
appropriation reserved for disaster recovery in the state budget has not changed since 2011.
The cost incurring due to the protection are financed ex-post by the state, what involve the
risk of the existence of sunk costs. The way to the recognition of the reliable cost leads over
the solving of the anomalies related to the accounting. The information about effective costs
contribute to a more accurate budget planning, thus to the economic and careful
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management. In our point of view in wider context the next step should be the consolidation
of the statement about costs and returned costs. The measurement of the substantive costs
for each general function of the state is the basis of proper and established resource-
allocation. In the process of consolidation should pay distinguished attention to
consequential corrections.

The statement about costs and returned costs is also part of the financial statement and the
necessary information is provided by cash flow approach. It has the purpose to assess the
results of the addressed functions, and according to this it uses the line items of the profit
and loss account regarding both benefits and expenditures. The applied calculation method
is very similar to the direct costing concept used in the business sector. In the public sector
nowadays there is a very strong intention to realize the new business methods reflecting the
compliance of the requirement of 3E. Essentially this derivation takes into account all of
incurring cost and income concerning each task. As a result of that the cost and income per
cost drivers and the balance of a particular activity can be identified. In the public sector
similarly to the business sector the restriction of the concept has to be taken into account,
namely the aggregation is limited. The activities classification according to the function
classification structure and the matched bookkeeping supports he function focused
approach. However there are some dysfunctions in the function classification structure,
which prevents the clear sight and reliable information furnishing. The main groups of
current system compress too many activities in one function compared to the complexity of
those. Hereby the dimensions of this structure do not meet with the demand on information
of the local decision makers, the inhabitants, and the government. The current concept is
not able to identify the correct cost driver, since a particular function involves very different
kind of activities, so that it cannot be featured by one index number correctly. The next
station in the process of the development of the accrual based accounting should be the
review of the function classification structure and adjust it to the required information. As
the changes aim to improve accountability, furthermore transparency, efficiency and
effectiveness in public administration, it is inconceivable without an appropriate framework
of index numbers. This means also the basis of monitoring, which is one of the five
interrelated components of the internal control.

One of the main characteristic of a water management directorate is that they operate with
a very large amount of property, plant and equipment. These count about 90 to 95 percent
of the balance sheet total. Accordingly the depreciation — what is actually potential cost —
runs to high amount, so the preventive maintenance costs mean significant liability for the
institutions. Owing to the straitened circumstances and reduced possibilities for innovations
and renovations became the infrastructure increasingly outdated. The gross amount of the
fully depreciated assets counts about 11 to 16 percent of the balance sheet total. Within this
the proportion of the equipments and conveyances belonging to the indispensable
precondition for the performance of tasks counts approximately 70 to 85 percent. Data
express that the depreciation and so the commitment for the maintenance is necessary to
be disclosed. Comparing these costs with the available financial resources the necessary
incomings can be calculated, for which directorates need to raise funds by their own. At this
point there some problems are arising associated with the calculation of price. As rates
illustrate that the depreciation must play an important role in the operational cost, thus in
the unite price of a particular activity. The knowledge about reasonable price of activities is
crucial for appropriate resource allocation and tasks priority ranking, especially in the case of
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resource scarcity. However the institutions of public sector are non-profit oriented the
expectations from shareholders (specifically the inhabitants and the European Union) for the
adoption of market approach and business management methods will be more and more
powerful. Actually the public entities are required to improve their assets utilization ratio in
order to reduce the specific costs and enhance quality of the provided public services.

The business activities are not preferred in the public sector. The reasons are obvious:
without measurability and accountability there is no confidence whether it is remunerative
or not. The following risk surfaces: business activities may take resources out of general
function, what leads to conflict of interest. The disallowance or limitation of business
activities dispossesses budgetary institutions from the possibility of partially self-financing
and encumber the performing their maintenance commitments. If the business
management methods seem to be ideal and are required to adopt by public sector the
government ought to promote it by responsible legal and control environment. At this point
it is worth to turn back to the opportunities provided by the statement about costs and
returned costs again. The depreciation is included in the cost of a costs driver, what could
help to the budgetary institutions to include it in the unite price of a particular service or
product. Hence the return of the amortization will floe to the entity, moreover the
estimation and planning become more accurate. Through this statement the decisions can
be supported and the results of the activities can be presented by accurate calculation, what
means a feedback and control at the same time.

The changes do not cause effects on the depreciation rate, the accumulated depreciation
and the remainder depreciation of the assets installed before 1st of January in 2014. On the
basis of these the accounting reforms are applicable on the basis of the public entities own
decision. The concept does not solve the problem existing in this area for ages, thus the
results probably come forward after more years. The headway lies in the revaluation of all
used assets, but it means a great hiatus. Currently there is no information, whether the
revaluation will be obligatory for water management directorates or not. The final decision
about this question is expected at the end of the first or the beginning of the second quarter
of 2014. From our opinion furthermore necessary actions ought to be the differentiated
specification of depreciation rate for public sector and the more flexible application of
valuation methods in line with the nature of activities. The depreciation rate in accordance
with the real useful life is consistent with the 17th number of IPSAS. In Hungary the
Government Decree 249/2000. (XII.24.) allowed for institutions till 2014 to adjust the
depreciation rates to the real useful life of assets, but after the reforms this possibility is not
available anymore. According to the current regulation instead of the promotion of the
practical realization of these prescriptions, solely those depreciation rates are applicable,
which are involved in the Act LXXXI of 1996 on Corporate Tax and Dividend Tax.

The historical cost and carrying amount of the assets play an important role to assess
appropriate the financial position and performance. After the public accounting reforms of
2014 the historical cost does not include the non-deductible value added tax. That is a
discrepancy between the public accounting rules and the general accounting law. This
modification eliminates the distortion thanks to the taxes, hereby contributes to disclose the
proper amount of depreciation. The amortization will be made independently from the
changes in taxation, thus data become comparable over a period of time. Further changes
are that carrying amount shall be recognised suitably to the purchasing price, what is more
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narrow category than before. The appropriate amount of net assets requires the
amendment of the rules concerning the residual value. According to the practice before
2014 all kind of assets depreciates fully, so their residual value at the end of useful life was
zero. Due to the public accounting reforms the determination of residual value turned into
essential in the cases of property, plant and equipment above cost of 25 million HUF (about
80.000 EUR), under that there is no possibility to determine the residual value. (D6motorfy-
Szamkd, 2013) Especially thanks to the high level of invested assets the changes facilitate the
proper assessment of the financial position and performance. By the way in Hungary more
time needs to meet thel7th number of IPSAS requirement regarding the annual review of
the residual value.

Within the assets the inventories are also very important for water management
directorates, where the inventories appear almost solely in the form of materials and
supplies to be consumed in the production process or in the rendering services. The
inventories according to their nature are practically classified as follow:

- used for the general operation
- reserved for defensive purposes (stand-by materials and supplies)

These two categories also appear in the new public accounting separately. Consequently the
consolidation has another unquestionable advantage beyond the previous. Information can
be available on the national level about the stocks held for defensive purposes. This kind of
inventories is analogous with the interchangeable inventories included in 12th number of
IPSAS. For the completion of the tasks in connection with the flood control a certain amount
of material and equipment is crucial. Actually these stocks are permanently engrossed
current assets, what worsen the efficiency and effectiveness. This kind of inventories shows
the following features: very slow turnover rate because of the conditioned consumption, the
consumption implies the replacement obligations, low utilization rate, their impairment loss
may run to high, significant demand on premises, their carrying costs are considerable, and
the separated storage of them usually causes many problems. The carrying amount of the
inventories is the historical cost less impairment loss adjusted by reversal of the impairment
loss. Generally the stand-by inventories had been procured a long time ago and recognised
in the statement as the historical cost of that time, what is now far away from their current
market price or replacement cost. In the scope of these inventories a more accurate aspect
is the recognition at the replacement cost in accordance with the 12th number of IPSAS. The
present value calculation of the costs of flood and inland waters protection also requires the
same method owing to the above mentioned features of the inventories and to the
consistence with the ex-post funding system. Inventories bought and held for the ordinary
course of activities have more favourable turnover rate. Thus the valuation method
according to the corrected cost proves itself to be appropriate in this case, moreover it is the
nearest approximation of the fair value. But there is such a specific type of inventory, what
appears solely in the subsidiary ledger, and there is no information about their value. These
are recognised as an expense at the date of purchase. This concept is harmonized with the
IPSAS standards, because the activities of the water management directories are mostly
service rendering, in which the consumed materials and supplies are accounted for
expenses. But this category of inventory without value shall be amended. It involves such
supplies, i.e. office furniture, which carry amounts are expected to be measured. The 12th
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number of IPSAS enables to apply different cost formula for inventories with a different
nature or use. Hungary did the first step to this distinction through division the inventories
into the two mentioned groups. The orientation towards the specifications of IPSAS is
discoverable from other aspects as well: in contrast with the Hungarian law of accounting
the advances given for inventories will be recognised in the future as accounts receivable
rather than inventories.

Last but not least we would like to mention a few words about the aggravating
circumstances, which hinder the application of changes in practice. These are mostly thanks
to the unpreparedness of information system. The surfaced difficulties show that the
changes procedure was rather too fast and came into force without the proper
arrangements. The preparation of the information system should have started at least one
year before the reforms of legal regulation. In the meantime the users would have taste the
program, and by means of their opinion and experiences the failures could have been
corrected. The concept is now the same, but the available time for that is extremely short:
no more than one month was during closing the accounts. This situation rings the possibility
of some mistakes in itself.

Conclusions

The Hungarian public sector requires reform. One element of this should be the
improvement of accounting system. It must not to be done take no notice of the
characteristics of Hungarian public sector and international tendencies. The development
conception can be defined according to the resultant of these two factors. This conception
should be feasible and it can reach the anticipated optimal effects for local governments and
for other level of public sector.

Unfortunately in Hungary we should not polemize about what is the best accounting method
for public sector the cash-based or the accrual based accounting system. Surely this problem
is embedded in a wider problem group; it is the efficiency of public sector. Within the scope
of this such problems are waiting for solution as the unambiguous defining of state tasks, the
optimal distribution of tasks among the state levels, the rational determination of circle of
tasks and jurisdictions connection with a state level, the constitutional reform of public
administration, the reform of management’s regulation and the complex improvement of
financial system of local governments. The handling of these problems has vital importance.

According to the international experience it is impossible to set an objective of full adoption
of accrual based accounting in Hungarian public sector, because now preconditions do not
exist. But this does not mean that there is no opportunity to the development of public
sector, the international experience certify that the most appropriate field for adoption of
accrual based accounting is the local government system, surely it is possible to test the new
different accounting methods “on a small scale”, and there is more possibility to change
methods in case of need, and moreover the accumulated experience are expansible later to
other level of public sector, too.

The reform has started in the end of 2013. There are some changes in the public accounting
system. These elements of reforms tend to the application of accrual based accounting. If we
examine the actual situation of the Hungarian public sector’s organizations we can verify
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that the process of accounting reform goes further very languidly. The actors of the public
sector can not apply all new methods in the accounting system. They can fulfil all
requirements which emerge from the side of the government. But the usage of the new
settlement methods and other elements of accounting are very oppressive for the public
sector. We are not optimistic that this reform could solve all problems in the accounting
system. On the contrary we emphasize that hiatus will multiply in the area of Hungarian
accounting system.
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ABSTRACT

Albania has undergone deep social-economic changes during its long transition, which according to
different periods of time and the nature of its indicators, are considered both positive and negative.
Last decade has shown that the economic progress has been considerable and it has been present
even during economic crises of other European countries. Unfortunately, compared with other
European countries, our country is still ranked as the poorest, which means that this progress is not
reflected with the same levels in the poverty reduction, well-being and sustainable development.
Thus, real poverty measurements and its management is the core of actual and prospective
development objectives in our country. The measurement and analysis of poverty, deprivation, and
sustainable development are crucial to know what the figures show (being decomposable), to makes
evident all the factors determining this situation, to give the policymakers the right paths to right
goals.

This study first of all focuses on multidimensional poverty index MPI discussing how and how many
its dimensions and indicators exceed the limits of classical measurements of poverty, creates the
possibilities of measuring and comparing multidimensional poverty. not only nationally, but
regionally as well (Eastern Balkan). Second, this paper call at attention, Multidimensional Poverty
Index MPI as an add value in efforts of poverty measurement, its information differs from those
taken by unidimensional measurement. Multidimensional Poverty Index Albania helps to analyze the
spectrum of poverty, understanding of sustainable development emergency, as well as it is a great
help for reading poverty phenomenon on a three dimensional aspect and under the sub-meaning of
10 different indicators. Third this study offers a further comparative analyses of MPI Albania and
Eastern Balkan countries Fourth it contrasts, all inclusive indexes are generated and applied, doesn’t
mean their conclusions are translated (converted) into all- inclusive policies as well. Indexes and
techniques for poverty measurement in Albania are the same as those in other countries, but policies
and results vary. Finally we argue the measures chosen to use in poverty measurement of course can
lead or mislead towards the process of policy making due to the great practical relevance of
measurement methodologies.

Keywords: poverty measurement, multidimensional poverty index (MPI), deprivation, incidence of
poverty

JEL codes: D63, 132, 01, O57
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Introduction

“Despite the substantial growth and a sizable reduction in poverty, Albania remains one of
the poorest countries in Southeastern Europe”, World Bank.

How can it be decided if an individual in a given place, and time is poor or not? This is a wide
discussion even in academic environment. The measurement way may be the most delicate
point of discussion of poverty assessment. Despite this, we must not ignore the conceptual
aspects of the problem analyses. It's worth mentioning the fact that the literature of debate
on poverty starts with: “What is poverty, and who is poor?” and continues with: “which are
the main factors that govern the poverty?” what is their comments thread? And does the
used approach help to connect orientate of economic policies?”

Albania is a country which started using the free market in the beginning of 90’s. For almost
two decades, Albania has been successful in improving the process of doing business,
agriculture in having progress during the last years, the financial system is developing,
poverty is reduced, but there are a lot more battles to win to get rid of poverty. Migration
and Emigration has always accompanied and country’s transition (World Bank 2007). The
World Bank’s Reports (2007) show that this population movement is accompanied by the
improvement of living conditions of the local population.

One of the biggest problems of the Albanian society is still low level of living conditions (chart 4).
Evidences show a high percentage of fool expenses by Albanian families. To be remembered,
these expenses represent the basic needs of the man. This high percentage of expenses on food
shoes that the income is insufficient to cover other needs apart from the basic.

The scientific research on poverty in Albania are carried out mostly after 2002, proceed by
the World Bank Reports. In 2007, a report on migration and poverty in Albania was
published (World Bank 2007). It was made a deep analysis on the factors which influence the
poverty, in that report.

On the other hand, the data for Albania leaves to much to deserve. The Survey on Measuring
of standard of living (LSMS) are carried out for 2002, 2005, 2008 and 2012 by statistic
institution (INSTAT). Their small number makes it almost impossible to use an empiric model
to go deeper in the relationship between poverty and other micro or microeconomic indexes
in chronological time. This is the reason why, with this study and research, we are giving a
descriptive analyses aiming of contributing in literature and at further clarifying the poverty
in Albania.

Literature Overview

Poverty may be, is one of the most challenging field for the researches. We can point out
that there hasn’t been a model or an almost acceptable approach for the poverty yet. There
are many well — known authors who have given precious contributions of this field and it’s
worth mentioning her A.Smith, known as the father of discipline in economy , A.Sen, with a
Nobel Prize in a Economy and being known as the welfare economist , and many others like
S.Alkire and J.Foster , our recent researches who are made big steps in the poverty
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conception and measurements. Nunes (2008), has made a literature overview concerning
the instruments of poverty measurements. Orshansky (1965) was the first to bring the
concept of the line of absolute poverty. Orshansky (1965) suggests the use of the approach
to the line of absolute poverty, by deciding a point or level of income for the individual and
for an 8 member family. All the individuals and families under this level, make what is called
the part of population with the absolute poverty. The absolute poverty can be defined even
as an impossibility to reach a minimum standard of living. This fact is consistent in time and
space and is especially used in USA. Contrary to the approach to the absolute poverty,
Townsend (1979) created the relatively approach for poverty measurements. Generally,
relative poverty is measured as the percentage of population with less income compared to
a fix income decided. The relative poverty can be identified as relative compared to some
welfare measurements done for all the population. This method is mostly used by European
Countries. Both methods are one dimensional and there has been a wide critic towards
them, pointing out the necessity of including more dimensions in the analyses. (Nunes 2008)

It’s a fact that the lack of the income doesn’t completely explain the poverty phenomenon.
(Sen 2009). Lately, more and more the fact of poverty assessment by an all-exclusive
instrument is being emphasized. This becomes even more serious necessity once it is noticed
that the income methods shows some drawbacks.

Firstly, the sample of consuming behavior may not be uniformed, thus the use of the
poverty line based on income doesn’t guarantee that somebody will achieve the minimum of
its needs.

Secondly, different individuals may face different prices, thus reducing the accuracy of the
line of poverty.

Thirdly, the ability of changing a certain amount of income in a substantial freedom varies
according to age, gender, health, place, climate and disability conditions.

Fourthly, there are crucial services like water, health and education which are not offered by
the market. Furthermore, the use of income method is not effective in verifying the internal
distribution of the income.

Lastly, people who experience poverty describe their situation as a loss while the income is
less. These limitations are pointed out by some authors, as Alkire and Santon, which make a
summary of them. Contrary to the method of “dollar-per-day” measurement, the index of
multi- dimensional poverty (MDP), is a method of indirect poverty measurement. Both these
method complete each other. MDP identifies those individuals who fail to achieve those needs
generally accepted as minimum and functional freedom.(a concept developed by Sen).

The basic study unit is the family, conditioned by the data. | would be better if we were
individual oriented rather than family, because this would also show up the affect of gender
in poverty. Its right to think that poverty affects one gender more than other.

MDP combines two aspects of poverty:

1. The expansion of poverty, shown as a percentage of poor people (H) and
2. The intensity of poor people, the average percentage of dimensions poor people are
deprived of. (A)
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Table one tends to clarify the composition of MPI (MDP) index. The base is laid on the fact
that there are three main dimensions to be considered in measuring this index: health,
education and standard of living. Each of these, weights equally, in the index, a third. On the
other hand, these dimensions are represented by identified data.

Health, as a MPI dimension, is represented by nutrition index and child mortality. If it is
noticed that a family or individual is badly fed, then the family is considered as deprived
from the nutrition index. If it is noticed that a baby was dead in a family, than it is deprived
from the child mortality index. Education is represented by the number of attending school.
If no one in a family hasn’t done at least 5 years of education and if there are children who
don’t attend school from one to eight year long, then the family is deprived from the
corresponding index. It is agreed that the standard of living have to be measured by energy
for cooking, hygiene water, electricity, the floor and the assets.

Table 1. Thestructure of Multi-Dimensional Poverty (MDP) in a 3 dimensions and ten indexes: -
Reference: Alkire and Santos.

Dimension  Index (weigh) Deprived if
Health Nutrition (1/6) A grown up/a child badly fed.
(1/3) Infant/child mortality (1/6) A child dead in a family
Years of attending school None of family members has completed
Education (1/6) five years of education
(1/3) Any of scholar age children doesn’t

School attend 1/6
chool attendance (1/6) attend school from 1 to 8 years.

Cooking energy (1/18) Family cooks with wood energy

The family hygiene is not improved or is

MPI Hygiene (1/18) improved but shared with other families
The family doesn’t access drinking
Water (1/18) water, or the drinking water is 30
Standard of minutes far away
living (1/3)  Electricity (1/18) The family doesn’t have electricity
Floor (1/18) The family has got a dirty sandy floor

The family doesn’t own more than one
of the assets like radio, television,
telephone, bicycle, motorcycle or fridge
and doesn’t own a car or a lorry.

Assets (1/18)

Attending the steps created by Alkire and Foster , it is achieved to assess the multi-
dimensional poverty. A special attention is given to deciding the exclusive limits to a given
index. If a family is deprived in one of the dimensions, this means that this family is facing
acute poverty. Acute poverty is that in which a family is deprived from some basic needs and
rights within a dimension. When all the ten indexes are considered as deprived, than we to
do with a multi-dimensional poverty. Here it is emphasized the difference between multi-
dimensional poverty and one-dimensional poverty, where privation and poverty express
each other. Thus, you may be deprived in one of the indexes but not poor; you may be poor
but not deprived in any of the indexes . But how much should the limit be, which identify
privation and poverty? This is related to the country where the study is carried out, the
culture, social development and many other factors the well-being is related with.
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The authors of this method of poverty measurement are based on Human Development Index
(HDI). HDI is an index created in 1990 by Amartya Sen and it is used by UNDP in its reports until
2010. HDI takes into consideration three dimensions and four indexes: Health (life expectancy),
education (the average years of education and coming years of it) and standard of living
(national income per person). One of the differences between HDI and MPI is that the last tends
to measure not based in general indexes of the income. MPI is wider inclusive, gives wider
information and is more flexible for economic politics, because it shows which of the indexes is
deprived. It looks like HDI has been ahead the MPI formulation.

Table2: HDI construction: three dimensions and four indexes

Dimension Index
Health Life expectancy
HDI Education Average years of education

Expected years of education
Standard of living National income per person

THE EVIDENCE FOR ALBANIA

In this issue, we are bringing some evidence for the main poverty indexes for Albania.
Through them you can create a clearer view on poverty tendencies.

The World Bank in 2004, aiming at helping politics, created and setup the distributive maps
of poverty based on the data provided by INSTAT using the surveys of measurements of the
standard of living (LSMS). Two of the three composed maps are shown in the following. It is
clearly seen the concentration of poverty in north-east regions. It is interesting the position
of Tirana region in the first and second map. In the first, Tirana is reported to have low levels
of poverty per person. While in the second one, it is shown that they reach the most
negative extremes.

Figure 1: Thereport of poverty per person according to region and country/mayor in Albania, 2004.
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Source of information: World Bank

82



10" INTERNATIONAL CONFERENCE OF ASECU

The following chart illustrates the development of poverty in years according to regions:

Tirana (the capital of country)
Seaside region (Bregdeti)

Central region (Qendrore),
Mountainous region (Malore) and
All or Total (Gjithsej).

e wWwN e

In the chart are considered two indexes reported by the statistic institution: poor and
extreme poor. In a quick view it is clearly shown that from 2002 to 2012 these two indexes
have been reduced. In the first years, as shown in the figure the mountainous region reflects
the highest values of these indexes. Concretely, in 2002 the poor index for this region is
44.5% of the population that lives there, which forms 18.6% more than in the central region
(44.5%-25.6%). But, in 2002 the poor index in mountainous has performed a negative
correlation in relation to other regions. It is the only zone where it is shown a further
reduction of this index, reaching the level of 15.3% from 26.6% that was in 2008. This may
have happened due to many reasons. Probably the movement of population towards urban
zones may have had decisive affect in this index. As we mentioned above, in all the other
zones expect the mountainous one, in 2012 this index is worsen. Apart from the migration of
population, another reason may be the influence of the financial crisis of the recent years in
Albania or our neighbors as well as the fragility of the Albania economy and deep budget
limitations (financial help) for implementation of politics to sooth and fight poverty. The
accuracy or not of these two hypotheses is left to be studied later. On the same tracks even
the report of the World Bank is expressed (2007). Almost the same tendency is shown by
extreme poor index, but in a more moderated values. It is disturbing the fact that the last
year (2012) reflects a worse situation of the two indexes . This may serve as a signal for the
policy makers which have to pre-consider a further worsening of the situation. Maybe one of
the ways is the concentration in the pushing politics or stimulation of economy growth,
which is in accordance with recommendations of World Bank. (2007). According to previous
study the economy growth is the biggest contribution in smoothing the poverty in Albania.
(World Bank 2007).

Figure 2: The graphic show of poverty percentage according to regions and years.
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But what has happened with the gap and hardness of poverty? To answer this question, we
have shown two following charts. The index of poverty gap is illustrated in the chart for

83



10" INTERNATIONAL CONFERENCE OF ASECU

regions or zones and years for two categories, poor and extremely poor. Generally, the
poverty gap has been the same with poverty as a whole, which was illustrated in the
previous chart. Let us focus on the seaside zone which has shown the worst and highest
poverty gap compared with other zones in 2012. From an inconsiderable value in 2008
(0.2%) it has reached the value of 3.7 in 2012. It would be of high interest to study which are
those factors which have determined such a behavior of poverty gap, but in this study we
are not focused on this aspect.

Figure 3: The poverty gap according zones and years.
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Source of information: INSTAT

The roughness of poverty in Albania according to zones and years is illustrated in the
following charts. Even this index corresponds with poverty as a whole and poverty gap as
well, especially for the index poor. If we stop an analyze the central zone, the poor index, in
the first two evidence(2002,2005), the poverty has been in the level of 1.8 followed by a fall
of about 1.3 (= 1.8-0.5) in 2008 and resulting in the value of 0.9 in 2012. It is interesting the
fact that for the seaside and mountainous zones the category extremely poor for 2005, 2008
and 2012 remain the same level of 0.1 and for Tirana is 0.

Figure4: A poverty roughness according zones and years.
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A deeper view of development of poverty , based on the tradition methods of measuring it
can be taken from the real consumption per person. The following chart illustrates this index
according to Albanian regions in four main moments: years 2002, 2005, 2008, 2012. It is
disturbing the fact that most of the expenses for consumption are destined on food , which
implies one of the basic needs to be realized. There is a slight reduction with the passing of
years, but data expansion may give more information about the tendency of these indexes.
In all regions the index of basic expenses has a clear tendency of growth, while expenses for
long-term equipment are almost inconsiderable.

Figure5: Percentages of total real consumption per person according to zones and years
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One of the indexes for MPI method is the number of members in a family. The following
charts help us to create an idea about its behavior in different zones. The first place is run by
mountainous zone with 5 members per family and with a slight tendency to be reduced. This
may have an important role in poverty percentage, as a result with the roughness and its
gap. Tirana’s region represents an average of 3.7 members per family, which is the lowest
compared to other regions.

Figure 6: The average number of family members according to zones and years.
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ALBANIA IN M.P.I. “OPTIC”

It is obviously clear that the method of MPI poverty measurement, even though it is a recent
approach, it will be the base of the development of the theory and implementation in the
future. This is a natural assumption when we notice that the organizations focused on the
poverty issue are using this approach (UNDP uses it in its reports since 2010). Based on the
published report for Albania we have the following consideration for 2009.

Table 3: Summary of MPI report.

Issue Value
MPI (Multi Dimensional Index of Poverty) 0.005
H (Distribution of Poverty) 1.4%

A (The average concentration among the poor) 37.7%

The percentage of population affected by poverty 7.4%
The percentage of population in rough poverty 0.1%

Source: Alkire, S.,A.Conconi & J.M.Roche.

Oxford Poverty & Human Development Initiative based on consideration and results of
Alkire, Roche, Santos, & Seth report the main indexes of MPI for Albania. Thus, the
percentage of population in rough poverty is considered to be 0.1%, the percentage of
population affected by poverty is 7.4%, while the two components of MPI which are (H) and
the average concentration between the poor (A) result in the level of 1.4% and 37.7%
respectively. And, knowing that:

MPI=H x A
MPI =1.4% x 37.7%
it is estimated even the value of multi- dimensional poverty index which is 0.005.
These figures can be interpreted:

e For the poverty distribution (H=1.4%): 1.4% of the population is poor according to
MPI ( they are deprived from at least 33.33% of the weigh index, according to the
definition):

e For the average concentration among the poor (A=37.7%): those who are poor
according to MPI suffer from deprivation in the level of 37.7% of indexes, as an
average;

e The MPI Value is a figure which helps us to give a position to our country compared
to others. The lower this figure the multi — dimensional poverty is.

The results brought by MPI are better understood if they are compared with other
applicative methods. So, if we showed in a chart the poverty distribution (H) and the poverty
lines we would have the following figures. This gives us the view which helps us to
understand the difference between the methods used for poverty measurements. If we base
on the poverty line method with 1.25 dollar per day, the poverty in Albania is 0.6%.
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Expressed differently, this means that 0.6% of the population lives with less than 1.26
American dollar per day. The poverty according to poverty line in the level of 2 dollar per day
is naturally higher than that of 1.25 dollar per day, 4.3% or 4.3% of the population lives with
less than 2 dollar per day. The national line of poverty is reported 12.4%, which is much
higher than two previous lines. The report of poverty per person according to MPI (H) results
to be 1.4% and this is higher than the value of poverty line in 1.25 dollar per day and lower
than that of 2 dollar per day(US51.25 a day<H<USS2 a day). The last one is one of the finding
of MPI method, where the value of multi-dimensional poverty shows that in Albania there
are fewer poor than those expressed by National Lines of Poverty and the poverty line in 2
dollar per day. The difference between them is quite obvious.

Figure 7 : The comparison of poverty values according to different measurements
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Source of information: Alkire, Conconi & Roche

The pie chart gives us information of how is poverty in Albania composed according to MPI
index. This means that we can understand which the major factors of poverty are or which
the poverty origin is. For example, the value 26 of school attendance by children shows that
26% of poor population and deprived in each index suffers from not school attendance as
the biggest cause of poverty. If we join the value of school years (6.1%) with that of school
attendance by scholar age children (26%) than we have the value which corresponds the
measure of education (32%) and implies that 32% of poor population has a problem with
education as a cause of poverty. Furthermore, the measure of health reaches the value of
44.9% (24,3%+20.7%). The standard of living makes up the rest value of 23%. From this we
noticed that health makes the biggest part or we can say that health is the biggest factor as a
cause multi-dimensional poverty in Albania. To sum up, the index of school attendance by
children is the biggest cause of poverty, while health is the measure which forms and causes
the biggest part of the poverty. Electricity index is the only one which has the value of 0%.
So, there is no poverty caused by electricity.
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Figure 8: Distribution in percentage of poverty according to indexes.

Sources of information: Alkire, Conconi & Roche

One the advantage of MPI method is that is creates the orientation of politics exactly where
the poverty arises. If we stop and analyze the MPI composition in indexes we will understand
that despite the fact which is the origin of poverty, it may be necessary to concentrate only
on one factor and not spend energy and efforts on factors which may not have urgent need
to be improved. Thus, in Albanian case according to MPI the efforts of policy makers facing
the poverty should be focused on the measure of health making the biggest part in MPI. On
the other hand, if we are further interested , the school attendance index by scholar age
children has the highest value of depriving cases, a value which helps us to put it first in the
“struggle” against the phenomena of the school abundance. This helps even the government
agency clarifying where the problem is. This index is followed by that of nutrition , having a
high level of deprivation in population. Still clearer , the economic politics related to struggle
against poverty there is no necessary to focus on electricity index because it is reported to
be a non-deprived index in Albania.

Now let us focus on the analyses of MPI in region. Firstly the ranking. Based on the found
data by the Oxford University, we can rank countries under development with low level
income , where Albania is positioned better than countries like Check Republic, Hungary and
Croatia.
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Figure 9: Ranking of several regional countriesaccordingto MPI

0.016

D.010 0.005

SOTgla
Serbia
atvia

I

Albania (R

Croatia
Estonia
Turkey

Uk l‘f_iil 12
Hungary

niaand.

Bos
Montenegro

Source of information: Alkire, Concon & Roche.

What happens with ranking based on poverty distribution and its intensity? As far as poverty
distribution is concerned (H), there isn’t much difference compared with ranking based on
MPI. Albania has got a low level of this measure when we compare it with chosen countries.
Concerning the poverty concentration, the rank has got some differences where Albania
passes to countries with higher poverty.

Figure 10: Ranking of some regional countries according poverty shown
by H (Distribution) and A(intensity)
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Source of information: Alkire, Concon & Roche.

The illustration of ranking according to MPI and poverty line in 1.25 dollar per day helps us
understand how assessments of these two poverty measurements differ. If we refer to
poverty line measurement, Albania is the poorest country among others with a value in a
level 0.6. But, MPI poverty assessment classifies it much better, 0.005. At this point, many
governments are skeptic with figure of MPI. But on the other hand, the assessment of
poverty only by income has got its own drawbacks. Anyway, the clash between these two
measures is because of MPI considers ten indexes and measures them as quality variable
thus widening the poverty body.
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Figure 11: Ranking of someregional countriesaccording to MPI (right side) and poverty
linein 1.25 dollar per day (left side).
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Let’s come back again to the composition of MPI, but this time according to the countries
analyzed. Let us try to understand that the poverty origin varies from one economy to
another. Exactly this is one of the undisputable advantages of multi —dimensional method,
where the governments are presented with the profile of the poverty origin of their own
country and from here on they achieve to orientate their policies in accordance to the
urgency rank. So, if for Albania the most problematic index is school attendance by scholar
age children, in other countries this index may be not. Concretely, Bosnia and Herzegovina
suffers from bad nutrition and than is followed by years of education. Serbia and Macedonia
suffer more from nutrition and it’s followed by school attendance. And so on and so forth.

Table4: the contribution of MPI elements on poverty

Contribution of each Education Health Living Standard
measure in poverty (10 indicators)
S
Country MPI © 2
5 sl 8 glaT | ¢ 5
2 5158 8|8 8 9 g S £
® s wo | w8 Se| 8 E s ) S 55 g
S 5 E£E[83 £§[5% /8% & & § §¥ s
] = = Y] (s]
2 T 33|LY g3|s& 2| w T T T &8 &
Bosnia an,d 0.003 29.2 51.8 19.0 19.8 9.4 51.8 1.2 2.7 1.4 0.8 8.6 4.3
Herzegovina - -
Serbia 0.003 30.5 40.1 294 213 9.2 40.1 11 3.9 1.8 5.8 11.0 5.7
Albania 0.005 32.0 44.9 23.0 6.1 26.0 24.3 20.7 0.0 4.7 3.3 13 11.6 2.2
Montenegro 0.006 375 47.6 14.9 17.5 20.0 47.6 0.4 3.2 1.9 0.4 8.0 1.0
Ukraine 0.008 4.7 91.1 4.2 1.2 3.5 91.1 0.1 1.0 0.4 0.2 1.8 0.7
Macedonia 0.008 59.9* 12.8 27.3 28.9 30.9 10.5 2.4 11 5.5 2.6 4.6 10.3 3.3
Czech Republic 0.010 0.0 99.9 0.1 0.0 99.9 0.0 0.0 0.1 0.0 0.0 0.1
Hungary 0.016 1.8 95.6 2.7 1.8 95.6 0.0 0.0 0.0 2.0 0.0 0.7
Croatia 0.016 45.0 46.7 8.3 45.0 46.7 0.0 1.0 0.3 0.2 4.3 2.4
Estonia 0.026 91.2 1.2 7.6 91.2 0.0 1.2 0.0 1.2 0.6 0.0 5.1 0.8
Turkey 0.028 42.3 38.4 19.2 9.1 33.2 30.0 8.4 0.0 7.8 4.9 3.3 3.2

Source of information: Alkire, Concon & Roche.
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Concerning the poverty intensity among multi-dimensional poor, we have to mention that its
interpretation is closely related to the fact that a family, a 100% deprived at poverty indexes
faces a bigger poverty intensity than a family 40% deprived. Based on this logic, the poverty
intensity analysis is built. Let us concentrate in the following chart which is a part of report
for Albania. The identified part 33%-39.9% forms that part of population which suffers 39.9%
of the poverty indexes. This is the biggest part of multi-dimensional poverty in Albania.
According to MPI 1.4% is the percentage of poor population with this intensity, or 0.2%

which represents the percentage of people who are deprived in 40% of poverty indexes.

Figure 12: Illustration of poverty intensity analyses
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Source of information: Alkire, Conconi &Roche

Discussions

Poverty and struggle against it, is one of the most delicate issues of policies related with
social well being of a country. Undoubtedly, it is an important part of debates by policy
makers, decision makers, economists and academics. According to World Bank Reports,
Albania is one of the poorest countries of the south-east European Region. The definition of
poverty is closely related with the method used to measure it. As we proved above, poverty
according to INSTAT measurements, use by LSMS — one-dimensional, is to much different
from the result given by multi-dimensional poverty index (MPI). This difference confuses
even policy makers. Which is more accurate? MPI is more suitable measure. It integrates a
multi-dimensional analysis, identifies which of the included factors as an index influences on
the poverty, by presenting with the poverty profile correspondently and this orientates the
policies against it. Of course, as a relatively new method, this needs a further consolidation
especially the chosen of suitable indexes for representing the respectively concepts. The
founders of this method are of the opinion that the discussion about the right operation of
some concepts in variables can be open meaning thus the further perfection of MPI method.
Also, considerations are being given to include even other aspects of social character. A
problematic issue is the problem of finding and collecting the data. For example, due to the
lack of data in Albanian case , the infancy mortality is measured with mortality for every age,
bringing a different information from the theoretic one.
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For the Albanian case, MPI shows the level 0.005 which is a lower level among countries
under development and with poor income. The index of health is reported more problematic
than two other indexes, while that of school attendance is the most deprived index. These
findings are not uniform among poor countries. And now we come to the conclusion that
many authors have previously emphasized: poverty is caused and has a different nature for
different countries, even inside the country.

If we can show a consideration, after reading the meaning of MPI figures, the policies with school
attendance focus would be an urgent need in response to poverty, as well as health focus.
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THE INFLUENCE OF THE ECONOMIC CRISIS ON THE
IMPLEMENTATION OF HUNGARIAN WASTE LEGISLATION
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ABSTRACT

Hungarian environmental policy has made significant progress in the past 25 years. In environmental
protection and nature conservation several decades’ lag had to be made up in a relatively short time.
This could be successful due to the accession to the European Union in 2004. Our lag was the most
significant in modern environmental infrastructure and environmental technology development. Large-
scale industrial development forced by political considerations during the communist era was a major
source of environmental pollution, and environmental investments and remediation fell short due to
the lack of resources. As a result, some areas of the country became considerably polluted. The
improper treatment of the waste and the pollution caused by it resulted in a catastrophic
environmental situation by the end of the 1980s. Another problem was the lack of modern
environmental policy and legislation. This was of course closely related to the lack of financing, because
it is impossible to apply strict regulations without sufficient resources. The political pressure of the EU-
accession extorted the transformation of the Hungarian environmental policy from 1990. In the course
of the leagal harmonization the legislative background of environmental protection was created in line
with the directives of the EU. It was a long and slow process, and the EU-compliant environmental
regulations has been established by 2002. The modernization of the regulation had not eliminated the
shortage of resources. Because of the lack of adequate financing we were not able to meet the strict
requirements set by the new legislation. Fortunately, the European Union not only imposes certain
requirements, but also provides professional assistance and financial support to achieve the strategic
goals. Right after the change of the political system in Hungary some EU funding was opened to us,
resulting in investments in environmental protection infrastructure development. Thus, we could
reduce the gap in 10 years after the accession in 2004. Since then the development of environmental
policy and environmental legislation has been continuous. The last significant change was made in
waste management, the new Waste Act of 2013. The financial crisis of 2008-2009 has made a major
impact on European and Hungarian economy. In my research | examined these unfavourable
macroeconomic conditions: how and to what extent they influenced the implementation of the new
national waste management regulations.

Key words: environmental policies, governmental policies, air pollution

JEL codes: K32, Q28, Q53

Introduction

Hungarian environmental policy has made significant progress over the past 25 years. The
country’s lag of the earlier decades had to be worked off in a relatively short time in the field
of the environmental protection and nature conservation. This success has been one of the
results of the accession of Hungary to the European Union.
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The main reason of the lag was the lack of modern environmental infrastructure and the
deployment of environmental technology. The large-scale industrial development of the
communist regime forced by political considerations was the major source of environmental
pollution. The environmental investments and the required environmental remediation
interventions failed due to the lack of financing resources. As a result, some regions of the
country had been considerably polluted by the time of the political system change in 1989.
In particular, the pollution caused by the waste and its improper treatment had resulted in a
near catastrophic environmental situation by the end of the 80’s.

Besides the insufficient financing resources another reason of the Hungarian environmental
problems was the lack of modern environmental policy and legislation. The importance of
environmental pollution prevention and the remedy of environmental damage had not been
realized. Of course, the two reasons, the lack of money and the missig policy are closely
related to each other, resulting in high risk and severe pollution.

The political pressure of the EU accession forced the transformation of Hungarian
environmental policy, beginning in 1990. The reform of the legal background of
environmental protection, the making up for the missing laws and regulations have been
accomplished in the framework of the harmonization of the European and the Hungrian
leagal systems on the basis of the EU directives.

It was a slow and long process, and as a result the Euro-compliant Hungarian environmental
regulations have been established by 2002. The minimum of the expected EU requirements
were met. But derogation was required in many areas, for example in waste canalization and
waste water treatment.

The modernization of the regulation had not eliminated the shortage of resources. Due to
lack of funds Hungary was not able to meet the stringent requirements set by the new
legislation.

Fortunately, the European Union does not only impose requirements for the accession
countries, but helps to achieve the strategic goals with significant professional assistance
and different financing funds. After the change of the political system some EU funds have
been opened, resulting in investments in infrastructure developments in the field of
environmental protection. As a result, Hungary has managed to reduce the gap significantly
after the accession in 2004, in 10 years. The development of environmental policy and
environmental regulation has been continuous. The last significant change was made in the
field of waste management, the new Waste Act became effective 1st, January, 2013.

The 2008-09 financial crisis has had a major impact on the European and Hungarian
economy. In my research, using the tools and methodology of implementation research, |
examined to what extent these unfavorable macroeconomic conditions hampered and
influenced the implementation of the new national waste management regulations.
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I. Policy and Implementation
1. Policy and implementation in general

Policy ( Public Policy ): Revelation of a goal and the means used to achieve the goal (public
statement). ( Gornitzka 1999)

Policy is not equal to the intervention / reform / innovation (action to change the system):
"the policy could be will, action and inaction." (Hogwood, Gunn 1984)

Policy implementation: include the actions of public and private actors/groups that take
place in order to achieve the targets of the policy decision. (Van Meter, Van Horn 1974) .

Implementation research: an investigation by scientific instruments and methods, that how
much is realized from the policy initiated by the government. (Fullan, Pomfret 1997)

Implementation research on environmental protection: examines the implementation of the
initiated environmental policies (regulation) — as a subsystem — by the theoretical modeling
and empirical research method.

2 A brief review of implementation research
The basic book of the implementation research Sabatier, Mazmanian (1979):
The Conditions of Effective Implementation

The defined factors affecting the success of the implementation of the following:
¢ Clear and consistent objectives
e The proposed change rate of the system
e Appropriate causal theory underlying the reform
¢ Adequacy of financial resources
e Actors commitment
e Social and economic conditions

3. The analytical framework of policy implementation

The implementation of policies can be examined by a number of approaches and
instruments. In the analytical framework the following approaches are possible:

e The implementation success/failure

e The actors of the implementation, the behavior of the players, their impact

on implementation

¢ The implementation context

¢ The levels and the complexity of the implementation

¢ The implementation process

¢ The policy
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3.1. Success Factors
Starting point: There are commonly accepted influencing factors.
Critical variables (Brynard 2005):

* The content of the policy
e The context: organizational-institutional context, but which also shape the wider
context
e Commitment: the attitude of those who responsible for implementation on all
levels (regime-level, street-level), is there any "fixer?" (Bardach 1977)
e The sector capacity: structural, functional and cultural ability for the
implementation of the governmental targets
» Clients and coalitions: interest groups, opinion leaders behaviour
e Communication
e Other considerations:
e Clarity of goals v. "Acceptable mix of outcomes"
¢ Impact of changes in the socio-economic context
¢ Implementation capacity and absorption capacity
* Ambiguity - conflict matrix - 4 types of implementations,
e Four critical factors (Matland)
e Controllable/uncontrollable, linked to the policy makers/implementers

3.2. The implementation actors, their behavior, their influencet on the implementation

Starting point: the actors of the implementation process are generally not individuals, but
usually form coalitions, interest alliances. Sabatier (1998) established the "Coalition Support
Framework" (Advocacy Coalition Framework) model, which graphically shows the possible
effects of the actors of the implementation in the process of implementation.

Additional considerations:

e Slip/torsion (Pressman, Wildawsky)

* The relationship between policy makers and implementers (Farrar et al.)
® Degree of implementers freedom

* The role of street-level bureaucrats

3.3. Ambiguity and conflict (Source: Matland 1995:130 )

Matland focused to the relatiship of ambiguity and the conflicts in the policies in his
investigations. His matrix determined four main types of impelementation that have
different basic characteristic.
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CONFLICT
Low High
Administrative Paiitical
. Implementation Impiementation
N Resources Power
£
a Example: Smiallpox erradieation Example: Busing
% Experimental Symbolic
= Implementation Implemeantation
=y
T | Contexmal Conditions Coalition Strength
Example: Headstart Example: Comrmunity
action agencies

resources
e Political implementation: the main guiding principle is the power (an actor or a
coalition, who is able to force the other players to accept its own perspectives)

» Experimental implementation: the key guiding principles are the contextual conditions
e Symbolic implementation: the most important guiding principle is the coalition forces

3.4. The context of the implementation

the most important guiding principles are the

Starting point: the method of governance — which consider the relationship of the
government and the environmental protection — designates the possibilities and scope of
the actors during implementation.

Kiinduldpont: A kormdanyzasi méd — amely meghatarozza a kormanyzat és a kdrnyezetvédelem
viszonyat — az implementdcié soran kijeloli a szerepl6k lehet&ségeit, mozgasterét

Sovereign, Rationality-
Bounded State

Institutional State

Corporate-Pluralist
State

Supermarket State

Environmental

Tool of secondary

Protection of

Monopoly power and

Follow the

protection political and social environmental and |control (competing |requirement of the
objectives nature values, and legitimate different interest
divided responsibility |[centres of authority |groups (Resorce
and control) market)
State- Only the nessesary The state is only one |Strict controll and Environmental
environment actions (The rest of actor of the punishment protection in market
relationship budget priciple) environmental circumstances

protection

The method of
change

Slow, the result is
significant pollution

Possible fast canges
(It depends on the
available resources)

Depends on interests
and powers of the
interest groups

Fast and effective if
the activities are
profitable

(Own work based on Gornitzka 1999)
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Machine Implemention

Game Implementation

Transaction
Implementation

Evolutionary
Implementation

Developed clear plan
behind a legitimate
decision-making power

Bargaining and exchange
overshadows the plans
and policies,

Based on the negotiation
between the policy and
its environment

The policy makers
'influence only' the
action potential

characterized by
irrationality

(Own work based on Warwick 1982)

Additional considerations may include:

¢ The role of the macro-environment
¢ Initial and desired level of development (McKinsey)

3.5. The implementation levels
Starting point: the environmental implementation is a multi-level process.

Levels:

e supranational level ( World organizations, EU);

¢ national level ;

e regional level (regions, cities);

e organizational, institutional level (state, local government and business
organizations);

e the levels in the organizations (departments);

e individual level

Note: The policy transfer from one level to the next is not clear and not one-way (Brynard 2005)

Environmental policy implementation: interactions of actors at different levels

3.6. Content and purpose of the policy
Lowi distinguishes four types of public policy (Lowi 1972):

e Distributive (directed to allocation of resources)

* Regulative (target control)

e Redistribution (redistribution of resources, aimed at changing the distribution)
e Constructive (reorganization, creation, development).

Il. The Hungarian environmental policies

After the transition (1989) in the Hungarian environmental interventions were clearly
recognisable the distributive, regulative, redistributive and constructive elements. In the
majority of cases these characteristics were present simultaneously. This should generate
conflicts that primarily could be connected to the redistribution (redistribution of resources)
and, secondly to the allocation (some people get it and some do not), as both connected to
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the loss of the status quo, the field of power conversion, the reorganization of positions. The
constructive and regulative interventions are almost always associated with the
(re)distributions too, so also carry the conflicts involved.

Prior to the change of regime, can not talk about the merits of environmental policies. The
environmental regulation is displayed but there is no effective policy.

1 Environmental regulation in Hungary

Ten years before the EU accession the Hungarian environmental regulation was significantly
behind the developed countries of the world. During the leagal alignment period the county
started catching up to the EU requirements and developed the appropriate environmental
regulations. At the moment of the accession, with the exception of derogation areas,
domestic regulations have been complied with EU norms.

1.1. Legislation before the transition (-1989)

During the period of socialism had only been regulating a few environmental areas that were
traditionally considered important and where there were formed very significant and
dangerous pollution. These areas were as follows:

e Water quality protection, wastewater treatment (1960)
e Air quality management (1970)

* Noise and vibration (1978)

¢ Hazardous waste treatment (1981)

1.2. The leagal alignment process (1990-2003)

Under political pressure to join the EU initiated a comprehensive review and reform of
environmental regulation. This took place in the context of the creation and regulation of a
number of important areas of environmental law, which had been left out of the legislative
process earlier.

¢ Environmental Protection Act (1995)
¢ Waste Act (2000)

1.3. Regulation after 2004

After the EU accession, the primary task was to meet the requirements of new
environmental legal system, compliance with and enforcement of the rules much stricter
than before. To reach this goal significant environmental infrastructure improvements were
needed, which was significantly supported during the transitional period longer prior the
date of accession to the EU. Sewage and wastewater investments and modern waste
management facilities have been built, substantial elimination of pollution, large-scale
remediation of contaminated sites took place. The end of the derogation period the
regulation and the conditions tightened further and further. The most significant change has
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occurred in the waste management legislation, which came into force a year ago. This was
one of the most modern and one of the world's most stringent regulation .
¢ New waste law (January 2013th 01)

2. The policy and implementation before the transition

During the period of socialism, the environmental protection was not a priority, the ideology
and the propaganda sharply divorced from reality, at the level of deeds and actions the
environmental protection as a stand-alone policy was practically non-existent.

2.1. Environmental protection during the period of socialism

The Cold War period was characterized as a cutthroat competition between the socialist and
capitalist countries. The socialist countries wanted to overcome at all costs by strong
industrialization, agriculture thus began a complete overhaul ("chemical processing"), which
resulted a significant pollution (water and air pollution). In the end some industrialized
regions of the country had been completely polluted.

2.2. Environmental regulations in the period of socialism

A politikai rendszer vezetése, a termelési eredmények blivoletében nem akart tudomast
venni a kornyezeti karokrdl és artalmakrél, koveté szabdlyozast (kényszer szabalyozas)
alkalmaztak, amikor mar tarthatatlannd valt a helyzet és kialakultak a tényleges kornyezeti
karok és artalmak, csak akkor és csak utdlag avatkoztak be.

For the political leadership the important was only the production results, they did not want
to ignore the environmental damage and hazards, the ,follower rules principal”
(enforcement regulation) was used. It meant: when became catastrophic situation and
developed the actual environmental damage and harm, if and only in that case took place
the govermental intervention.

2.3. The implementation characterization

The legislation of the dictatorship could bee characterized by irresponsiblity (lack of social
responsibility), the ideological goals overrode all common sense and rational aspects. The
collective irresponsibility (Context: The Sovereign, rationally-bounded state) resulted
extreme environmental degradation. Regulation of certain areas were needed after a while,
becouse of the serious pollution and harm. These were ,,political” type implementation of
regulations (implementation by power). The policy making and the legistlation process
happened without the involvement of the differend iterest groups of the socitety and the
law and rules enforced by power tools.
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3. The policy and implementation during the leagal alignment period

The EU environmental policy is the most advanced environmental legislation in the world
(The higest quality environmental protection: The Netherlands, EU). The IPPC: Integrated
Pollution Prevention and Control principle summarizes the principles, methods, and goals of
the modern environmental management and the sustainable developmnet. Detailed
regulations are the guidelines(directives) for different subject areas. The EU directives have
mandatory application in the development of the member states national legislation.

3.1. Harmonization of the environmental leagal system

After the change of regime in Hungary in 1989 the EU accession treaty were signed soon and
started the preparation for the accession. Under political pressure to accession to the EU
started the alignment (leagal harmonization), in which a priority area was the environmental
protection. The legislative process was characterized as the ,follow up” (enforcement)
regulation. The domestic legal system - following a comprehensive review - was needed to
convert according the EU policies, and directives.

3.2. The characterization of the implementation

Political types of implementations (necessity) occurred, becouse the accession criteria had to
be fullfilled on time. For the social groups involved in the justification: The EU is all about !
We are emergency, when you want the accession the conditions had to be met. But in the
given the situation we go only as long as to had to. (lack of money, derogation) !

4. The policy and implementation after the EU accession
4.1. The national environmental policy after accession

After the accession in 2004 the domestic environmental policy was characterized by duality
and remains the same in the present day. The environment is still not a priority (not strategic
area), but the EU's environmental policy directives are mandatory. As a result, still following
the rules (enforcement regulation).

4.2. The domestic environmental regulation after 2004

The period after the accession of Hungary to the EU, the domestic environmental regulation
was characterized the compliance with the mandatory content of EU policies (IPCC,
guidelines, directives, etc.). In this frame some major legislative changes, tightening had
been occurred in the beginning(2010). In addition to the environmental targets appeared
other policy objectives for waste management regulations in the past few years.

e Modification of Environmental Act
e Modification of Waste Act (2013)
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4.3. The characterization of the implementation

Still have political (power) type of implementation (Context: more or less between the
Institutional and Corporate-pluralist state), therefore social or formal consensus can not be
possible. Reason: because we still have all of the EU !

lll. The implementation of new waste legislation

By the detailed analysis of the new waste law entered into force the 1st of January 2013, I'd
like to present a good example of the problems of domestic environmental policy
implementations.

1 The new waste management legislation features

The Waste Act and the connecting other rules and regulations contain essentially
environmental targets, but significantly appear other objectives in the policy, which of
expected future effects are difficult to be calculated.

1.1. Environmental goals

The new legislation is highly advanced and environmentally progressive, and consequently
much stricter and much more expensive for the waste producers as the previous legislation.
The most important environmental professional objectives of the law are:

e Pollution exclusion

* Promote the selective waste collection and recovery

® Reduction of waste dumping (land filling)

e Strict administrative (record keeping, reporting) and verification system
e Ensuring professional background (certification)

e Ensuring financial background (just on principle)

1.2. Political (real) points

By the most strict regulation the real goal is the transformation of the existing domestic
waste market, the displacement of the foreign-owned service companies from the
Hungarian market. The professional environmental goal, which is intended to help ensure
the financial background can not be achieved in practice.

1.3. Effects of the new regulation

In addition to a significant increase in the costs of public services, loss of income (reducing
overhead), significant operational problems, and the financial difficulties are the expected
influences of the new regulation.
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2. The implementation of waste legislation

During the research of the implementation process | examined the preparation phase of the
regulation (policy) and the experiences of the implementation since the regulation came into
force 1st of January 2013 until now.

2.1. Conflicts and disputes concerning the preparation period

The preparation phase of the regulation (policy) could be characterized as a protracted
legislative process, after several formal (non-substantive) rounds of negotiations, despite
serious objections, in virtually unchanged form have been adopted by the parliament (2/3rd
political dominance in possession).

2.2. Significant modifications have been already made within six months

There is no clear, consistent professional content, because there was’t any substantive
consultation with stakeholders (professional bodies). In addition the EU principles are
damaged and constitutional concerns (equality, neutrality of competition, ignoring the
market economy rules, forbidden state intervention) have also been raised.

2.3. Caused by the increase in cost and overhead reduction malfunctions occur en masse

The most serious consequence is the significant deterioration in financial conditions, which
may cause malfunctions in a significant part of the public service, in some cases leads to the
impossibility of public services, the consequences can be handled only by state intervention.
(Disaster Management Authority) .

3. The characterization of the implementation
3.1. Content and purpose of the policy

In the new waste management legislation are simultaneously present the distributive,
regulative, redistributive and constructive elements. The new regulation led to the loss of the
status quo, the conversion of the field of power and the reorganization of the positions. Hence
the major conflicts. The regulative and constructive interventions associated with resource
(re)distributions that have significant consequences are the emergence of conflicts.

3.2. Ambiguity and conflicts

The rules (policy) are characterized by a high level of inconsistency and significant conflicts.
The foreign — owned private companies excluded from the domestic market, while couses
financial difficulties to the remaining domestic—cowned public service companies. The
implementation of the policy is essentially a political implementation: the guiding principle is
the power, political and legal constraints.
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3.3. The context of the implementation

The starting point of the context is mode of governance - which defines the relationship
between the government and the environment - during implementation selects the
participants scope and options.

According the definition of Gornitzka the transition between the , Institutional state” and the
,Corportate-Pluralis State” (Gornitzka 1999) could be the type of governance that
characterizes the context of implementations of the examined policy and regulation. In this
context is perhaps more dominant the ,institutional” nature.

The type of implementation context according Warwick this is a ,Machine” implementation
(a well defined clear plan, behind the legitimate decision-making power) (Warwick 1982).
The mutual relationships of the implementation of the Hungarian waste management
system can be characerized by that formula.

4 The assessment of the implementation and the expected effects
4.1. Analysis of Success Factors
The success factors are:

e The clear and consistent objectives are missing ( not known)

e Rate of change (unknown, outcome of the changes are uncertain)

e The underlying of the causal theory of proper reform (elimination of the
waste pollution)

e Adequacy of financial resources (uncertain, but there is any money)

e Actors commitment (unknown, more negative)

e Social and economic conditions (non-compliant)

The success factors of the implementation with few exceptions predict the failure of the hole

process. It is already established that the risk of probable harmful consequences is extremely
high.

4.2. Expected impacts

The total failure without changes and corrections is inevitable within a short period. There are
political constraints in this situation because of the elections in 2014. The system must be
maintained ont he same way until the end of 2014. Possible temporary solution could be to the end
of 2014 the state intervention (compensation, special assistance and supports, disaster management
authority intervention).

5. The effects of 2008-9 financial crisis

The 2008-09 financial crisis indirectly has had a major impact in Europe and within the
Hungarian economy. After the outbreak of U.S. mortgage crisis emerged in 2008, the
financial crisis coused a significant setback on the real economy over the world.
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5.1. The general effects of the crisis

Economic growth fell back in a few months and by the end of 2009 Europe 's economy had
been in recession (4.2 % decrease). The GDP data showed (Hungary: 6.3 % decrease)
significant reduction without exception, the mass of firms were in difficult situation,
unemployment had risen significantly (Hungary: from 7.7 % up to 10%. or more). The
household income and thus their consumption is also reduced, which further exacerbated
the already declining economic performance. The HUF exchange rate from 250 HUF/ € has
risen close to 300, sometimes to over 300.

In order to treat the major crisis governmental intervention had taken place in the banking
sector (crisis management). The positive effects have occurred in the short term, but in the
medium term, because of the risen governmental debt, also raised new problems. (The
individual governments to cover the costs of the bank saving interventions used new depts.)

In the case of weaker economies in South and Central Eastern European countries the crisis
phenomena have proved to be far more serious and taken for a longer time. The Hungarian
economy had been in recession until 2012, and GDP has been started to grow again only in the
second half of 2013. During the reporting period the unemployment rate were significantly
higher than 10% , but decreased again belowe to 10% by the end of 2013. The investments,
purchasing power and consumption steadily decreased in parallel (in 2009: 7.6 %) and it has
changed only in recent months. (Bely6 2011)

5.2. The crisis effects on the waste management policy of Hungary

General condition of the Hungarian economy and the deteriorating social situation of the
population was severely affected to the public service providers. The increasing amount of
outstandings and the proportion of bad debts significantly worsened the financial position of
public service compaies in the waste management sector. For this situation the companies
have responded by cutting back the necessary renovations and improvements, which can
result malfunctions in the medium term. Cost reduction due to financial constraint
problems, increased the risk of direct environmental pollution. (If you fall short to prevent
and eliminate pollution due to lack of funding measures. )

The crisis developed by the lack of funds made it difficult to make effective cooperation in
the implementation of the new waste management regulations (policy) principles for
stakeholders.

Legislators (government actors) ignored the expected financial difficulties during the
implementation, which were greatly exacerbated by the effects of the crisis. Due to the
malfunctioning, the regulation content problems are significantly due to the unfavourable
economic environment. Therefore, we can say that the crisis significantly complicates the
domestic waste policy implementation.

106



10" INTERNATIONAL CONFERENCE OF ASECU

Summary

Hungarian waste management policy and the related environmental legislation may well be
an interesting case study of implementation research. Except a few professional areas it did
not measure up to the principles of an effective and successful implementation. With few
exceptions the success factors determined by scientific theory and empirical research were
not present. There was a huge discrepancy on one hand between the environmental
requirements and the terms of financing (public overhead reduction), and on the other hand
between the EU regulatory principles and its policies (neutral competitivness, forbidden
governmental intervention).

In addition to the above problems the decision makers ignored the forecasted financial
difficulties caused by the financial crisis during the implementation. The regulation content
problems are significantly due to the unfavourable economic environment. Therefore, we
can say that the crisis considerably complicated the Hungarian waste policy implementation.
and increases the risk of the malfunctioning of the public sector in the field of waste
management.
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438/2012. (XIl. 29.) Korm. rendelet a kdzszolgaltatd hulladékgazdalkodasi tevékenységérél és a
hulladékgazddlkoddsi kdzszolgaltatas végzésének feltételeir6l, Magyar Kozlény 184. szdm
(2012. december 29.)

439/2012. (XII. 29.) Korm. rendelet a hulladékgazdalkodasi tevékenységek nyilvantartasba vételrdl,
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ABSTRACT

Well-functioning regulatory system is an essential component of modern society. In societies where
the rules works well, strengthen governance, promote prosperity and stability. A good regulatory
system provides a stable environment for business by reducing transaction costs, providing security
and encouraging healthy competition, and increasing international competition, investment, growth
and employment.

After the 1990s the governments of many countries of the world supported their economic
development and reducing poverty and expanding with reforms acceleration to improve the business
climate through regulatory policies and reducing administrative barriers. Improving the environment
in this period became the norm for developing countries seeking sustainable growth and
development. The inability of large hamper growth and addressed mainly to macroeconomic levels,
both through extensive legal reforms and regulatory ones.

However, extensive reforms are difficult to implement and support. Successful reform requires
overcoming personal interests in public and private sectors, overcoming the fear of change,
complexities of the uncertainties of change in dynamic environments, economic and social.

Development of comprehensive regulatory reform strategy, offers good opportunities for donor
coordination: planning and support, as well as pursuing a comprehensive approach to aid, rather
than supporting activities and fragmented interventions. The existence of a clear strategy,
comprehensive regulatory reform also helps donors by facilitating the provision of budget support
and technical assistance in a systematic and continuous long term periods. In this situation was
included also Albania, which introduced for the first time in the list of countries assessed by the
World Bank study regarding facilities for doing business, so in Doing Business 2004.

Key words: Regulatory policy, administrative barriers, transaction costs, regulatory reform,
regulatory impact assessment, capacity building, procedures.
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Introduction

Reforming the business environment is a broad agenda, but at its core is regulatory reform,
particularly for small enterprises that are disproportionately harmed by regulatory costs,
barriers to entry, risks and uncertainties, and associated costs of corruption.

Economic transition requires massive legal change. Such legal change goes beyond policies
and formal instruments, since the role and style of regulation in society is deeply embedded
in traditions, capabilities, interests and the organizing of power. Far reaching legal change,
called “regulatory reform” stretsches from the collection of existing legal instruments into
the institutions, processes and capacities of government, and even further, into the
institutions of the rule of law, and the changing relationship between the state, market and
society.

Much development work is focused on adjustments to the legal system to support new
economic and democratic needs. But such works is very slow. The challenge is finding ways
to shift the complex system of instruments and behaviours to support of rapid economic
growth needed to produce ambitious poverty reduction promised and growth welfare. The
experience has told that there are always time lags between market change and legal
change, the task is to shorten the lag so that legal system “catch up” with market needs.

The high degree of difficulty of the problem makes that reformers either under validate or
fear of it. No single approach to the displacement of this welter of rules, institutions and
interests, would be enough. Experience shows that:

First, stable regulatory reform should be part of a broader program, supported by
macroeconomic, microeconomic, and governance changes.

Secondly, there are no magic rules that tell us that these reforms should be included in a
sustainable program of action, which starts immediately and focus in the results. It should
enjoy political commitment, adopting a set of tools proven in other countries that face
similarly problems, and invests in institutional capacity and human resources.

1. Development history of Regulatory Reform, literature review.

Studies have been recently focused about how regulatory reforms scale are being developed
in different countries and how these experiences can be used in the design of reforms in
other countries.Increasingly, studies are examining the plan of the political economy of
reform and are trying to tie the design of reform processes and instruments.

There is no ideal model for the "right" regulator system. The exact role that markets and
governments can play varies from country to country and from sector to sector.

Regulation of business existed in the ancient period. It is understood that these regulation
have been more developed in the area that today we call business, but in that period were
called trade. At that time there have standardized weights and measures, where the
information coming from antiquity gold may have operated as an international currency and
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as a key element of regulation. Also the use of national currencies as an exchange
instrument has been a strong reason to promote regulation.

In China, a national currency system existed and paper currency was invented. Sophisticated
law existed in Ancient Rome. In the European Early Middle Ages, law, standardisation and
the power of the after the decline of Rome, but regulation existed in the form of norms,
customs and privileges; this regulation was aided by the unified Christian identity and a
sense of honour in regard to contracts*.

Beginning in the late 19" and 20" century, much of regulation in the United States of
America was administered and enforced by regulatory agencies. At the federal level, one the
earliest institutions was the Interstate Commerce Commission, which had its roots in earlier
state-based regulatory commissions and agencies.

In the 1930, lawmakers believed that unregulated business often led to injustice and
inefficiency. In the 1960 and 1970 concern shifted to regulatory capture, which led to
extremely detailed laws.

The idea of regulatory capture has controlled discussions of economic regulation and
regulatory reform for more than two generation. Its origin comes immediately after World
War |l as "capture thesis" tht dominated the closing decades of the 20" century, the basic
definitions of which are quite clear and already accepted. Indeed one of the most surprising
things about the genealogy is the extraordinary degree of consensus about regulatory
capture across a broad spectrum of economists, historian, and scholars of law, politics, and
public administration.

The capture thesis first originated not in law and economics but in the fields of political
science and public administration. For the most part early formulation of capture theory
were mildly reformist in orientation-usually concluding with call for something like increased
judicial review or enhanced executive supervision or a higher level of administrative
formality in regulatory practice in order to reign-in or counter-balance industry influence.?

According to Stigler “regulation is acquired by the industry and is designed and operated
primarily for its benefits.”**

“Regulation itself was invariably controlled by leaders of the regulated industry, and directed
toward ends they deemed acceptable or desirable.”*

The theory of "regulatory capture" as a form of deregulation, finished as a short sighted
theory that stood behind it.*®

Obviously the study of regulation is not something new. It is rooted in economic and political
science, legal, public and management disciplines that means going back a century or more.

42 .. .
www.wickipedia.com

* Theodore J. Lowi (1969),”The End of Liberalism “, f 14.

4 George J. Stigler(1971),"The Theory of Economic Regulation," Bell Journal of Economics and Management Science
2:f 21.

** Gabriel Kolko (1963), “The Triumph of Conservatism: A Reinterpretation of American History”, f. 2-3.

*€ William J. Novak (1985), “A Revisonist History of Regulatory Capture”, f. 29.
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Theories of regulation have merged in different ways in the practice of regulatory reform. As
a result, the concept of regulatory reform has assumed several meanings over the last 30
years.

Since the 1960, the economists have studied the microeconomics of regulatory intervention
in markets. Theories based on concepts such as market and government failure and
transaction costs tried to define the effects of regulation in specifc situations.

Normative and positive theories of regulations based on concepts of private interest and
public interest tried to explain how the regulation is used in the political economy, and to
predict the form and pace of regulatory reform. The modern school of law and economics
applied neoclassical ideas to the analysis of legal problems.*’

Meantime modern regulation began in the age of industrialization in response to sometimes
spectacular market failure.

According to Stiglitz, the concept of market failure remains a powerful framework to think
about regulation in many contexts. In his essay Stiglitz identifies a series of failures of the
contemporary market irrationality and the spread of justice. He relied on his extensive
experience as a public official, argues that..”robust regulatory governance, the
implementation of well-conceived, can effectively compensate these market limitation.*®

Market failure theory encompasses a powerful set of ideas, and it will inevitably remain a
pillar of any modern approach to regulation. But it should not be the only-nor perhaps even
the principal-intellectual foundation for a new era of regulatory engagement.

Since the 1960 influentak new research on government failure has helped to drive the
movement for deregulation and privatization. Yet even as the study of government failure
was flourishing, some very different ideas were sprouting in the social sciences with
profound implications for our understanding of human behavior and the role of
government.*

Some of these ideas, particularly from the field of behavioral economics, have begun to
nudge their way into discussions of regulatory purpose, design, and implementation. Yet
even here, the process is far from complete; and many other exciting new lines of research-
on everything from social cooperation to co-regulatio - have hardly been incorporated at all.

During the 1980s often it is said that we live in an age of deregulation and that the state has
been forced to retreat to reduce burdens on businesses. Under these statements is the
belief that a decade of more of deregulation has reduced state intervention in markets.”® To
be blunt, this is largely a myth, and one that interferes with efforts to improve the
effectiveness of the state in protecting public interests.

However it belongs to the past, because in 2000 American Scott Jacobs, father of
"Regulatory Reform" will declare that: Far from living in an age of deregulation, we live in

* Scott Jacobs & Peter Ladegaard (2009), “Regulatory Governance in Developing Countries”, f. 4.
*® Joseph Stiglitz (1985), “Credit Markets and the Control of Capital”, kap |, f.147.

*> David Moss & John Cisternino (2009), “New Prospective on Regulation”, f. 7.

>0 Derregullimi — ose e théné ndryshe liberalizimii rregulloreve/ rregullimeve,
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the golden age of regulation.”® From environmental protection to consumer protection,
safety and health, labour standards, and social justice rules such as equal opportunity, no
government activity in OECD countries has grown faster since 1980 than government
regulatory functions.

Even during the administrations of Reagan and Thatcher - the quintessential "deregulation"
crusades - the quantity of regulations measured in number of rules and their length
increased in both the United States and the United Kingdom. And regulatory constraints are
becoming more stringent. Regulatory standards have never been higher in the developed
countries than they are today. International standards are increasing rapidly. That is not to
say that they are keeping up with new risks and technological changes, but that is another
argument entirely.

The number and scope of government (domestic and international) regulations have
increased so rapidly in almost all OECD countries that the term "regulatory inflation" was
coined by the OECD in the early 1990s,which means that multiple rules are therefore
redundant. In fact, the level of regulation is increasing so quickly that governments cannot
possibly enforce all rules, nor can citizens and businesses comply. Regulatory compliance is
probably declining as regulatory inflation continues.

In the economic sphere, too, regulation is increasing. The essential difference is that new
market regulations tend to be pro-competitive, replacing more costly and less effective
forms of government intervention, such as state ownership. It might be surprising that, in
the United Kingdom, regulation grew fastest in the 1980s, the decade of privatisation. This is
because large new regulatory regimes and institutions were established as the state changed
its role from owner to regulator.

Prime Minister Thatcher was the biggest regulator in UK history, because she intruduced the
biggest market liberalization in UK history. The UK "Big Bang" in many respects codified
what had already been going on in practice, and moreover tightened up regulation in many
respects.>

The deregulation myth arose because liberalization in international capital markets and
privatization in a few key infrastructure sectors such as telecommunications and to a lesser
extent energy and transport released powerful new market forces, which became a symbol
for generalized government retreat, though governments were actually building many new
regulatory programmes and institutions.

The idea that market liberalisation and deregulation are synonyms is misconceived, and
when put naively into practice has led to regulatory gaps, market failures such as
dominance, and consumer abuses such as safety hazards. For that reason, the deregulation
myth is dangerous.

It is easy to dispose of another myth. The state is not withering away in the face of markets.
If anything, the average size of the governments in the OECD area, measured in government
revenues as a percentage of GDP, increased slightly from the mid-1980s to the mid-
1990s. This is perhaps a natural consequence of the growing role of the state in insuring

>! Scott Jacobs (1999), “The second Generation of Regulatory Reform”, f 23.
> The OECD (1997), “Report on Regulatory Reform”, f. 43.
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citizens against risks as dynamic markets increase insecurity and of welfare effects of aging
s 53
societies.

A third myth, too, deserves deflating. It is often said that globalization is driving market
liberalization at the national level. The popular story is that governments are doing just fine
on their own, but are being forced into unwanted and harmful reforms by international
pressures.

In reality, most reform is driven by purely domestic needs: stubborn levels of structural
unemployment, lagging growth rates, diversion of fiscal resources into propping up loss-
making state-owned enterprises, and consumer demands for innovations like mobile phones
and cheaper services and products. >*

Likewise, most benefits of reforms are enjoyed by domestic consumers and producers. It is
for domestic reasons that supply-side reforms to stimulate competition and reduce
regulatory inefficiencies have become central to effective economic policy.>

The real policy challenge today is not resistance against a ruthless programme of
deregulation driven by markets. The challenge is to manage the quality, transparency, and
effectiveness of the burgeoning regulatory state to ensure that the new kinds of regulations
and institutions contribute to social and economic progress. The real problem may not be
the size of the state (as suggested by those who focus on deregulation or regulation as a test
of effectiveness), but the effectiveness of the state itself. In some important areas, such as
capital movements and investments, governments have lost substantial control of market
decisions. For other reasons, regulatory tools are losing relevance to markets (as factors of
production become more mobile and global, and as product cycles shorten) and to civil
societies (as societies become more diverse, informed, and oriented toward choice). These
forces - weighted against increasing regulatory interventions - must cause us to question
traditional methods of state action, and look for new ways to harness markets in the social
interest.

“The notion that big intervention of the state associated with economic efficiency, is
corrected. The level of intervention cannot be as important as its quality”.>® La Porta used
institutions as binding element of government. For a better governance better institutions
are needed. The economic crises of last decades has shows the importance of state
institutions and its necessity control. The set up of the institutions of reform is a

precondition to its positive results and implementation of the regulatory agenda.

Today many studies in different fields of economy show that “There are two reasonable
explanations to have effective regulatory institutions, an economic and a politic one.

Economic logic is to ask how effectively corrected market failure and how to develop
instruments and institutions to correct it.

>3 Scott Jacobs (2000), “The Golden Age of Regulation”, f. 11.

> A side effect of liberalisation is that it has allowed national resources are used to support social program.
Privatisation in the United Kingdom has transformed many state-owned enterprise, the enterprise exhausted in
the state budget to tax-paying enterprise.

>> Scott Jacobs 2000), “The Golden Age of Regulation, f. 12.

*® La Porta et al (1998), “The Quality of Governement”, f. 16.
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Politic logic aks if and how the politic should delegate the power to independent institutions
such as regulatory structure and commissions. Both approaches are complementary and
have much income.>’

According to Cesar Cordoves the four core functions of an oversight body that should be
assigned for a successful reform are: 1. Co-ordination and supervision, where government
has the purpose to implement and monitor a regulatory policy through setting up the
procedures and machinery to ensure the quality of new or existing regulations.

Main instrument are RIA Regulatory Impact Assessment, administrative simplification and
standart cost model (SCM).2. Challenge and scrutiny, first based on an independent
assessment on the quality of a regulation (i.e., RIA, SCM calculations)The oversight body
advises the government and seeks support from other ministries for its view about the
quality of a draft with (but sometimes without) approval from the drafting regulator.

A second and rarer implementation of the challenge function is to give special powers to the
oversight body to enforce quality criteria or a specific programme.

3. A third function of an oversight body is to assist regulators in improving the quality of
their regulations. Key support tasks include the publication and dissemination of extensive
written guidance and manuals. As well conducting training on regulatory quality issues has
been an important way to support regulators in complying with new disciplines, and to raise
awareness and promote a cultural change among regulators and regulatees.Training
programmes are organised into three types:

a) High level brifing on the framework for best practice regulation requirements;

b) General training on RIA and use of the Business Cost Calculator (BCC), and a
comprehensive seminar series on preparing RIAs, using the BCC and undertaking
cost-benefit analysis.

c) Third level have been engaged in delivering specific expertise to regulators in the
context of their development of particular regulations through mechanisms such as a
“help desk” which provides expert input directly, or through the ability to fund the
employment of outside experts to complete specific tasks.

4. The fourth core function consists inthe advocacy function can be internal to the
administration, as well as external. Institutions have a mandate to recommend quality
regulation through specific deregulation/ reregulation initiatives to ministries, regulators or
agencies >8

Again, this crisis has exposed a regulatory failure: regulators failed to prevent the
exploitation of poor and poorly educated borrowers by lenders. These people were not able
to ascertain well the risks associated with various lending provisions, such as variable-rate
mortgages with negative amortization, in a period in which interest rates were at a
historically low level. The lenders should, of course, have been able to do a better job of risk
assessment, but because of another set of market failures, they did not. The result is a

>’'|. Bartle & P Vass (2007), “Independent economic regulation: A reassessment of its role in sustainable
development”, Utilities Policy, f, 15, 261-269.
*% Cordova-Novion, C. & S. Jacobzone (2011), “Strengthening the Institutional Setting for Regulatory Reform:
The Experience from OECD Countries”, f. 12.
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massive social and economic disaster: people are losing their homes and their life savings,
and our economy is facing a meltdown.

By its nature, a regulation restricts an individual or firm from doing what it otherwise would
have done. Those whose behaviour is so restricted may complain about, say, their loss of
profits and potential adverse effects on innovation. But the purpose of government
intervention is to address potential consequences that go beyond the parties directly
involved, in situations in which private profit is not a good measure of social impact.

“The design of regulatory structures and systems has to take into account:

a) Asymmetries of information, since the regulator is often at an international disadvantage
relative to the regulated; b) moral hazard, since there often problems in ensuring that a
regulator’s behavior is consistent with social welfare (for example he is not beholden to
those whom he is supposed to be regulating); c) human fallibility, since mistakes are
inevitable, and we need to minimize the costs of such mistakes. Well-designed regulation
takes into account the limitations of implementation and enforcement. While no regulatory
system is perfect, economics with well-designed regulations can perform far better that
those with inadequate regulation. Regulation can both enhance markets and protect those
who might otherwise suffer in unregulated markets.”

In the last decade regulation as an instrument to achieve economic and social targets, has
increased dramatically. The element that leads regulations is the private behaviour
regulation. This type of arrangement became a fundamental tool of government in the
management of complex societies and various thereby allowing competing interests to be
balanced.

In short, regulation is necessary because social and private costs and benefits, and hence
incentives, are misaligned. Such misalignment leads to problems not only in the short run
but also in the long run. Incentives to innovate are distorted.

In recent assessments of the European Commission “better regulation remains an important
instrument contributing to the policy for strengthening competitiveness and supporting
sustainable growth and employment.”®

Regulatory reform started at 70s is not a single effort, but a dynamic, long-term effort, and a
multidisciplinary process. Since the beginning it showed that it would be enduring and
perhaps forever. In the field of business it tooks a fast developing, particularly in Eastern
European Countries, due to the opening of markets.

Since the 1980s ...governments have adopted the term as part of an effort to improve
service to the public, but on the other side regulation is considered as a tool to reduce
administrative barriers and to provide a more structured environment and a friendly policy
to investors. **

>? Joseph Stiglitz (2009), “New Prospectives on Regulation”, f. 12- 21.
® European Comission (2010), “Better Regulation”, f. 29.
*! Frank Sader (2000), “Do One stop shops” Work?
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In general every government, trying to reduce bureaucracy, by means of implementing cost-
effective administrative arrangements and removing administrative barriers in many areas
of activity.

Administrative barriers issues are resulting very problematic after the year 2007 Attention
has focused to reducing administrative barriers on trade, investment and venture. Many
developing countries gave the priority to removing bureaucracy. In this sense, the removal
of barriers is only one part of a number of policies designed to increase performance and
productivity, and thus can not be treated as a separate issue, or particular issue.®

In this literature review the question that arises is how this reform, already launched in
Albania, has helped to improve the business climate, namely by simplifying administrative
barriers, which at the beginning of 2005 had become unaffordable by business.

What's the contribution of reform instruments such as one stop shops or guillotine to reduce
administrative barriers in Albania and how they are implemented, based on theoretical
definitions and experiences in many countries?

2. Red-type concept/administrative barriers, reducing and their measurement

Business regulation has been on the international agenda for several years but they a large
part of the countries seeking to develop successful reforms remain so even today. Most
governments wish to create an environment that will strengthen development and ensure
the growth of a competitive business sector. Good competitiveness requires good
framework conditions and a focus on the regulatory environment.

Nowadays business barriers considered:

e Dynamic development and complexity of advanced societies creating an ongoing
need for new regulation

e Lack of effective voices on the part of the business community

e Vested interests in maintaining laws within the business community

e Conflicting policy goals

e Reducing “red tape” for businesses which is not core business for lawmakers

e Lack of clear responsibilities on the part of public authorities

e Lack of coordination between public authorities

e Time pressure in the law process.

This list of barriers shows that there are significant obstacles on the path towards better
business regulation and fewer administrative burdens. Recognition of the existence of these
barriers is a first step on the way to alleviating the “red tape” problem.

Creating an effective organizational framework is imperative in the effort to reduce
administrative burdens. Dedicated institutions with sufficient resources and efficient
instruments are necessary to change the conduct of government institutions, and convince
officials that the improvement of business regulation and the reduction of administrative

%2 OECD Report (2006), “Cutting Red Type: National Strategies for Administrative Simplification”, f 108.
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burdens is an important consideration in the law preparatory work. Organizational structure
and incentives are closely connected, since the creation of effective organizations to
improve business regulation and reduce administrative burdens is not in itself a guarantee
that action will take place. It needs to be followed by strategies and incentives to effectively
engage the relevant government institutions (line ministries, departments, etc.) in the
efforts concerning better business regulation.

The motto "Less paper = less work" is the fundamental objective of this new concept of
Regulatory Reform. Red-type is a priority of the political agenda. Business and citizens
complain that they spend more time and devote significant resources to activities such as
filling out forms required to obtain a permit or license, business information reporting,
notifications of changes etc.

Red type is costly, not only for the time and money spent on applications filling, but also in
the context of reducing the productivity and innovation in business. Particularly for small
business this is a burden and simultaneously discourages the people who want to start a
new business. These effects are more expensive in global markets, where the efficiency of
internal regulations and administrative environment can affect business competitiveness.®

Many governments are now embedding programmes to cut red tape within their overall
regulatory quality systems. In the past, administrative simplification was often undertaken
on an ad hoc or sectoral basis. This contributes the most significant innovation of recent
years: a break with the past. Strategies to simplify regulations focus on two dimensions:

1. Examining the administrative burden that will be introduced by new regulations
before they are implemented, and
2. Reforming existing burdensome regulations.

Although the majority of countries still put greater emphasis on reviewing existing
regulations than on reforming them, there is a trend towards examining new legislation or
regulation before it is introduced to try to minimise any new administrative burdens. This is
mainly done during the Regulatory Impact Assessment (RIA) process — an exercise to
determine the likely effect of any new regulation before it is implemented.

While the focus of RIAs is not specifically on reducing administrative burdens, they do assist
in stemming the tide of new burdensome regulation. RIAs ensure that regulatory proposals
or existing regulatory arrangements are subject to a transparent, publicly accountable and
rigorous analysis to determine if they are proportional means of meeting regulatory
objectives.®*

Some countries have also introduced special procedural measures to assess the impact of
regulation on small and medium enterprises (SMEs) in particular, including the assessment
of alternatives that might accomplish the stated objectives while minimising the impact on
small businesses. Measuring the burden of regulatory procedures tends to be on business,
often with special consideration for small and medium sized businesses, but there has also
been a trend towards measuring and reducing the burdens imposed on others, including
private citizens and the not-for-profit sector.

®> OECD Report (2003), “From Red Tape to Smart Tape, Administrative Simplification in OECD Countries”, f167.
* OECD Report (2006), “Cuting Red Tape: National Strategies from Administrative Simplification”, f 108
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In many cases, measuring systems are based on the Standard Cost Model (SCM) developed
in the Netherlands, which has been introduced or adapted by a number of other countries.
The strength of the model is not only its high level of detail in the measurement of
administrative costs, but also the fact that the numbers obtained are consistent across policy
areas. Moreover, the model allows governments to set numerical targets for burden
reduction and to measure progress towards these targets over time.

2.1. What tools can help in cutting red type/reducing administrative burdens?

There are tools that governments can use to cut through red tape, and to ensure that they
manage their requests for information and regulatory requirements in a way that minimises
the time and resources needed to comply by those affected by the regulations. Such tools or
mechanisms not only help ensure that governments can fulfil their aim to cut red tape; they
also improve the transparency and accountability of administrative regulations. The basic
tools used for administrative simplification, such as one-stop shops and process re-
engineering, have remained effective

A. Konceptti mbi One Stop Shop-in dhe format e tij.

The term one-stop shop (OSS) originated in the United States in the late 1920s. One-stop
shops are single interfaces for business start-ups and have become popular in many
economies.

0SS has been since the 1920s ®*, mainly in retail trade. 0SS has been a popular idea, but
difficult in practice. "By the 1980s, governments have adopted the term as part of an effort
to improve service to the public, who had undergone a metamorphosis from simple user or
recipient of public services, to clients who were entitled to expect the same standard of
service they could expect from a retailer. But on the other hand is considered as a tool to
facilitate administrative barriers and to provide a more structured environment and a policy
friendly to investors’.?®

Types of OSS have been different in different countries. The first model was the model "a
door" (one door), which means looking to create a one-stop shop, first instincts are often to
bring together representatives of various government agencies in one place. This approach is
often described as a "door" or "one roof". This model can be relatively easy to implement.
Ease is a fact that normally does not require any changes in legislation or ministerial
responsibilities. What this model includes it is effective cooperation between different
ministries and agencies.

Model window. If, by going through "a door", the customer finds no counterpart some, but
only one (or several, from which he can go to each of them), this is a different kind of
organization: an approach "a window" or "table". Advantage of an approach "window" is
that the officer is authorized to accept documents for government bodies. It follows that the

® Giant Martin (1920), “One-Stop Shoping Solution, Convenience-it’s a beautiful thing!”, f 41,
® Frank Sader (2000), “Do One stop shops” Work? Washington, D.C.: Foreign Investment Advisory Service
(FIAS), f 27
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applicant should normally only deal with one person and do not have go to the tax office or
meet with a tax official, or to any other office.

One more stop? In some cases, such as the Enterprise Center Formalities (CFE) established in
France, has created a new organization to coordinate the functions of registration. This
avoids the need for major restructuring of the primary bodies responsible for registration.
"In terms of administrative activity, it can be considered as "one more stop", because it adds
a new function, without any corresponding reduction elsewhere. This means that it includes
an increase in the cost of administrative functions and reduces deadlines only to the extent
that it allows functions to set or return back provides a one stop shop making you flatter
other agencies to speed up their operations. On the other hand, from the standpoint of the
applicant still has the advantage of being able to deal with a single organization”.®’

However one-stop-shop (OSS) is one of several government institutional substitutes often
adopted to circumvent or to speed up existing procedures where they are not functional.

In practice all governments that tried to implement this form of 0SS, encountered
considerable resistance to various government agencies responsible for various
administrative procedures. Most important was that ministries and other agencies feared
that the creation the OSS such an art would result in limiting their authority and mandate,
which would quickly lead to intense ground battles within the government bureaucracy.
Issue becomes more important if such an OSS is politically feasible, so if a single agency
should actually be given that much authority and power. Therefore the government usually
stays away from placing such a structure, OSS, in the strict sense. Instead it tends to rely on a
form coordinating mechanism where various authorities maintain their mandates and
responsibilities of existing.?®

Concept One-stop shops became popular in 1980 as a tool to encourage investment, often
as a substitute for investment promotion agencies. The basic idea is that an investor would
only need to be in contact with a single entity to obtain all necessary documents in a process
of effective and coordinated, rather than go through a maze of different governmental
bodies. So one-stop-shop provides a place where businesses and citizens can obtain all the
information necessary for their questions, or can perform various transactions, such as
complete an application.

0SS concept further hike in 2008 where three were key elements: i) OSS communications
services to investors, which is mainly related to communication channels (media, radio,
television, newspapers, magazines); ii) Facilities for the purchase of land for investment
projects, and iii) OSS coordination with line ministries.

B. Guillotine and basic concept

Giving Giotines concept takes a special importance for two reasons: The first has to do with
the clarification of the concept of guillotine, that despite the underlying is the word

®” Investment Cilmate Advisory Service/ World Bank Group (2010), “How Many Shops in One-Stop Shop”A
Review of Recent

Developments in Business Registration, f.4.
68 “« . . ”

Andrew Stone (2006), “Establishing a Successful One Stop Shop: The case of Egypt”, f.5.
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elimination, removal or cutting, it has not to do with the concept of a guillotine, human
eliminating, used for the first time in 1793 in France in the period the monarchy. This
phenomenon has given that term negative sense. Second, to make more informed than that
which will be discussed below, is the regulatory guillotine as economic concept and directly
relates to regulatory reform.

"Regulatory Guillotine®" is not something new. It was used in some variants in the past 20

years."First successful pioneering used the guillotine has been the Swedish government in
1980, which was faced with regulatory confusion caused by a century of accumulated rules.
So basically it was a legal reform. In 1990 it was used by Mexico and in the late 1990s was
implemented in South Korea, including the reform of the financial crisis.”

Guillotine is an innovative instrument of reform that is designed to overcome the difficulties
imposed by extensive reforms and regulatory support and accelerate reforms of the
business environment in the future.

In 2000, Jacobs and Associates Inc...assesses experiences and develops a more systematic
strategy guillotine mainly for countries in rapid economic transition towards market moving.
In the period 2003-2007 the guillotine was applied successfully in Ukraine, Moldova, Kenya,
Croatia and Bosnia. The guillotine process is based on three strategies:”*

e A political strategy that sustains vigorous top-down political support from the prime
minister and key ministers, and builds public support for radical reform affecting
many stakeholders;

e A Jegal strategy to create an over-arching legal framework that enhances legal
security and transparency, rather than creating legal chaos;

e An administrative strategy to carry out a highly structured “top-down” review
process with clear filters and incentives for reform.

There are strong reasons why the guillotine has become essential in the field of reforms.
Many countries that have made progress in improving the regulatory environment for
business recognize that, despite their efforts, the economy continues to suffer from high-
cost and high-risk regulatory environments that deter investors. Entrepreneurs and
international indicators agree that that there is still much progress to be made in making
many national economies an attractive place to do business.Meanwhile, competition for
markets and for foreign direct investment is intensifying throughout the world.

The guillotine eliminates and simplifies many regulations in a short period at low cost, while
strengthening the government’s ability to focus on regulations needed to protect health,
safety, and the environment. If the guillotine is successful, the costs and risks of doing
business in the national economy will be visibly reduced, improving competitiveness,
investment, and job creation.”

6 Koncepti “Gijotiné Rregullatore”é&shté marké tregtare e Jacobs &Associates Jnc.

% scots Jacobs, Jacobs & Associates, & Irina Astrakan (2006), “Effective and Sustainable Regulatory Reform: The
regulatory Guillotine in Three Transition and Developing Countries”, f.18.

! Scott Jacobs (2005),“The Regulatory Guillotine Strategy” Preparing the Business Environment in Croatia for
Competitiveness in Europe”, f. 10.

72's. Jacobs/ Jacobs and Associates (2008), “The Regulatory Guillotine; A National Commitment to Better
Regulation”, f 2.
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Regulatory Guillotine is a quick way of achievement, approaches that can deliver short-term
results. This combination of simplicity and speed, and the results achieved to date, provide a
relatively promising premise for reform, and for the use of her achievements as a basis for
further reforms. Regulatory Guillotine is a simple and fast testing tool.”®

The regulatory guillotine is a flexible method but is specifically designed through a precise
sequence to produce good results even where resistance is high. Essentially, it is a means of
rapidly reviewing a large number of regulations, and eliminating those that are no longer
needed. It counts the regulations that exist, and then reviews them against clear criteria,
using an orderly and transparent process built on extensive stakeholder input.”.

The regulatory guillotine is intended for those situations where governments are moving
rapidly through transition process from state-led growth to market-led growth. It is based on
the view that the regulatory reform is vast and systematic, and that isolated and marginal
reforms must be replaced by board-scale and systematic reforms that extend across the
public sectors. It is expressly designed to:

e Reverse incentives in the reform process, and so overcome some of the barriers that
have slowed or blocked board-based regulatory reform in the past. These barriers
include high political and administrative costs, intense and passive insider resistance
to change, and lack of planning on how to sustain change into the future. It is
designed to reduce the costs of reform within a political and legislative system that is
already overburdened with difficult reforms;

e Create e sustainable process for the future uality control and legal security, mainly by
establishing a quality checklist and review process and creating a comprehensive and
central regulatory registry with positive security;

e Create the institutional infrastructure for continuous and effective regulatory reform
implementation, including establishment of mechanisms of interministerial
coordination and cooperation, strengthening the engines of reform, and building
core capacities for regulatory analysis.

A rapidly spreading regulatory reform tool is the Regullatory Guillotine, a reform strategy
used by OECD countries in the 1990s, and extensively refined, and systematized by Jacobs
and Associates to speed up regulatory simplification and highlights the positive sides:

1. Produces rapid results (4-18 month) in cutting hundreds or thounsand regulations
and reducing regulatory costs on business;

2. Improves management of regulation by producing of comprehensive map that can be
used to create an electronic registry;

3. Increases reform capacities by reducing the politically and administrative costs of
reform and eroding the capacities of insiders to block change;

4. Creates the political economy and organization for continuing “better regulation”
reforms;

5. Stimulates public participation and the support of active private partners for reform
that are useful in sustain momentum for “better regulation” tools such as RIA.

7 Scott Jacobs/World Bank (2006), “Business Licensing Reform: A Toolkit for the Development Practitioners”, f17.
" Scott Jacobs & Cesar Cordova, Jacobs and Associates (2008), “Regulatory Guilloutine Flyer, a National
Comitmment to Better Regulation”, f 12.
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With these results we can say that the guillotine enhances the credibility of the reform
strategy and the potential for further reforms, more aggressive in the future. Guillotine
process has not always a complete success. He has weakness that the government should
decide on its plan to correct in the next stage of reform.

Guillotine review requires about 4-6 months preparatory and it requires about 10-12 months
to be completed depends on the number and complexity of the instruments under review.
Guillotine is designed to work quickly and must be completed within 18 months.

So guillotine is only one step in the long process of preparing the administrative
arrangements to use wisely.

C. Process re-engineering

Process re-engineering, as its name implies, refers to simplifying an administrative process,
such as applying for a licence, and is principally used in cutting red tape for business.

What has changed in recent years is the increasing use of technology in cutting red tape.
One-stop shops, whether for filling out a tax form or applying for a business licence, are
increasingly offered online rather than in a physical office, for example. This raises issues of
co-ordination among ministries and government agencies. E-government services may be
increasingly linked in future to provide a “whole-of-government” access point.

Many of the tools and programmes developed in different countries have focused on
reducing administrative burdens imposed by the central government. But there has also
been an increasing trend towards considering the burdens imposed by lower levels of
government and to adapting and using the simplification tools that have been developed
and tested at the central government level at lower levels as well.

The focus is not entirely on the use of electronic methods of achieving burden reduction,
however. Process re-engineering, including the simplification of licensing procedures,
continues to play an important role in reducing administrative burdens but more could be
done to reduce burdens imposed by lower levels.

3. Achievements of the national registration centre

NRC is the only institution responsible for business registration in Albania. It serves as one
single window where all processes of business registration are carried out, including the
registration fees for the effect of national and local (municipal) level, social and health
insurance and labor Inspectorate.

Currently, the institution develops its activity in 31 offices across the territory of the Republic
of Albania. NRC operates on the basis of an integrated electronic system that performs data
link between all service windows NRC headquarters in Tirana. It is created in accordance
with standards and best practices for electronic business registration with the support of the
Millennium Challenge Agreement for Albania.”” Today, through the new system of
registration to NRC, the business has possible to register within 24 hours and only via an

> NRC Report for METE 2010, page 2.
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application form, which costs only 100 ALL, provided that the law 9723 dated 03.05.2007
"On the National Registration”.

On this basis, starting businesses registered for the period 2008 were registered 17,773
businesses, 2009 were registered 13,240 businesses, and for 9 month period of 2010 were
registered 12,891 start-up businesses.

This system is able to arrange the data in the correct way and give the opportunity to inform
group of interested in real time regarding the status of their application. Full
computerization of existing data according to court records archives makes it possible:

1. Giving the extracts of data registry on the electronic way.

2. Minimizes time delivery service and the time to review the application of registration
specialist.

3. Enables simplification and standardization of business registration procedures

Also, the NRC has failed to meet the commercial register in electronic form by throwing all
the existing data of the subjects being realized this goal in a short time. Publication and
dissemination of data and supporting documents to enable the protection of third parties, is
one of the main principles of the NRC. This publication has increased transparency and
confidence on the part of the procedures offered by NRC. NRC has created opportunities for
businesses to submit balance sheets in an electronic format which has bilateral impacted
directly and is also in favor of subjects and the work of the NRC. Implementation of
electronic data system is intertwined with the NRC's achievements since its creation has led
to increasing transparency and reducing corruption in the context of Albania's objectives in
this field.

As a result of the implementation of NRC electronic system performs on real-time all
changes and deregistration that companies make.

Changes and disregistration for the period 2008 till 2010 were: in 2008 were changed 13,763
businesses and 3,597 were disregistrated, in 2009 were changed 15,775 businesses and
5,449 were diregistrated in 2010 were changed 14,040 businesses and 3,056 were
diregistrated.

The Albanian Government immediately after the approval of NRC law proceeded with the
approval of law no. 9880 "On electronic signature "that took place on 25.02.2008 and the
law on Bankruptcy on May 2009, which further facilitated the work of the NRC. Referring
Doing Business Report of World Bank 2011, Albania has improved also 4 other places in the
rankings, which except 5 features (simplification of formalities in recording, recognition and
improvement of procedures on line, removal or reduction of post registration procedures,
establishment or improvement of OSS, as well as removal or reduction of minimum capital
requirement) described in this report, has influenced the improvement of tax payment
system’®. In fact the reforms undertaken by Albanian Government to improve the business
climate have affected especially in improving the image of Albania in the eyes of foreign
investors.

’® Doing Business/World Bank 2009/2011, page 19
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3.1. What are the achievements of the NLC today?

National Licensing Center (NLC) - has today, 10 wickets in Tirana and other cities. Based on
law no. 10081 dated 23 February 2009 "On establishment of the National Centre of Licenses
and Permits in the Republic of Albania", opened the way for reforming the licensing system
as discussed in Albania. With the introduction of this law it was reduced the number of
licenses and permits from 200 to 64 categories and sub-categories only, 46 of which are
issued by the National Licensing Centre.

Even the center, as the NRC has basically one-stop service shop (with one stop only), which
constitutes one of the essential issues of deregulation system in Albania. NLC offers
shortened procedure, rapid and transparent, reducing the costs associated with the process
of licensing which costs 100 lek for businesses, thereby removing most of the administrative
barriers, reducing the degree of informality and in this way has significantly improved the
business climate in Albania. This was achieved with the operation of the center starting from
June 9, 2009.

According to the aforementioned law licenses, permits and authorizations in Albania are
divided into three main groups. In the first group entered the permits and licenses issued by
the NLC in collaboration with other institutions, in the second group included only given
licenses by the NLC. Licenses/permits of group 1 and 2 are examined and approved by the
NLC. Legal deadlines for their adoption are respectively no longer than 2 and 4 days. The
third group includes licenses/permits that require the approval of other government
institutions. Legal terms for this group rang from 10 and 90 days.

Survey to monitor the performance of the NLC in the period April-November 2010,
conducted by Partners Albania, Center for Change and Conflict Management, with the
support of "Threshold Programme of the Millennium Challenge Corporation" for Albania ll, it
was proven that and an increasing number of businesses are using large counters NLC
regional districts for their licensing needs. While over 95 % of respondents stated that
licensing procedures with a stop are "very clear" or "obvious". (Page 5) 84 % of respondents
stated that the application for a permit / license new is "easy" or "very easy". Approximately
70 % of respondents consider it "very easy" to get a response from NLC staff and that they
were "satisfied" or "very satisfied" when asked about the general experience with the NLC.
34 % of respondents were using the website to NLC to obtain information on licensing. 84 %
of respondents who need a license / permit before the foundation NLC accept that NLC has
significantly reduced the time and effort to get a license / permit in Albania.

The license of the third group remains increasingly difficult due to the complexity it presents.
So by 12 % of respondents have visited NLC three or more times to get a license and a third
group that 6 % of them find it difficult or very difficult" to apply for a license / permit group
third.
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ABSTRACT

Within the global economy of nowadays, related to some unprecedented interdependencies
between the world countries, between the individuals and organizations, the global crisis launched in
2008 on the American economy (as matter of fact, the moment of launching was the last quarter of
2007), has been extended really fast, even if not of the same intensity, on the entire world. The
hypothesis of launching the crisis, meaning the so-named “high depression”, towards the end of the
last century, was especially known by governments, central banks or various governmental agencies;
many studies have invoked this hypothesis, even explicitly (R6pke, 1936; Schumpeter, 1939; Mitchell,
1954; Friedman, 1987; Samuelson, 2001 etc.), where the economic cycles were unanimous accepted
as part of the capitalist economies dynamics (Juglar, 1862; Kondratieff, 1925; Kuznets, 1930;
Schumpeter, 1939 etc.). “The only surprise related to the economic crisis of 2008, according to
Stiglitz, was the fact of surprising so many people”; this time, the crisis was launched on the
immovables market in the banking sector, which financed this market, since almost two thirds of the
American economy has started to be addicted to the immovables (the construction of buildings, the
endowments, purchasing and mortgages on consumption etc.).

As regards the analysis of crisis over the European Union member states, and separately over the
main states included within the Euro Region context, “the pattern” of current global crisis
appearance has been significantly different for the countries in the Central and Eastern Europe. For
some countries of this part of Europe (as Poland, Romania, Hungary and Bulgaria etc.), one might
carry out an estimation about the comparative impact induced by the global crisis, and as result,
consequences relatively proximate from one country to another; they adhered lately to European
Union, and are not yet part of the Euro Region. Although, the presumption invoked should be
regarded carefully, since the impact of the global crisis was significantly different to the countries
placed in this region of Europe. These countries have felt and managed in a relatively different way
“the shock” induced by the global crisis, from one case to another. The same effects of the crisis have
been rebounded in a more severely way over another countries, such as Japan or India, and relatively
moderate over some countries, such as China, Russia or South Korea.

Keywords: Global crisis; macroeconomic indicators; unemployment; external trade; public debt;
budgetary deficit.

JEL codes: A1, E3, F5, H6.
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Introduction

As in other countries of the region, Romania has been vulnerable along the economic crisis
that was launched in 2008 in USA. One should mention that the GDP progress expressed in
absolute terms in Romania has indicated an increase as comparing to 1990; during the
interval 1990-2000, the year rate of the GDP was oscillating, but starting with 2001 and up to
2008, an ascending trend could be seen, as regards the economic growth in Romania (in
2008, when the crisis was in progress of strong appearance, in USA and other occidental
countries, Romania registered almost 8% of the growth rate of GDP). In order to understand
the moment when the global crisis was felt within the Romania’s economy context (as well
as the intensity wherewith this was subsequently behaved), one should take into account
that the government and the banks have encouraged the access to credits and the
purchasing on the immovables market, at least until 2008; the easy access to credits has
encouraged the aggregate consumption, but even the tendency towards the unsafe
speculations, as happened over the wide world. In other words, starting with 1990 and until
2008, the immovables market of Romania has registered a relatively ascending rhythm; in an
absolute similar way with the situation of other countries, the hypothesis of a collapse of
prices within the immovables will not enter in the individuals or organizations calculus at the
moment 2007-2008.”’ Moreover, 2008 signified the elections time for Romania, and the
executive authority preferred (perfectly comparative to the government-citizens relationship
from the occidental countries at the same moment) to transmit some messages, extremely
optimistic, towards the people, as regards the Romanian economy perspectives. The reality
that followed within the crisis in 2009 and up to present of our country has definitely
contradicted the optimism manifested in 2008 by the government and other institutions; the
economic and social costs of this “discrepancy” occurred in almost one year as regards the
accepting the idea of economic crisis will be able to be evaluated more rigorously by the
historians.

Effects of the economic crisis

The distortion of the economic activity signifies one of the first effects that can be noticed,
effects induced by the economic crisis over the Romanian economy since 2009 (the impact was
tuned by almost one year, in terms of “forcing” the economic growth by the government, which
was visibly not sustainable, as happened in other countries). During 2009-2011, the year rate of
GDP growth was reduced beneath the level of the general trend, which obviously indicates the
existence of the economic depression. Although there are no tendencies of economic
refreshment, the estimations for the following two years will not suggest the significant
improvement of the Romania’s situation; contrariwise, it is estimated that the growth rate of
GDP, although positive, will continue to be reduced at least until 2015.”® The progress of the
year growth rate of GDP in Romania is emphasized in graphic no.1.

7 Lybeck Johan A., A Global History of Financial Crash of 2007-10; translation from Romanian of Istoria globald
a crizei financiare (2007-2010), Polirom, 2012, pp. 106-107
78 http://www.tradingeconomics.com/romania/forecast
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Graphic no. 1. The progress of the GDP growth rate in Romania, during 2000-2013 (%)
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The economic activity distortion was generated by the reduction of industrial manufacturing
and the processing industry. According to the National Bank of Romania estimations, the
notable contribution to such trend was known within the agricultural sector, fact that
illustrates the existence of a strong correlation between the internal economic growth and
the agricultural production in Romania. Regarded from the requirements point of view, the
temporization of economic growth was also intensified by the reduction of investments
requirement and the net exports (as result of reducing the requirements aggregated on the
international market). The demand on consumption goods was situated on an easily
ascending trend, being supported by both the governmental sector and the private sector, as
well; as regards the requirements on the long lasting products, it was limited by the process
of financial disintermediation, as well by the tendency of intensifying the predisposition
towards saving. ”°

The trends occurred within the economy of Romania have followed a relatively comparative
trend with those registered by the economy within the Euro Region, as can be seen by the
following graphics (the year rate on GDP growth and the average growth rate of GDP per
capita; the second indicator illustrates a ratio of almost 1:10 between Romania and the
average of the Euro Region).

Graphic no. 2. The progress of the GDP growth ratein Romania compar ative to
Euro Region 2000-2013 (%)
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Source: www.tradingeconomics.com

79 xx%kyeqr Report 2011, 2012, National Bank of Romania, www.bnro.ro
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Graphic no. 3. The progress of the GDP growth rate per capitain Romania compar ative to Euro
Region. 2000-2013 (USD)*
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* Note: The values mentioned on the vertical left axis correspond to the GDP per capita in Romania
(between 3000 and 6000 USD); the values in the right side correspond to the Euro Region
(between 30.000 and 33.000 USD).

Source: www.tradingeconomics.com

The indicators invoked in graphics no.2 and no.3 will be taken into account, since they
emphasize by de facto that once becoming member of the European Union (2007), the
Romanian economy has followed closely the trend of the macroeconomic indicators within
the Euro Region, even if Romania hasn’t adopted the Euro currency. A series of questions,
such as “Which are the real perspectives for Romania, in order to manage simultaneously
the economic crisis, wherewith this is confronted, and to manage a potential process of
adhesion to the Euro Region, as well?”; “It is preferably for Romania to postpone the
adhesion to the Euro Region, by taking into account the hypothesis, according to which
Romania can be better protected, if it would not be addicted to BCE?”; “Can Romania stake
on a financial external support, quite significant in order to manage more easily the effects
of the global crisis?”

Any attempt on formulating an answer to so many questions, on the above mentioned type,
should take into account the current realities of the Romanian economy, and that the total
debt of government reported to GDP is still on a low level (In Romania, the percentage is
almost 40% of GDP, as comparing to Italy, Portugal or Greece, countries where the indicator
has exceeded the value of 100%; Annex no.1), as well as the fact according to which the
surpassing of an economic crisis will remain essentially addicted to the government actions
and the behavior of the organizations or individuals from any country that is confronted with
such a disequilibrium).

Finally, in order to describe concisely the current state of the Romanian economy, within the
crisis context, we included in our analysis a radio-graphing as regards the unemployment, the
external trade, the public debt, the budgetary deficit and the inflation rate.

The unemployment has started to grow simultaneously with the propagation of the crisis
effects; although, the recent progress has confirmed a trend of recovering; but, though the
number of people employed has followed an ascending trend, the modest economic growth
proves to be unable “to absorb” from the labor force excess, already existing at the level of
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Romanian economy (situation emphasized in graphic no.4). According to the estimations of
the World Bank, this ascending trend will be maintained in the following years in Romania as
well, on extremely pride-less limits.

Graphic no. 4. The progress of unemployment during 2000-2013 (thousands of people)
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Source: www.tradingeconomics.com

In contradistinction to other indicators that emphasize the economy’s status, as regards the
unemployment in Romania, this has registered a relatively more favorable trend as
comparing to the Euro Region (almost 7-8% the year rate, towards 10-12% in the Euro
Region), fact that can indicate a tendency of economic recovering, more pronounced in
Romania, rather than in countries included within the Euro Region.

Graphic no. 5. Progress of the unemployment rate in Romania as comparing to the Euro Region.
2006-2013 (%)
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Notwithstanding, an easy comparative analysis of the yearly growth trend related to the
number of unemployed actually “hides” so many different structural behaviours in Romania
towards the Euro Region, concerning this indicator. During the times of economic crisis, one
of the classes more affected by the unemployment growth are represented by the young
people; the statistic data indicates a very pronounced trend in this direction, at the
Romania’s level, as comparing to Euro Region. More precisely, as mentioned before, for the
most of occidental countries, and for the Euro Region, the unemployment has affected in a
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different way the structure of the working people; the evaluations have shown that “the
most affected” by the crisis were the young people and the emigrants®. For some countries
included within the Euro Region (Spain and Portugal, for instance), the official rate of the
unemployment was about 25%, but this rate was reflected every year in extremely different
ways on social groups; for some periods, one of four young persons was not able to be
employed (as previously mentioned).?" The structural analysis of the unemployment in
Romania emphasizes that such phenomenon had extremely negative results within the
active people structure (even if the unemployment rate in our country has remained under
10% every year); more precisely, the unemployment has affected Romania, and especially
the young people, being on their start on the labour market, fact that brings severe signs on
guestioning, related to the future of an entire generation. Graphic no.6 illustrates the
statistical data that support our previous affirmations.

Graphic no. 6. Progress of the unemployment rate over the young peoplein Romania, as
comparing to the Euro Region. 2000-2013 (%)
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The distortion of the external trade in Romania was caused by lowering the easily growing
trend of exports on one hand, as result of reducing the demand on the Romanian products
outlet, and by the imports restraint, on the other hand. The trade balance was maintained in
deficit, but its contribution on the current account deficit was more reduced.®

The deficit of the strengthen general budget of Romania was reduced in the last years, after
reaching a significantly maximum in 2010 (9%), but the value was estimated at 2.9%% in
2013, fact that would mean that Romania aimed on respecting the nominal convergence
criteria, which established the maximum level of the public debt, for countries that aim to
adopt the Euro currency, as well as on register within the general trend noticed at the Euro
region level.

8 Keeley B, Love P., From Crises to Recovery. The Causes, Course and Consequences of the Great Recession,
OECD Insights, 2010

8 Keeley B, Love P., From Crises to Recovery. The Causes, Course and Consequences of the Great Recession,
OECD Insights, 2010

82 ***Raport Anual 2011, 2012, Banca Nationala a Romaniei, www.bnro.ro

8 www.tradingeconomics.com
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Graphic no. 7. Progress of the budgetary deficit in Romania as comparing to the Euro Region.
2000-2013 (% din PIB)
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Another criterion established for the evaluation of public finances sustainability, within the
perspective of integrating one country within the Euro Region consists in the weight of the
public debt of GPD, (maximum 60%); this indicator was deteriorated constantly after 2008,
but maintaining on levels lower than other countries included within the Euro Region, as
previously mentioned (Graphic no.8, Annex 1).

Graphic no. 8. Progress of the public debt level in Romania as comparing to the Euro Region.
2000-2013 (% din PIB)
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As regards the inflation rate, the situation in Romania followed about a descending trend in
2006, and up to present, with easy year oscillations; one might say that after Romania’s
adhesion to European Union, the inflationist trends in our economy were lower,
approaching by the trend registered at the Euro region level (this happened after starting
with 1992, the Romanian economy has had a strong inflation trend during almost a
decade).?

Finally, related directly to the current realities of the Romanian economy, we will forwards
invoke in a concisely way the problems of emigration, within the context of the capitalist
economies dynamics. There is no unitary point of view as regards this topic, but more often,
the estimations have shown that the countries that accept the emigrants are especially
beneficiating and more advantaged by the global competition, as comparing to the

84 http://www.tradingeconomics.com/romania/inflation-cpi
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emigration countries (the issuing countries). This fact took place since the countries that
accept emigrants (for instance, USA or Canada) are usually the beneficiary of a high qualified
year labor force flow and/or aimed towards economic sectors of hard labor (understanding
here that persons that emigrate were trained by the countries that accept emigrants).
Although, if we include in our analysis the two well-known economies as models of
development within the after-war period (on one hand USA, which receives yearly almost
400.000 emigrants and Japan, for which the legal migration is almost null, on the other
hand), one can establish that we cannot identify any direct relationship between the
migration phenomenon and the equation of developing a country; and, USA and Japan have
always been competitive within the world economy, being equally affected by the current
global crisis. As regards Romania, the estimations have shown that the phenomenon of
emigration, especially for the young people, has reached a severe level, and the beneficiaries
are represented usually by the countries that accept the labor force from our country (most
often, such labor force was high qualified in the origin country). On the other hand, the
emigrants coming from Romania, similar to the same “specific social group”, were more
affected by the unemployment and by the negative effects of the global crisis in 2008, as the
OECD®® studies reveal. Regarding from the Romanian economy perspective, and analyzing
the involvements associated to the migrations phenomenon, one might notice the positive
effect of the volume of amounts issued by the labour force that left Romania, in order to
work abroad (estimating that a part of these commitments were intended to the productive
consumption, by the nature of some immovable investments, by the financial assets
acquisitions etc.; moreover, these funds have partially supported the year equilibrium of the
external payments balance etc.). Graphic no.9 illustrates the progress of Romanians
relegation abroad, indicator that emphasizes quite well the negative effects of the global
crisis and over this social group (since the number of these relegations was reduced by about
one third after launching the crisis of 2008).

Graphic no.9. Progress of Romaniansrelegations from abroad (milliards of Euro)
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Taking into account the consequences of the most known economic crisis, one can
appreciate that in Romania as well, the current economic crisis has followed “the general

& Keeley B, Love P., From Crises to Recovery. The Causes, Course and Consequences of the Great Recession,
OECD Insights, 2010
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pattern”, the trends emphasized within the Romanian economy, by following the tendencies
that marked both the European economy, especially the Euro Region, as well as the world
economy, per assembly.

Conclusion

The problems related to the occurrence, behaviour and mechanisms of managing the
economic crisis has always been a major topic of interest in the entire economic theory,
starting with Adam Smith and up to present, even if initially, the theory took into account
the economic equilibrium and the cyclic movement of the capitalist economies. Among
other conclusions that are imposed, one should also emphasize the idea known in the
economic theory, according to which, the cyclic or sinuous movement over the evolution in
time of the developed economy or in progress of development can be regarded as a natural
movement, no matter the causes or forces that induced it.
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Annex no.1

Governmental total debt of some countriesduring the following period of timen2008-2011

YEAR

Country 2008 2009 2010 2011 (zeoslt?mate d)
ROMANIA 12,6 13,4 23,6 30,5 37,8
AUSTRALIA 18,3 24,1 29,3 30,6
AUSTRIA 66,2 71,4 74 75
BELGIUM 84,8 89,3 88 91
SWEDEN 42 42,1 38,7 38,3
UKRAINE 13,8 24,9 29,9 27,4
CANADA 44,2 52,6 52,7 52,5
NEW ZEELAND 37 45,9 49,1 63,9
GREAT BRITAIN 57,2 73 86,6 101,2
DENMARK 31,6 40 43,5 50,6
FRANCE 73,3 84,9 89,1 93,7
GERMANY 43,1 47,6 55,6 55,6
GREECE 121,3 136,9 129,2 106,5 157
PORTUGAL 78,9 91,1 94,6 92,5 124
HUNGARY 73,9 82,8 82,7 81,6
SPAIN 34,2 46,7 48,5 55,2 84
ITALY 107,2 119,1 117,7 110,9 127
POLAND 45 47,1 50,9 54,8 55
JAPAN 153,1 166,8 174,8 189,1
USA 55,5 67,7 76,8 81,8 101,6
CHINA 19,6 17 17,7 33,5
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THE NATIONAL WELFARE CAPITAL: POST-CRISIS MODEL OF
SUSTAINABLE INNOVATION AND PROSPERITY-ORIENTED
INCREMENT CLUSTER POLICY

Elena LAZAREVA,
South Federal University, Russian Federation

ABSTRACT

The theoretical and practical aspects of the national welfare capital increasing cluster policy new model
are considered in the article in the context of contemporary socio-economic development focus on
innovation. Achieved welfare level and the national economy subjects’ innovation activity level close
linkages on the base of the organizations innovation activity level and Russian Federation quality of life
parameters’ dynamics analysis are shown. The innovation-reproductive and rent-generating function of
national welfare is exposed, necessity and real ways of national welfare innovative potential look-ahead
analytical estimates methodology and tools’ revision in a context of globalization trends are offered,
complex analysis of the results of system parametristic indication of the strategy of national welfare
development in the innovation economic growth interests on the author’s set of instruments ground is
conducted.

Key words: National welfare, innovation as a new form of combining industrial, intellectual and social
resources; innovation rent; cluster policy model; national economy subjects’ innovation activity;
expertly-analytical set of tools.

Introduction

The purpose of this paper is to base the necessity and to offer the real ways of national
welfare as the integrated innovation-oriented economic development resource methodology
and set of instruments revision; to expose the economic content as well as conditions,
principles and factors of new national welfare model (which the innovative economic
subjects interests coordinates) forming and its role in innovation economic growth valuing.
The main research peculiarity is the first time complex approach using which multilateral
system national welfare as the integrated innovation-oriented economic development
resource from socioeconomic dynamics view indication allows.

Author’s approach novelty consists firstly in the theoretical basing of the heuristic necessity of
four-sector national welfare model as the innovation-oriented development social-resource
component into the state innovation economic trends management system integration.
Regularity that the higher national welfare resources into the innovation economic growth
factors conversion level the economic subjects innovative activity level growth promotes is
exposed and empirically verified.
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1. Intermediate results of stages of research

In a context of the modern economic development model the essence of national welfare is
expressed in new aspects — it becomes not only the accumulated re-iterative reproduction
process result, but also is converted into the integrated innovation-oriented economic growth
resource-factor. This conversion is connected with world and national economic systems
movement towards innovative «knowledge economy», competition gravity center transference
to the science, education, innovative activity sphere, non-material actives role in economic
reproduction process increasing.

The resource-provided countries have the export-raw model of economy. Their development
may be characterized in comparison with other countries by the rough, spasmodic rate, mainly
caused by considerable raw materials prices and economic instability. Such development is
inevitably accompanied by the problems which brake economic modernization and its social and
innovative orientation. On the contrary, the development of the countries which realize the
policy of human capital quality, national well-being, high technologies increment provides
advantages in world socioeconomic evolution, raises competitiveness of national «intellectual»
economy.

The obvious cyclic nonlinearity of the national economies innovative-focused development
dynamic trends which is originally indicated by the national welfare accumulation — consumption
relation is opened: accumulated national welfare becomes depleted during the period of
stagnation, low rates of economic dynamics (as the result of its part mobilization for economic
growth objectives), and, on the contrary, collects and creates the integrated basis of a long-term
economy rising trend at the cost of the increasing add-on national income during the lifting
period of high growth rates. It is substantiated that sizeable accumulated national welfare rate in
highly developed countries creates the definite innovation-oriented economic growth «stability
stock», which decreases the depth of the depression in crisis [1, p. 145-150].

The national welfare innovative potential look-ahead analytical estimates modelling tools have
to be based, due to the aforementioned facts, upon evolutional-cyclical, informational-
innovative paradigm of the economic development theory and upon resource analysis, in
accordance with which national welfare in the post industrial society plays the role of an
integrated resource for the innovative economic trends. One witnesses not only a different
nature of the input of national welfare into the reproduction process, but its various
composition, i.e. apart from traditional material elements, which have cost measurement
(revenue level, volume and structure of the personal consumption fund etc.), greater
importance is attributed to its social elements — level and quality of education of the population,
level of its health, housing conditions, degree of security within the society, quality of the social-
ecologic habitat, social capital, social-economic mentality, condition of general and spiritual
culture in the society, set of the symbolic benefits etc., which do not have market cost and,
often, which have the nature of social benefits, i.e. they create general social conditions for
fulfilment of a person, for creative freedom (fig. 1).
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Figure 1 —Thestructure and the functional properties of the national welfare

The national economy subjects’ innovation activity and the quality of life characteristics
dynamics analysis revealed a strong correlation between them (table 1), what was the
rationale for the quality of life management four-sector model development. The set of
instruments integrates the analytical procedures of the quality of life innovative potential
complex estimation in the space of the quality of population, material standards of living, the
quality of the social and ecological spheres global coordinates as well as the innovative
strategies of economic policy forming on the basis of the innovative effect evaluation. The
distinguished four national welfare components just define the basic vectors of its
accumulation at an initial reproduction stage. They form the potential of innovative
economic dynamics rates increasing on the basis of national welfare resources converting
into innovative economic growth factors.

The elaborated set of implements allows to analyze efficiency of the existing national welfare
resource structure, to expose its limiting components and to form on this basis a strategy for a
long-term economic policy, aimed at development of institutions, which increase national welfare
resources competitiveness and the level of their conversion into productive sources of innovative
economic growth.

A distinctive feature and advantage of the elaborated model set of implements is the possibility
to use it in order to accumulate analytical information regarding the results and parameters of
economic, social, ecologic strategies related to accumulation and increment of the national
welfare resources with the view of achieving a higher national economic dynamics and to thus
provide (as opposed to the traditional implements) a more adequate evaluation of the
mechanisms used in the state economic policies related to support of the innovation-oriented
economic development trends (fig. 2) [2, P. 98].
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Table1l-Thepair correlation matrix of achieved national welfare level indicatorsand the level
of economic units innovative activity

Plant
e E .
. 'faC|I|t|e.s GDP_ per Average life Gini co!oglc.a .I
Indicators | innovative pPP expectanc coefficient sustainability
activity capita P ¥ index
level
Plant
facilities 1 0,442 0,393 0,671 0,324
innovative
activity level
GDP__ per
_peP 0,442 1 0,585 -0,466 0,249
capita
Average life
0,393 0,585 1 -0,346 0,241
expectancy
Gini
- -0,671 -0,466 -0,346 1 -0,227
coefficient
Ecological
sustainability 0,324 0,249 0,241 -0,227 1
index

The first module implementation results which were revealed by the linear multiple regression
model constructing showed that taking into account the Gini Index (monetary income
differentiation indicator) and the Environmental Performance Index Human Development Index
(GDI) changes the countries’ quality of life estimates (fig. 3).

Diagnostics effected on the basis of the set of implements with regard to the national
welfare as an integrated resource of innovation-oriented economic development of Russia
state-of-the-art within the global coordinates framework (fig. 4) and integral innovative
effect of its increment showed that due to realized innovative welfare management
strategies (including strategies of a higher level/quality of education and lower sickness rate
of the population, higher buying power of its monetary income per person and lower level of
poverty, development of the social infrastructure, higher social-territorial mobility and
level/conditions of employment of the population, development of smaller business and
greater freedom of entrepreneurs, creation of a dynamic information infrastructure and
better access to technologies and science etc.), the indicators of the Russian economy
subjects may be increased approximately by 1.5 times mostly by means of better social
sphere quality [3, p. 34].

The innovative effect due to national welfare increment and its transformation into innovative
economy resources indicators: level of economic subjects’ innovative activities, level of conversion
of national welfare into innovative growth competitive factors, innovative rent capitalization level
are the key parameters which characterize the proportions between accumulation and
consumption of the national welfare resources state policy.
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Module 1. Formation of the indicative methodic basis and evaluation of national
welfare as an integrated resource of innovation-oriented economic development

———

Module 2. Evaluation of integrated innovative potential of national welfare

s

Elaboration of a statistic-dynamic model for evaluation of integrated innovative potential of national welfare within
the framework of quality of population, material life standards, quality of the social habitat and ecology

Indication of the modern level of conversion of national welfare into factors of innovative growth within the system
of global and local coordinates J

— =

Module 3. Evaluation of increment strategy of integrated innovative potential
of national welfare

Evaluation of structural-functional models of conversion of the accessible level of
national welfare into innovative growth spheres

Justification of strategies of increment of the national welfare resources within the
system of innovation-oriented economic development

Development of scenario model of national welfare innovative potential integrated
development in order to insure innovative economic growth

Selection of developmental strategy for IPNW
aimed at innovative economic growth

Formation of institutional mechanisms for realization of the national welfare
innovative potential development strategy in order to insure innovative
economic growth

Figure2 —Model set of implementsfor national welfare' innovative potential increment state
strategy analytical evaluation

The quotients, calculated (with regard to Russia) with the view of proposed structural model
empiric verification and reflecting the dependence between the dynamics of the innovative
activity of the economic subjects parameters and the parameters of the national welfare
resources (average expected lifetime, GDPppp per person, Gini index and ecologic stability
index) showed that, within the integrated effect indicator among the four basic components
of national welfare, greater importance is held by the social sphere resources which reflects
the priority of social, socially-advantageous benefits — social capital accumulation sources
reproduction.

These sources are characterized by such important properties from the point of view of the
innovative growth as: positive network effects and their higher marginal utility in the course
of their use; therefore, the level of the national welfare resources into factor sources of
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innovative growth conversion greatly depends upon the state of the social sphere — the
elasticity quotient was 1.724 and the correlation quotient was 0.671, then, following the
order of lower dependence one has the ecologic habitat quality — accordingly 0.463 and
0.324, quality of the population — 0.137 and 0.393 and the material life standards — 0.057
and 0.442.

| DI e=m=—The HDI with the consideration ot the EPI and the Gini Iudex‘

Figure3—Adjusted and traditional national welfare indicatorsin some countries

In the course of interregional comparison of the conditions and existing limits for realizing the
policy of state national welfare resources reproductive proportions between accumulation and
consumption optimization, one detected a domineering correlation between the economic
subjects innovative activity indicator and indicators of the achieved level of conversion. The
calculations effected by the author according to special methods showed, in particular, the
following typology of dependence of the features of the economic subjects innovative activity
on the parameters of domineering kinds of national welfare resources (social sphere
resources) into innovative growth factors conversion which determine the priorities of the
long-term state economic policy: for an economy, which is characterized by a low, medium,
high fully realized dependence of the features of the economic subjects innovative activity
upon the parameters of the social sphere resources conversion, priority belongs, therefore, to
the strategy of developing social infrastructure and higher level/quality of employment of the
population, strategies of developing smaller business and greater freedom of entrepreneurs,
strategies of easier access to scientific achievements and to new technologies, information
infrastructure development (figure 5).
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The detected innovative effects indicate the priorities of the social-economic policy, in which
the main role belongs to investments into the innovative national welfare resources: housing
conditions, social and information infrastructure, science, education, healthcare, culture etc.
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Figure 5 — Spatial strategic «developmental crystal» of Russian national welfarein the
innovative growth interests

8 Composed according to the author’s set of instruments approbation results.
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2. Conclusions

The obtained results show that due to social conditions, factors and motives of behavior more
important role, social capital resources greater importance, it is necessary to elaborate a
harmonized systematic program of innovation-oriented long-term economic policy
modernization and to create a favourable social-economic climate in the country on the basis
of the existing national welfare.

In the present situation efficient mechanisms of balanced innovation-oriented economic
development may be formed only on the basis of the state, civil society and business
integrated efforts in order to achieve consistent expansion and rectification of opportunities
for the representatives of different social, professional and territorial population groups via
reproduction of the national welfare resources as a social benefit. This has to be reflected in
the system of innovation-oriented long-term social economic development strategic
management.

The national welfare resources will be realized in an efficient way within the framework of an
innovative economy, only if there is a stable need for them from the reproductive process. The
strategic task is to bring about long-term correlation of the national welfare resources demand
and supply in the innovative development of the economy. The developed theoretical analytical
tool allows to evaluate not only efficiency of accumulation and usage of the national welfare
resources, moreover, it makes possible to determine the innovative effect due to a higher level
of their conversion into the sources of innovative growth.
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ABSTRACT

The last twenty years showed dramatic change in the working of Innovation systems of low and
middle-income countries. In Europe newcomers has known an impressive catch up process, which
leads to a convergence process inside the EU, with important differences in the National Innovations
systems. Eastern Asian countries, mainly Korea and Taiwan, experienced an even more impressive
catch up process, which allows them to reach the group of High-income countries. On the contrary,
other middle-income countries remains blocked in a “middle-income trap”. The success of the
strategy of the former countries lies in their ability to develop short cycle technologies, which enable
them to create and localize their own knowledge base. Another way to improve the efficiency of the
Innovation Systems of emerging countries is to promote user innovation, which will bend technology
to the satisfaction of their needs. That requires the development of technological and social
capabilities that will allow these countries to upgrade their innovation performance.

Keywords: Economics of innovation, Economics of knowledge, Technological Diffusion, Convergence
and catch-up process.

JEL Code: 0140 047

1. Introduction

Eastern and Southern Europe Emerging Economies, including Turkey and Maghreb countries,
have experienced recently a catch up process towards more advanced economies, mainly
grounded on the adoption and adaptation of prevailing techniques used in these economies.
From this point of view the European Union experience, with its progressive enlargement to
Southern, then Central and Eastern gives an insightful experience field. The technological
catch up process that occurs during last 20 years has been widely documented in the
different European Innovation Surveys (CIS1 to 4) and in the European Innovation
Scoreboard (Innometrics, 2011). They showed how the latecomers in the European Union
increased they Innovation Performance with low investment in R&D and more generally in
Knowledge industries. Now other countries outside the Europeans Union are following the
same way.

During the same period, emerging Asians countries knows a parallel impressive catch
process, especially South Korea (Lee, 2013), in developing their manufacturing capacities.
More precisely, these countries succeeded by implementing industrial policies that allows
them to upgrade their competitivity from low to middle, then upper middle and even high
income countries in a relatively short period. On the contrary, other developing countries,
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after beginning their catch up process in joining the group of the middle income countries
group, failed to continue this process and know a stagnation of their GDP growth, falling
down into the « middle income trap » (Lee, 2013). This trap lies in their specialization in low
technological level industries, and in their inability to upgrade their specialization in more
advanced technologies.

The aim of this paper is to address this issue from the point of view of Eastern and Southern
Europe emerging economies. These economies are at a crossroad, with new opportunities
coming from the proximity of the most advanced European countries, but also with the risk
of falling down in the “Middle-Income Trap”. From a general standpoint they should develop
and promote their own National Innovation Systems, as they already did it. But as this paper
will try to prove, they should take account of two specific points that will interfere with their
policy design.

First, lessons have to be taken from the experience of the former catch up countries, in
designing their industrial policy (Lee, 2013). This industrial policy has promoted short cycle
technologies that allow them to improve dramatically their international specialization in a
short time. The adoption of these technologies is crucially linked to the accessibility of these
countries to a foreign knowledge base, and of their ability to appropriate it.

A second important point is linked to the development of User Innovation, or Innovation by
users (Gault and Von Hippel, 2009) that is a major source of Innovation Product and
Process. As the process of technological diffusion is becoming more complex, it concerns not
only its producers, but also its users (Von Hippel, 2005). That means innovation process
needs to promote innovation users, who have the ability to modify an existing product or
process, or to create a new use for it. This kind of innovation has been encouraged by the
development of the Information and communication technologies, the most prominent
example of this development being the experience of Free Open Source Software (FOSS), in
advanced like in developing countries. While this kind of innovation appeared for a first time
in the more advanced countries, it is a challenge that the middle-income countries will have
to cope with. It is an important way to appropriate new technologies that these countries
should promote, in order to adapt technologies. Promoting them is an important stake, as
they will help to promote adapted technologies and leapfrogging innovation strategy.

The paper will in a first step present the European Experience in the field of Innovation, and detail
the catch-up process that has been experienced over the last Twenty years, and the different
factors that influenced it. In a second point, a comparison will be made with the experience of
other catch-up process, more precisely of other middle-income countries, from South America and
East Asia. The question of the “Middle-income trap” and of the way to escape it will be discussed.
Lastly the issue of the development of Innovation users will be addressed.

2. The dynamics of Innovation and Technological catch up: some recent results

Countries from Eastern and Southern Europe has recently known a catch up process, that let
them become upper middle- and for some high-income countries, but with different
performances of their national Innovation systems.
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2.1 The European Experience: a fast convergence process, with large disparities in
Innovation performance

Over the past thirty years the European Union experienced an exceptional historical
convergence process which concerned at first the Southern European countries, and after
the Central and Oriental European countries. From this point of view the Lisboa Strategy
aiming a ratio of 3% of the GDP devoted to R&D by 2010 was doomed to fail since the first
millennium decade saw the integration of low RD level countries, lower than 0,5% of their
GDP, which exert a negative effect on the aggregated data.

Comparing Europe to more homogeneous countries like Japan or USA is, from this point of
view, nonsensical. The alleged R&D gap is decreasing when the European States
performance in this field is detailed. It has been done by Van Pottelsberghe, who compared
the R&D performance between the European and the American Federal states: if some “high
tech” American federal states obtained far better result than the European ones, the ranking
between the two geographical areas is quite mixed, for example the Scandinavian countries
appear in the top group of this ranking. (Van Pottelsberghe, 2008). On the contrary,
latecomers in the European Union, which shows very low level of R&D spending, are close in
this field to some rural

The large disparities between European countries innovation performance are confirmed by
the four CIS studies over the last ten years, and the European Innovation Scoreboard, now
Innovation Union Scoreboard (IUS, Innometrics, 2011, see box 1). This Scoreboard ranks the
European countries according to an index of Innovation Performance, build up from 29
indicators, in four main categories: innovation enablers, firm activities and innovation
output, lead to a clustering in four groups, namely the innovation leaders, (dark green), the
innovation followers (light green), the moderate innovators (yellow) and the modest
innovators (previously catch up countries, orange). As it could be guess, this ranking is close,
but not similar to that of R&D intensity. For example, Germany, with a R&D intensity close to
that of France, belongs to the group of Innovation leaders, while France appears in a lower
position in the innovation follower group. On the bottom of the innovation performance
index it can be seen that some newcomers in the Europe Union are ranked in a better
position that their R&D intensity let guess.
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Figure 1 R&D intensity of US Federal States (2004) and EU M ember s States (2006)
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The performance of Innovation leaders is 20% or more above that of the EU27; of Innovation followers it is
less than 20% above but more than 10% below that of the EU27; of Moderate innovators it is less than 10%
below but more than 50% below that of the EU27; and for Modest innovators it is below 50% that of the EU27.

Figure 2 EU Member States | nnovation PeSourrfor mance

As one can check on the following figure, which plots the growth rate and level of each country
innovation performance, a convergence process is in progress: level and growth rate are inversely
related, with important divergences between countries in each group. For each category we can
find countries with slow, moderate or fast growth. It is worthwhile to note that the largest
disparities appear on the modest (round, orange) and moderate innovator (diamond shaped, light
yellow) countries, which means that the performances of each national innovation systems are
quite different. For example Hungary and Romania, which have close innovation performance
level, show an important gap in their growth, in favour of the latter.
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Table 1 Innovation growth leaders

Growth

Group rate Growth leaders Moderate growers Slow growers
Innovation 1.6% Finland (FI), Germany (DE) Denmark (DK), Sweden
leaders (SE)

Innovation |2.6% Estonia (EE), Slovenia (S1) |Austria (AT), Belgium (BE), |Cyprus (CY), United
followers France (FR), Ireland (IE), Kingdom (UK)

Luxembourg (LU),
Netherlands (NL)

Moderate 3.5% Malta (MT), Portugal (PT) Czech Republic (CZz),
innovators Greece (GR), Hungary (HU),
Italy (IT), Poland (PL),
Slovakia (SK), Spain (ES)

Modest 3.3% Bulgaria (BG), Romania Latvia (LV) Lithuania (LT)
innovators (RO)

Average annual growth rates as calculated over a five-year period.

Source: Innovation Union Scoreboard 2010, Innometrics, 2011

2.2 Innovation performance and catch up process

As we have seen, evaluating the performance of national innovation systems is not an easy
thing to do. Some studies tried to evaluate the performance of the national innovation
systems using CIS surveys, and their results converge with the Innovation Union Scoreboard.
Edqvist and Zabala found that catch up countries perform better in process innovation
rather than product innovation, and in services activities. (Edquist et Zabala (2009). Another
study on the South, Central and Eastern Europe proves that the investment in the
knowledge industries is weaker than in Western Europe, even when the sectoral structure of
these countries is taken into account. (J. Merikill, R. Eamets, U. Varblane, (2009).

In the field of Innovation, the situation is comparable to that of macroeconomic convergence
models: the relative performance of catch up countries is higher than that of more
advanced countries (Edgvist et Hommen (2008). With a low investment in knowledge
activities, it is not surprising that they got a higher return than countries with higher input
level in knowledge. A recent study on the efficiency of R&D spending carried out on
European data confirms this point (Harfi et Mathieu (2009). The authors rank the countries
according to an efficiency index calculated according to a technical efficiency model that
links the RD input to their innovation capacity. This capacity is measured by their ability to
create new products for the market (product innovation), or for the enterprise (imitation):
we can check that the performance ranking of countries doesn’t fit their level of R&D
investment. For example, Romania which invests less than 0,5% of its GDP in R&D is 5" in
Innovation and 7™ in imitation (on 17 countries) in technical efficiency term, as Poland and
Estonia whose results are far better than their R&D investment let us guess.
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Tableau 2 : Mesure de I'efficience technigue par pays

Effort da Imitation Innovation Global
Pays R&D en %
du PIB % Rang 6 Rang * Rang
Allemagne B9 3 G7.54 4 74.30 2
France Plus de 2% 5.0 10 Gy.83 a T2.08 =
Subde BS54 1 RO 4R 1 7450 1
Belgigue Compris B4.57 13 G233 12 T2 12
Morvioge entre 1,5 et B3.20 15 61.02 15 GE.31 15
2%

Pays-Bas B8.99 2 Gy.98 2 7d.35 3
Espagne Gamaris G592 g G2 27 1 70.25 11
l{alie antre 1 al B7.02 5 G4.95 B T1.67 B
Tchéquie 19% BT.42 G G4.79 ] 71.a2

Bulgaria Bl.<6 17 G1.85 14 BBt 14
Estonie G493 12 G556 5 70.78 10
Hongrie Compris 61.77 16 63.59 11 59,53 15

) ) antre 1 al

Lituanie 0 5% 63.91 14 50 41 16 G056 13
Palognea GE.21 4 G538 & 71.31 B
Portugal 65,36 11 G444 10 71.74

Chypre Maing de B7.21 7 51.38 17 B4.66 17
Rourmarnie 0.5% G771 5 65.08 7 71.22 g

Table 2 Source: Harfi et Mathieu (2009)

Another recent research confirms these results, since in a rather more pessimistic manner
(Veugelers, 2010). Using a large panel data over 24 countries from Central and Eastern
Europe, the Caucasus and Central Asia (CEECCA) countries, it tries to test their ability to
develop a knowledge based growth path or to have the potential to develop in the near
future. All these CEECCA Countries can be clustered according to their ability to “buy”, or to
“make” new technologies: it can be checked that some of modest innovators belongs rather
to the first rather to the second category, while most of the newcomers in The European
Union belongs to the category of Innovation active countries.
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Table 3 Ranking of the CEECCA Countries by Innovation Activities
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Source: R. Veugelers, Assessing the potential for knowledge-based development in transition countries, Bruegel
Working Paper 2010/01

Studies carried out by Kuen Lee (Lee , 2013) leads to a more pessimistic conclusion: it shows
that Middle income countries generally present low ratios of R&D, and that the relationship
with the GDP per head is flat over a long variation range, as shown in the following figure. It
means that the R&D Productivity know large disparities between countries, and moreover
that these countries haven’t any ability to rise these spending. Lee sees in this fact a main
characteristics of the Middle Income Trap, which will be studied later.

Figure 4 R& D Expenditures Ratios by Country Income Group
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2.3 Some Lessons from the emerging countries experience

Studies of the developing national innovation systems are still at an early stage, mainly
because of the lack of data, except the case of the industrialization of East Asia, which has
been widely documented, especially in the Korean case (Kim, (1980) (1997) Shin (1996).
Nevertheless, recent studies have been realized, using innovation surveys with the CIS
methodology.

A first comprehensive survey have been made by Bogliacino and others (Bogliacino et alii,
2010), which covers Latin America, Eastern Asia, Central and Oriental Europe, Russia, and
Africa. Despite some comparability and measurement problems, some main features
appear. When compared with European Union firms, which are used as benchmark,
developing innovating firms have a slightly lower innovation capacity, as measured by the
part of turnover in new products. Even when these countries results are close to the
European ones (like Eastern Asia), most of these innovations concern new products to the
firms. When considering the means devoted to innovation the gap within the European
Union is deepening, this gap being mainly measured by the share of R&D spending in GDP.
We find the same characteristics observed within the European Union: disparities are more
important in means than in results of the innovation. Indeed, these disparities are
diminishing sharply on recent years: countries like China, Brazil or Turkey having figures that
will allow them to belong to the group of moderate innovators in the EIS terms. More
detailed results have been obtained by recent studies on the mediterranean countries
(Marocco, Tunisia) (Rigas et Hatem, 2008, Ayadi.,, Rahmouni, Yildizoglu,2009), using
innovation survey data. They prove that the main sources of innovation are external to the
firms and to the countries themselves, and that the most innovative firms are working on
both the domestic and foreign market, on the contrary of “purely” exporting or domestic
firms which perform poorly in this field. Another recurring problem concerns the working of
the national innovation systems, still in an infant stage: most of the firms don’t know the
existence of national innovation support schemes, and links between the universities and
enterprises are still weak.

3. Some open questions: What kind of Industrial Specialization?

At first studied in a macroeconomic framework, the analysis of economic convergence and
catch up had experienced recent advances, from a theoretical and an empirical point of
view. It followed the tradition of historical works initiated by Gerschenkron (1962) and
Abramovitz (1986), from the study of the XIXth century European experience to the
contemporary experience of Asian emerging countries (Shin (1996), Chang (2002)). While
convergence can be defined according to Fagerberg and Godinho (2005) as a trend toward a
reduction in differences in productivity and income in the world, catch up is linked to the
process by which a late-developing country narrows its gap income (“economic catch up”)
and technological capability (“technological catch up”) vis-a-vis a leading country (Odragi
and al (2010)).
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3.1 Industrial Specialization and the “Middle-Income Trap”

Most industrialization policies has followed the same process: using their comparative
advantages, developing countries begin to set up basic industries, using low skilled labor,
and after try to upgrade this specialization once they got this comparative advantage in
international Trade. This process allowed these countries to leave the categories of low
income countries to the middle income group.

Studies made on the Asian experience, lead by Lee (2013) question this linear process, from
two points of view.

The first is that last experience from the Asian countries proved that alongside the
traditional “path following catch up process”, some countries has proved their ability to skip
one or more steps of this process, in a “leapfrogging” strategy, or better in experiencing new
stages in this process.

The second is that the linear process doesn’t drive a country following it to its last stage.
Some countries could be blocked in a “middle income trap”: while they proved their ability
to leave the lower income category to the middle income category, they could be unable to
upgrade their performance and reach the highest category. Lee (2014, ibid) gives the
example of Argentina and Brazil, on one side, and Korea and Taiwan, on the other side: after
following the same growth path during in the 70’s and early 80’s, their GDP by head
trajectories diverges dramatically during the 80 and 90's.

Figure 5 GDP per capita, 1960-2005.
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According to Lee, this divergence is due to at first to a change in the industrialization
strategy. He creates a typology in 3 categories, “Path Following” (A), “Path Skipping”(B) and
“Path Creating” (C) catch up strategy (Table below).

The first strategy A, “Path Following”, seems the most natural to follow:, it supposes that the
country will progressively upgrade its capabilities, but it needs a long time to succeed. As it
doesn’t require a high level of R&D activities, it is mainly dependant on simple technologies.
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So its success is largely dependant to the ability to increase this R&D expenditures and
capabilities, even if they are not strictly necessary on a short term horizon.

Table 3 The three Patter ns of technological Catch-up

Table 1: Three patterns of technological catch-up

Path of the Forerunner: stage A --> stage B --> stage C --> stage D

1) Path-Following Catch-up: stage A --> stage B --> stage C --> stage D @

2) Stage-skipping Catch-up (leapfrogging I): stage A --------------- > stage C > stage DD

3) Path-Creating Catch-up (leapfrogging Il): stage A --> stage B --> stage C'--> stage D’ & d

Source: Authors.

Notes:

a For example, consumer electronics in Korea during analogue era, PC, and machine tools

b For example, engine development by Hyundai Motors; DRAM development by Samsung (Lee and Lim, 2001, and digital
telephone switch development by China (Mu and Lee, 2005)

€ For example, COMA mobile phone, and digital TV (Lee, Lim & Song, 2005)

dIn stage C, the two technologies, C and C, represent alternative technologies.

Source: K. Lee (2013)

The second and third Strategies have been followed by South Korea and Taiwan. The key of
success of these strategies lies in the ability of these countries to develop “short cycle
technologies”, mainly used in ICT technologies. On the contrary the middle income trap can
be explained by the fact that middle income countries are generally failing in trying to
develop “long cycle technologies” in the main industrial sectors. On the contrary, as short
cycle technologies are changing permanently, they allow latecomers to enter more easily in
these sector and to obtain competitive advantages.

The question that has to be address is linked to the capabilities these strategies require.
Such capabilities need at first for the country to have an access to a large knowledge base.
Park and Lee (2006) defined the accessibility to this base by measuring the share of the
citations by non-G7 country (typically, a middle-income country) held patents to G7-held
patents out of the total citation in a class. This variable of accessibility is positively related to
the speed of catch-up, measured by the patent growth rate, and to the level of technological
capability (latecomer’ shares in each class of technology).

But access to a knowledge base is a necessary, not sufficient condition to a leapfrogging
strategy. It needs also a localization and a concentration of knowledge creation in the
country, as they are measured by the Jaffe et al (1993) patent index. In this field the Korea
and Taiwan performance is impressive, while on the contrary Brazil and Argentina exhibit a
sharp decrease in this index. This divergent evolution is due to the fact that specialization of
the latter in long cycle technologies made them increasingly dependant from foreign
technologies — mainly, technologies coming from High-income countries.
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Figure 6: L ocalization of Knowledge creation and diffusion.
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As we already said, the success of this strategy is highly depending on the choice of the
industrial sectors to be promoted. Moving investment and industrial development to short
cycle technologies is a crucial point. As rapid renewal of theses technologies allows middle
income countries to create their own knowledge base, and to localize knowledge creation

on their terriotory. As the following figure shows, China should follow the same way, if it
wants not to fall into the Middle Income trap.

Figure 8 Cycle Time of Technologiesin US Patents by China, and Korea/ Taiwan
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Source: K. Lee (2014), Possibility of a middle-income trap in China, Frontiers of Economics in China,
forthcoming
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3.2 New channels for new national innovation systems ?

Another issue is linked to the channel by which Innovation is created. Catch-up strategy
depends on the ability of countries to adopt new technologies, to adapt them to their needs,
and to promote their own national innovation system. So the working of national innovation
systems depend crucially on the way they promote Innovation Users.

National Innovation systems needs to promote Innovation Users..

According to the pioneering approach of E. Von Hippel (2005), innovation process concerns,
not only its producers, but more and more its users, who are a major source of innovation
product and process (Von Hippel, 1998). The development of these innovations has been
boosted by the Information and Communication techniques, but it raises one question.
According to Von Hippel, (Von Hippel, 2005) it will help to democratize innovation, but it is a
controversial point. In fact this new innovation pattern first appeared in the more advanced
countries, with an important population of high skilled “lead users”, fond of new
technologies and able to master and transform them. Most of the recent works on
Innovation users have been done in these countries, mainly in Canada (Gault et Von Hippel,
(2009)), Nederland (de Jong and Von Hippel (2008), de Jong and Von Hippel (2009)) and in
Europe (Flowers, Sinozic, Patel, (2009). This last study, using the 2009 European Innovation
Scoreboard is the most extensive ever. It draws a distinction between three kinds of
Innovation users, named “User process Innovation”, “Innovation Product Innovation”, and
“Involver Innovation”. While the first two cover the well-known categories of innovation, the
third appears when a firm decides to associate its product users to the evolution of their
product. According to this study, User innovation is more developed in large firms (more
than 250 and 500 employees) than in small and medium sized firms, with a slightly
prevalence in middle and high technology industries. All industries are evenly concerned by
this kind of Innovation. When the comparison is done between countries, User innovation is
more widespread in the innovation leaders, even if the observed disparities between
countries categories are rather small. On the average, in the European Union, 30,3% of firms
are User process innovators, 27% innovation product innovators, and 53,1% involver
innovators, a higher proportion than observed on former studies, where it reach the average
of 20% of the Innovative firms.

So the main results obtained in this field prove that the firms and countries that have the
highest capability to produce innovation are the most able to use it. It shouldn’t be
surprising: it means that innovation production and use are more complementary than
substitute. Flowers go so far as calling the innovation users as “super innovators”, which
have to be promoted by innovation policies ¥’ (Flowers and alii, op. cit., 2009).

¥ Let's point out that the first Free Open Source Software (FOSS) appeared in the community of computer
“geeks” coming from University or computing company of the more advanced countries. Even the Ubuntu
software, although born in Africa (South Africa), owes his success to its adoption in advanced countries.
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How to improve the”Below the radar Innovation” (Kaplinsky et alii, 2010) ?

For the middle-income countries, promoting innovation users is a key challenge. It is
important to point out that if this issue has not been well studied in these countries, it does
not mean it doesn’t appear. In fact, the development of ITC in the traditional sectors like
agriculture and fishing (Galiegue, 2009, Jensen, 2008) can be considered as an innovation
User strategy, as in a broader sense most of the strategy of technological
adoption/adaptation. Others facts and arguments can be used to support this idea. As
Kaplinski and alii argue, innovation should be bend to meet the needs of developing and
emerging countries, and become, according to their term, “ below the radar” (Kaplinski and
alii, 2010). Firstly it is important to point out that the R&D expenditures of developing
countries have reached significant levels: from 2% in 1990, they reached more than 20% in
2000 of the total world spending, if we count all the spending outside the Triad (Japan, USA,
and Europe). So developing countries have already the technology capabilities and
innovation capacity to change its pattern. A second important point is related to the change
of localization of production: most of the world industrial production is now realized in
developing countries, and their demand for adapted products and technology is rising. As
the innovation capacity of developing countries has been created in major exporters of
manufactured goods (China) or services (India), they need to follow the demand of the most
growing demand potential, which is in other developing countries. As Kaplinski and others
claim that developing countries should accompany and accelerate this evolution, by
promoting their own innovation systems. In another words, it is necessary to promote the
production and use of innovation in these countries, in making their producers and
consumers new lead users.

4. Conclusion

In this survey we state that, if a catch up process is well under way for the Eastern and
Southern Europe Countries, it is basically because these countries have been able to develop
their own technological and social capabilities, which allow them to adopt external
technology at a low cost. But if these countries want to go further in the process of
technological appropriation, they need to build up their own innovation system. These
innovation systems should follow the way of countries that develop short cycle technologies,
an easy way to create and localize their own knowledge base. Moreover, they should also
promote innovation users, who will have the ability to find use of products adapted to the
needs of their enterprises and population. It is one vital condition to upgrade their
innovation performance, and help them to avoid to fall down into the “middle-income trap”.
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ABSTRACT

Services sector continues to be the big contributor in GDP of Albania, with about 60% in 2011, where
trade, hotels and restorants constitute the main part of this sector. Number of hotels is increaded
during the last years. In 1995, the number of hotels was 62 with 2,016 beds places, whereas in 2012
the number of hotels was 248 with 18,905 beds places (INSTAT). To be successful in the market it is
not sufficient to attract new customers, hotel managers must concentrate on retaining existing
guests implementing effective policies of customer satisfaction.

The monitoring process of customer satisfaction and service quality play a key role in the success of
hotel business and tourism. If this process is managed and analyzed directly on a scientific basis then
it can constitute a competitive advantage for hoteliers, regardless of business size. The aim of this
study is to analyze the customer satisfaction management scheme in hotels of Albania. For this
purpose, questionnaires are distributed to managers of hotels with 3, 4 and 5 stars in major
destinations of Albania. The data are collected in the period July - August 2013. The objectives of the
research are: to analyze the way that are built, managed and processed hotels guest comment cards
(where is applicable) and to assess hoteliers’ attitude towards customer satisfaction management.
The method used is mainly based in the applied content analysis (Gilbert & Horsnell 1998) which
compares and analyzes outcomes based on best practices criteria.

This study can be of great use to hotel managers in providing a direction on how to conduct and
modify the existing practice of measuring customer satisfaction in hotels. The primary objective of
GCCs is to understand guests' needs, gather their opinions and comments, most importantly, to
assess guests' satisfaction with services provided. Although in 72% of analyzed hotels, GCCs are
recognized as an important tool for measuring guest satisfaction, results indicate that in most hotels
measurement practice should be improved.

Keywords: customer satisfaction, service quality, guest comment card; content analysis, hotels.

1. Introduction

Service quality and customer satisfaction have a significant impact on business development.
Service quality has a direct impact on customer satisfaction, and consequently increases the
profit. These two concepts have been continually in the focus of managers and researchers
of the field. One of the most important challenges for the managers of the hotels is the
evaluation and monitoring of customer satisfaction.

For measuring customer satsfaction exist some ways, however, in accommodation services
one of the most widespread ways is the guest comment cards (GCC). The GCCs are
commonly used in most hotels to measure customer satisfaction. The purpose of this study
is the examination of (GCCs) in hotels and evaluation of management schemes in customer
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satisfaction of Albania hotels. In this study was used method of the applied content analysis
according to Gilbert and Hornell (1998). The results of this study provide the hotel
management staff, an evaluation of the current methods for measuring and managing
customer satisfaction in hotels of Albania.

2. Literature Review
2.1. Service quality and customer satisfaction

The primary function of the hotel units is to offer quality service to its customers. Service
quality is defined as how well customer’s needs are met, and how well the service delivered
meets the customer’s expectations (Lewis and Booms, 1983). Gronoos (1984) has shown
that the perceived quality of service is a function of the comparison of expected service with
perceived service, in other words is the result of a comparative evaluation process.
Parasuraman et al. (1985) has defined "quality of service" as the degree and direction of
discrepancy between perceptions and expectations of their customers, where “perceived

service quality” is the gap between customer’s expectations and perceptions as a
measurement of service quality. Smaller the gap, the better is the quality of service and
greater customer satisfaction is.

2.2. Measuring customer satisfaction

The main reason for measuring customer satisfaction is to collect information from one side
to see what customers require to be done differently and in turn to assess how client needs
are met. However the reasons for measuring customer satisfaction differ from one hotel to
another. Some of the hotels fail to properly pursue programs dedicated customers not only
because they have not defined program to get feedback from customers, but because they
lack a complete database which not only monitors sales but it is also a source of innovation.

According to literature customer satisfaction measurement is done in different ways, for
example one of the ways is to include a single question in customer satisfaction questionnaire:
"In general, how satisfied are you with...?" where responses of the questionnaire questions
are made according to a system with 7 degrees from " very satisfied" (coded 1) to "very
satisfied " (coded 7), known as Likert scale. Problems associated to the answer of one single
question in this case, are mitigated by the simplicity of the question. (Heskett et al., 1994;
Schneider and Bowen, 1995) have developed a theory for the measurement of customer
satisfaction based on key elements of satisfaction in service and price, but their valuation is
done independently through the "index service" and "price index".

In this study are discussed practices that hotels in Albania use to design questionnaires,
including the purpose, clarity, measurement scaling and validity assessment, and
methodological problems of the time, size and order of questions in the questionnaire.

According to Gilbert & Horsnell (1998), Su (2004), GCCs are commonly used in hotels to
assess customer satisfaction. GCCs usually are distributed in hotel rooms, in reception or
other visible places in the hotel. However, some studies suggest that a number of of hotels
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chains use assessment methods for customer satisfaction based on improper practices to
take important managerial decisions (Barsky, 1992; Barsky and Huxley, 1992; Gilbert &
Horsnell, 1998; Su, 2004). Therefore is required to apply a more scientific method to use the
GCCs in order to make fair and appropriate managerial decisions (Deveau et al., 1996, Jones
and Sasser, 1995; Jones and loannou, 1993). Despite the different types of customer
satisfaction systems, they generally have some common mistakes (Gilbert & Horsnell, 1998).
Common mistakes are divided into three groups: the quality of the model, the design of the
GCC as well as collection and data analysis (Gilbert & Horsnell, 1998). Gilbert & Horsnell
(1998) have developed a "checklist GCCs criterion" to estimate practices for measuring and
managing customer satisfaction in the hotel.

2.3. Content analysis

Content analysis is a research and survey method that is used to systematically evaluate the
symbolic content of all forms of recorded communications (Kolbe and Burnett, 1991). It can
be exercised virtually in every media containing verbal and/or visual, printed materials, radio
and television programs, recorded meetings, movies, songs, etc. Content analysis is widely
used in marketing and consumer behavior research (Kassarjian, 1977; Sayre, 1992; Guthrie &
Abeysekera, 2006).

The basic technique of content analysis involves counting the times the predefined
categories appear in a given context. An effective content analysis must meet certain
conditions (Kassarjian, 1977; Guthrie and Abeysekera, 2006). Initially, is randomly selected a
representative sample. Second, units of measurement, such as analysis criteria, should be
clearly defined. These units can be a word, phrase, theme, paragraph, symbols, pictures, or
simple table existence or not of certain events or statements. Third, categorisation of he
data must be systematic. It should be clear that an object belongs or not to a particular
category. We can finally perform the statistical analysis and interpretation of the data.
Krippendorff (1980) has identified three types of reliability for content analysis, which are:
stability, reproducibility and accuracy.

To achieve reliability is need that the same content to processed by using several types of
judgment. Smaller the discrepancies are, higher the degree of reliability is. Another element
to be considered is the reliability of the judgment instrument itself, which would bring the
reduction of the number of judgment instruments. On the other hand, validity is defined as
the degree to which an instrument measures what it aims to measure.

3. Research Metodology

The target population of the study consists of 3, 4 and 5 stars hotels in Albania. During the
period July - August 2013, a questionnaire was distributed to 64 hotel managers, in order to
determine how they distributed their GCCs (in those hotels where used) and how they
processed the information gathered from them. The questionnaire is distributed by e-mail
and direct interviews with hotel managers are made when it was possible. The response rate
is 28%.
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Content analysis applied by Gilbert & Horsnell (1998 ) is used to assess GCCs of 18 hotels
with 3, 4 and 5 stars (with 15-80 rooms) , distributed mainly in Tirana, capital of Albania and
other destinations in Albania: Durres, Berat, Vlore and Sarande .

Based on previous studies is created a checklist with 32 points, which can be grouped
into five general areas: 1) the focus and value of the management of GCCs attributes, 2)
measurement techniques of GCCs attributes, 3) measures of GCCs to the overall satisfaction
and guests loyalty, 4) marketing measures to GCCs for identifying key market segments, 5)
effective desing and presentation of questions.

4, Results and Discussion

Frequency of information collection: All 18 hotels analyzed, regularly receive guests feedback
and suggestions about hotel stay.

The methods of information collection: Around 72 % of the hotels in the sample use GCCs in
their hotel rooms for gathering information. About 84 % of hotel managers confirm that they
receive evaluations directly from contacts with guests during their stay at the hotel and all
hotels endeavor to encourage guests to give their impressions of their stay at the hotel.
Around 89% of hotels report that a member of the staff is charged to monitor the
evaluations of their guests in the media and social networks and about 78% of hotels have a
staff member to respond in a professional manner the estimates of the guests in the media
and social networks.

The rate of response: The number of completed GCCs is low. In about 45 % of hotels that use
GCCs, the response rate (number of completed GCCs) is 7-12%, while in 33% of them the
response rate is about 40% and in 22% the response level is above 60%.

Method of sampling: In all hotels, GCCs is distributed to all their guests.

GCCs distribution process: About 66% of hotels distribute their GCCs through staff cleaning
rooms and in 78% of hotels the data analysis is conducted from the manager/board of
directors. In 22% of hotels, the GCCs are distributed in the hotel reception.

Staff: All hotel sstaff is well-trained for the process of measuring customer satisfaction, but
only in 45% of hotels the staff is rewarded for good work and only 22% of hotels rewards is
made according to a predetermined scheme.

Analysis of results: In 72% of the hotels, the analysis of the assessments tests is made
periodically (once a month) and the rest evaluations is done continuously.

Handling Complaints: In the case of any complaint is done by a client, the hotel manager
immediately fix the problem and asks forgiveness to the client.

The design method of GCCs: In all hotels of the sample, GCCs are designed according to
personal opinion of manager relying on other hotels practices and his experience.

Surveying time (receiving customer evaluations): In all hotels, GCCs are distributed during the
stay of the guests in the hotel, and only in 4 hotels of the sample the evaluations are taken in

167



10" INTERNATIONAL CONFERENCE OF ASECU

check-out, differently from the big travel agencies as Booking.com and Expedia & Hotels.com
when evaluations of guests are taken via email after leaving the hotel, not the hotel itself
practice this manner. However, this is a manner that remains to be evaluated and adapted
with facilities that are offering new online booking systems and PMSs (Property
Management Systems).

Accessing GCCs: About 78% of hotels place the GCCs in the desk of the hotel room and 22%
in the hotel reception.

Foreign Languages: In all hotels, the GCCs are in English language, even though a number of
clients come from neighboring countries such as Italy, Kosovo, Greece, etc.

A letter with a special request: Previous studies recommend writing a special letter to the
guests. However this study shows that managers do not use this particular technique to
motivate guests but on the other hand all hotels report that encourage guests to give their
impressions directly and even write their online reviewes.

Return completed GCCs: the completed GCCs can be delivered in reception or left to the
hotel room. About 77% of hotels declare that GCCs are collected in the hotel reception.

Reasons why GCCs are not used: About 34% of analyzed hotels, do not use GCCs to measure
customer satisfaction. The managers of these hotels identify several reasons among which
we can mention: GCCs are not filled by the guests, the hotels do not want to disturb guests
with GCCs, and hotels do not consider GCCs a valid practice.

The results of applying the content analysis according to the best practices criteria for GCCs
are presented below.

Number of questions: Models of GCCs that are considered have a number of questions
ranging from 10 to 30 questions. Around 66% of hotels apply up to 20 questions. (Gilbert &
Horsnell, 1998) have recommended that GCCs must contain 40 to 60 questions in order to
obtain information necessary for decision making. So it can be stated that the considered
models of GCCs do not contain enough questions to provide relevant information to
managers and board of directors of the hotel.

Number of offered intangible and tangible attributes: The analyzed GCCs indicate that most
of the questions are oriented toward the intangible services performance offered at the
hotel. This conclusion goes well with the results of a study of Su (2004) and Gilbert &
Horsnell (1998).

Establishment of independent indicators together in one attribute: The design of composite
guestions seeking information about the problems at the same time may cause uncertainty
in question and the wrong interpretation of the response. In three of the GCCs two
questions resulting composite, which are primarily used to assess intangible services such as
friendship and staff efficiency, quality and diversity of food, etc.

The scale of attributes measurement: Best Practices recommend that the effective rate for
measuring customer satisfaction is the degree of achievement of expectations. However,
almost half (48%) of analyzed GCCs use the scale YES / NO, while in all GCCs to estimate
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customer satisfaction and service quality the used scale is the Likert scale from 1 - " very
satisfied " to 7 - " very unsatisfied ".

A space for comments: All GCCs have space for specific comments of the guests. About 89%
of GCCs have space for comments at the end of questionnare; only one GCC is built with a
space at the end of each question, while another one has a whole page for comments. Space
for the comments improves the information quality of GCCs.

A direct or indirect measure for overall satisfaction and a measure of customer loyalty: About
44% of GCCs contain a direct or indirect question about overall satisfaction of customers and
around 66% of GCCs contain a question about loyalty. Gilbert and Horsnell (1998) and Su
(2004) have determined that the GCCs assessment of loyalty is more common than the
assessment of overall satisfaction. Such a conclusion goes well with our analysis, but
although other studies show that guest satisfaction does not bring necessarily retaining
guest and vice versa customers loyalty comes not necessarily from their overall satisfaction
with hotel services.

Marketing measures: GCCs are a good opportunity to get information for clients and for
marketing purposes. About 83 % of GCCs containing questions about the purpose of visit,
room number and date of stay, but none of GCCs does not contain demographic questions
such as gender, income, education, and other experiences in the same area, etc.

Testing of the effectiveness of marketing channels: Around 72% of the GCCs include
qguestions in order to assess the effectiveness of marketing channels. Such questions
generally have the following form: "How did you find out about our hotel?"

Questions about the competition: None of GCCs includes questions about competitors and
the same conclusion is obtained also by Gilbert and Horsnell (1998) and Su (2004).

Introduction sentences: Introduction sentences are used to thank the guests for choosing the
hotel and to show the importance of guests impressions in improving the quality of hotel
services. All the analyzed hotels contained introduction sentences.

Instructions showing where to put the completed GCCs: All hotels in the sample contain
instructions for guests where they can leave the completed cards.

Indicate the name of the member of the hotel staff: Around 89% of GCCs require information
about the name of the employee who has left a special impression to guests, and only 11%
of GCCs ask for the name of the employee who does not leave a good impression.

Assessment of the value of service: About 66% of GCCs require an assessment about the
offered price to service quality ratio.

Customer expectations: Around 44% of GCCs contain questions about customer
expectations, but none of GCCs assess customer satisfaction and quality of service compared
with expectations.

Assessment of some key attributes of hotel services: All analyzed GCCs require evaluation for
hotel rooms, cleanliness, comfort and facility. About 73% contain questions about the
restaurant, the quality and diversity of food, while 89 % of GCCs contain questions for the
staff, how friendly and helpful they are; and 78 % contain questions to assess the reception.
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5. Conclusion

In this study has been made an attempt to analyze customer satisfaction evaluation in
Albania hotels. Results of the study show that all analyzed hotels evaluate customer
satisfaction as a key factor for success and sustainable development of their business, in 72%
of the hotels are analyzed the GCCs used for this purpose. Through GCCs information is
collected to understand guest needs, opinions and comments about the hotel stay
experience and perception of quality of service provided.

About 84% of hotel managers take impressions from direct contacts with guests which can
be explained by the fact that in the current development conditions of the hotel business in
Albania dominate small hotels to level 3 and 4 stars with the average number of 20 rooms,
but this does not justify the failure to exclude other means such as GCCs.

According to study results, in most hotels, GCCs are placed in hotel rooms and in several
hotels GCCs are also placed in the hotel reception, but is noticed that the rate of response
(fill in GCCs) is low. Consequently should reconsider the way of distribution GCCs by sending
email to guests after they have checked out the hotel, as well as making efforts to offer ways
encouraging guests to complete the GCCs.

GCCs design method is mainly based on personal experience of managers and consequently
there are different types of GCCs but none of them is consistent with the best practices
suggested by previous studies in this direction. Explored models of GCCs do not contain
sufficient number of questions to provide relevant information to managers and board of
directors of the hotel. None of GCCs contain any questions to test the relative effectiveness
of marketing channels.

Besides measuring customer satisfaction, other studies in the future may focus on
identifying crucial performance indicators of employees. Withan understanding of which
employee groups’ performances are necessary to a positive guest assessment hotel
managers will develop and implement strategies to provide an overall best evaluation of the
quality of service.

It is recommended that the hotel business in Albania to review the evaluation methods of
customer satisfaction and service quality in order to be in compliance with all the best
practices identified so far. It is clear that new forms must be found to motivate more
customers and GCCs must be designed in order to fit with models that suggest scientific
studies and best practices. Valid information and reliable data will enable hotel managers to
make appropriate decisions about the quality of services that hotels offer.
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REGIONAL PERSPECTIVES Session

SEE COUNTRIES TRADE SPECIALIZATION AND POST-CRISIS
RECOVERY - EMPIRICAL EVIDENCES
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ABSTRACT

Foreign trade is one of the sectors of the economy, which is dependent both on changes in market
conditions, and on national policies. It can be studied both in terms of the potential for economic growth
and as an expression of economic competitiveness. The purpose of this paper is to examine the changes
in foreign trade and specialization of the South Eastern Europe (SEE) countries for the period 2008 —
2012/2013. Parallel to this, we need to account for the challenges of the global economic crisis and the
consequences thereof that national economies have been facing. In our analysis we will use indicators
such as the value of exports and imports, net trade, geographic concentration (Herfindal Index ),the main
export group and the Lafay index of international specialization.

The economic and financial crisis of 2008 put to the test all economies and encouraged governments
to seek solutions that combine the complexity of international economic relations on the one hand
and employ various demand for sources of growth on the other. This naturally drew the attention of
policymakers and researchers back to international trade as an important factor for economic
recovery and development. Considering the political processes on a global and Pan-European scale
we may claim that the foreign trade of any country is indicative of both its competitiveness and its
ability to take advantage of the global economy. The purpose of this paper is to examine the changes
in foreign trade and specialization of the SEE countries for the period 2008-2012.

Theoretical background

According to an opinion of the European Commission, trade intensification is one of the few
ways to stimulate the economic growth and create new jobs without resorting to the
extremely scarce public finance. However, the question whether a more intensive
international trade will have a positive effect for the opening of a country's economy
remains debatable. There are many opinions regarding the relationship between
international trade and economic development.
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The first proponents of the idea that trade has a positive effect for the national economies and
that a country's specialization in the production and marketing of products for which it has certain
advantages were Adam Smith and David Ricardo. These ideas were subsequently developed and
approbated by other researchers, who came up with rather controversial conclusions.

In 1950 Raul Prebish and Hans Singer found that specialization in primary industries reduces
the benefits of international trade and the growth rate of the economy®. Their conclusion
was later confirmed by other researchers, among whom Bencindoun, Gaulier and Unal-
Kesenci®, who concluded that the nature of specialization affects growth. The analysis of the
specialization profiles of 53 countries for the period 1967-1997 shows that the GDP per
capita of some less-developed economies that shifted from production of consumer goods
to more complex (dynamic) products has increased significantly. However, their conclusion
that a country's openness does not always guarantee high economic growth was later
confirmed by Amable.” Since the openness of an economy facilitates the allocation of its
resources (technologies, labour, etc.) worldwide, if its international specialization does not
promote its technology-intensive industries, its GDP may grow at a much lower rates than
that of a closed economy. The empirical results of his study largely confirm the results of
Bencindoun, Gaulier and Unal-Kesenci. Their main conclusion is that countries with a higher
degree of specialization and a comparative advantage in the production of electronic
products benefit more from their increased productivity compared to countries that do not
have a comparative advantage in these industries. A key factor in this regard is the theory of
the "learning by doing".nghe main assumption of this theory is that international trade is
the main factor that makes the less-developed countries initially change their product
specialization and subsequently their trade specialization as well as they import high-tech
products and thus acquire these new technologies and become producers and exporters of
such products themselves. For example, such an effect is observed in China.*?

However, when specialization is too narrow it is considered a potential risk to economic
growth because it results in dependence on specific products or countries.”?

8see also: Zaharieva, G., lliev, Dr., Sarkisyan, K., Stefanov, G. Foreign trade specialization and economic growth
of the EU Member States. Tsenov Academy Publishing House, Almanah scientific research. Volume 17, 2012,
pp. 305-332.

89Bencindoun,l., G.Gaulier and D. Unal-Kesenci. The nature of specialization matters for growth:An empirical
investigation. CEPII, Document de travail 2001. Op. cit.;see also: B. Amable. International Specialization and
Growth.

*Amable, Br. International Specialization and Growth, 2000, Op. cit. p.2.

*'For more details see: Yih-Chyi Chuang.Learning by doing, the Technology Gap, and Growth. International
Economic Review, Vol. 39, No.3., 1998, pp.697-721; Weinhold, D. and J. Rauch. Openness, Specialization, and
Productivity Growth in Less developed Countries. The Canadian Journal of Economics, Vol. 32, No. 4, 1999, pp.
1009-1027.

92Peng Sun, Almas Heshmaty. International Trade and its Effects on Economic Growht in China. DPS, August
2010.( http://ftp.iza.org/dp5151.pdf, 1.02.2014).

93Ke|lman, M., Shachmurove. Adam Smith Meets an Index of Specialization in International Trade”. PIER
Working Paper 10-029 http://economics.sas.upenn. edu/pier, 1.02.2014).
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Research methodology

International trade research literature® provides a wide range of tools for analyzing the
foreign trade performance and the specialization of each country®. In our analysis we will
use indicators such as the value of exports and imports, net trade, geographic and product
concentration®®, the main export group and the Lafay index of international trade
specialization97.

These indices were calculated using the statistical database of UN Comtrade (Standard
International Trade Classification, Rev.3) and for some of the indices we used data from a
second level of disaggregation.

Results
Although many aspects of the SEE economies are similar, some of them are quite different.

After the initial decrease, in 2010 the international trade began to recover gradually but
each of the SEE countries recovered at a different rate (see Fig. 2 and Fig. 3). Overall,
however, all countries reported significant deficits in their net trade in goods (see Fig. 4).

The lowest degree of deviation from the average GDP in the period (2008-2012) was
reported for Albania (4.02%), Bosnia and Herzegovina (4.28%) and Montenegro (4.37%)
while the highest degrees of deviation was reported for Serbia (10.85%), Greece (11.74%)
and Moldova (12.41%).

% see: Adamov, V. and Zahariev. A. International Finance. Svishtov, 2014; Damyanov, At. and others.
International Economy. V. Tarnovo, Faber, 2011.

*Legend of SEE Countries: Albania (AL), Bosnia and Herzegovina (BA), Bulgaria (BG); Croatia (HR); Greece (GR);
TFYR of Macedonia (MK), Moldova (MD), (Montenegro (ME), Romania (RO), Serbia (RS), Turkey (TR).

**The Hirshman Index and the Herfindahl Index are widely used for this purpose. The Hirschman index is a
measure of product concentration of exports. It shows the degree to which a country’s export consists of
different products. High concentration levels are interpreted as high dependence from the trade with specific
products. The values of HI fluctuate between 0 and 1. Values close to 1 indicate a high level of
concentration.The geographical concentration is measured by the Herfindahl Index.

“’Note. The Lafay index value may be below -1 as well as above +1. Positive values of the Lafay index indicate
the existence of comparative advantages in a given item; the larger the value the higher the degree of
specialisation. On the contrary, negative values points to de-specialisation.

*Note. These results show the coefficient of variation of each country's GDP from its average for the period.
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Figurel. GDP of SEE Countries™

The ratio of the range of GDP levels towards the lowest (crisis) annual GDP of each of the 11
SEE countries varies from 9.36% to 37.13% as follows: Albania (9.36%); Montenegro (9.84%);
Bosnia and Herzegovina (10.54%); TFYR of Macedonia (12.08%); Bulgaria (12.19%); Croatia
(18.21%); Romania (24.33%); Turkey (28.43%); Serbia (29.12%); Moldova (33.34%); Greece
(37.13%).

The lowest deviation from the average level of export of goods in the period (2008-2012)
was reported for Croatia (11.29%), Serbia (13.29%) and Bosnia and Herzegovina (13.80%).
The highest deviation was reported for TFYR of Macedonia (23.34%), Albania (24.07%) and
Greece (24.07%).

99http://data.worldbank.org/indicator/NY.G DP.MKTP.CD.
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Figure 2. Export of goods of SEE Countries

The ratio of range of the levels of export of goods towards the lowest (crisis) annual level of
each of the 11 SEE countries varies from 34.6% to 80.9% as follws: Croatia (34.6%); Serbia
(41.2%); Bosnia and Herzegovina (48.0%); Turkey (49.3%); Romania (54.3%); Montenegro
(61.9%); TFYR of Macedonia (65.5%); Bulgaria (70.7%); Moldova (72.8%); Greece (75.4%);
Albania (80.9%).

The lowest deviations of the level of import of goods in the period 2008 — 2012 were
reported for Albania (7.68%), Macedonia (14.10%) and Serbia (14,38%) while the highest
deviations were reported for Moldova (19.47%), Turkey (20.36%) and Montenegro (24.18%).

The ratio of range of the levels of import of goods towards the lowest (crisis) annual level of
each of the eleven SEE countries varies from 18.63% to 71.00% as follwos: Albania (18.63%);
TFYR of Macedonia (38.95%); Serbia (42.55%); Bosnia and Herzegovina (45.73%); Greece
(46.80%); Romania (52.91%); Croatia (53.12%); Bulgaria (58.59%); Moldova (59.01%); Turkey
(70.97%); Montenegro (71.00%).
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Figure 3. Import of goods of SEE Countries

The comparison of the ration of the annual export/import range (2008 — 2012) and the lowest
level of foreign trade operations has shown that export is much more sensitive to the impact of
the crisis (an index value of 34.6% for the country with the best level of export (Croatia) vs. an
index value of 18.63% for the country with the best level of import (Albania)).

Regarding their net trade in goods all countries reported huge deficits (from 9.19% pno
48.58% of GDP) of their balance of payments in the period. The reported average annual
deficits (as a percentage of GDP) of foreign trade in goods for the period were as follows:
Romania (9.19%); Turkey (10.00%); Greece (13.75%); Bulgaria (14.40%); Croatia (16.90%);
Serbia (20.38%); Albania (26.79%); Bosnia and Herzegovina (29.42%); TFYR of Macedonia
(33.64%); Moldova (43.12%); Montenegro (48.58%).
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Figure 4.Net trade in goods (in %/GDP) of SEE Countries
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The world trade ranks (see Table 1) of the SEE countries were as follows:

between 32 and 168 in the export of goods;
between 28 and 126 in the export of services;
between 21 and 152 in the import of goods; and
between 40 and 159 in the import of services.

The best world positions of the SEE countries of the four indices were reported for Turkey,
followed by:

e Romania, Greece and Bulgaria in the export of goods;

e Greece, Croatia and Romania in the export of services;

e Romania, Greece and Bulgaria in the import of goods; and
e Greece, Romania and Bulgaria in the import of services.

Most of the SEE countries have a balanced structure of exports and imports. The data show
that none of the commodity groups is main group, i.e. has a share higher than 50%. Note that
a group that invariably accounts for a relatively high share of the import (as well as the export
of some countries) is group 33 (Petroleum, petroleum products and related materials), which
is understandable considering the availability of oil fields. The share of this group was
particularly high in both the import and the export of Greece in 2012 (see Table 2).

Table 1. Rank in world trade of SEE countries

Rank in world trade, 2012
SEE Countries Export Import

Merchan-dise | Com. Services | Merchan-dise | Com. Services
AL 135 101 130 111
BA 110 117 98 158
BG 67 61 63 75
HR 84 49 75 83
GR 62 32 47 48
MK 118 118 117 133
MD 134 126 127 137
ME 168 114 152 159
RO 56 53 43 61
RS 86 80 78 82
TR 32 28 21 40

Other groups with large shares of the foreign of trade of the SEE countries are: 77 (Electrical
machinery, apparatus and appliances, n.e.s., and electrical parts thereof (including non-
electrical counterparts, n.e.s., of electrical household-type equipment)), 78 (Road vehicles
(including air-cushion vehicles)), 67 (lron and steel); group 68 (Non-ferrous metals), 84
(Articles of apparel and clothing accessories) and 28 (Metalliferous ores and metal scrap.)
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Overall, the relative shares of all commodity groups in the international trade of the SEE
countries did not change significantly during the period 2008-2012.

The Lafay Index shows that during the period the SEE countries specialized in different
commodity groups. Bosnia and Herzegovina, Turkey, Moldova, Serbia and Romania retained
and even diversified their specialization, while the international trade positions of other
countries such as Bulgaria, Croatia and Greece remained unchanged.

Table 2. Share of commodity groupsin thetotal foreign trade of SEE countries (2008; 2012)100
2008 2012
SEE Share Share Share Share
Countries in export in import in export in import
5-10 % >10 % 5-10% >10% |5-10% >10 % 5-10 % >10%
AL 33,67 28;84*,85 (33;69;78 28;67 84,85;33* |35;78 33
BA 24;28;35;67; 33 28;67;68;69; 82,85 33,78
68;69;82
BG 67,77;84 33;68 67,78 33 77,84 33;68 28,77 33
HR 33,77 79 79 33 77;79 33 33
GR 05;54;66;67;84 |33 54;78 33 05,68 33* 54 33*
MK 05;67101 84* 65;67;78 28;33 59;67*84 |65;67;68 33
MD  |05;77 11;84 34;77;78 |33 11,77 05;84 65;77;93 33
ME 11 67*;,68* 33;66;78 28;11 35;68* 35;78 33
RO 33;67,;78;84 77 33;67;77 |78 74;84 77,78 33;74;77;78
RS 68;84 67 34;78 33 04;68;77;78 33;34;78;93
TR 33;65;77 67,78;84 |67;78;93 |33 65;67;77,78;84;97 33;78 93
Table 3. Lafay Index of SEE countries (2008;2012)
SEE 2008 2012
countries From1to5 >5 From-1to-5 <-5 From1to5 >5 From -1to -5 <-5
AL 28;67 84; | 04,;35;74;77;78 28;67,;84;85 33 04;35;54;65;
85 77,78
BA 24;28;35;67; 33,78 24;25;52;67;68; 33;78
68;71; 82;85 69;82;85;93
BG 04;35;84 68 33;34;72;78 04;22;84 68 28;33;34,78
HR 24;77;79 33;67;78 24;28;77;79 33;35;67;78
GR 05,68 33,78 05;33;68 34;54;79
05;11;85;93'" 84 | 65;74;78 05;12;74 59;67; | 33;35;65;68;78
MK 84
05;11;22;27;42 84 33;34;35;78 05;11;22;42;77; 33;78;93
MD
82;84
ME 67 68 33;35;66;78 24;28;35 68 33,78
RO 77;79;82;84 35,54,65;78 62;77;78;82;84 33;54;65
04,05;67,68;84 33;34;72;74;78 04;05;28;62;68; 33;34;57;93
RS
77;84
TR 05;65;66;67;69; 28;33;57;93 05;65;67;69;77; 28;33;57 93
78,84 78;84;97

On the other hand the advantages of Macedonia and Montenegro in the trade in goods
changed significantly (see Table 3).

100
101
102
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Note. * indicates a value greater than 20 %. The table shows only the groups with a relative share of at least 5%.
Calculations for TFYR of Macedonia are for the year 2009 because of lack of information for the year 2008.
Calculations for TFYR of Macedonia are for the year 2009 because of lack of information for the year 2008.
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None of the SEE countries reported a significant geographical concentration in terms of both
its exports and imports. The highest values of the Herfindahl index were reported for the
export of Albania, followed by Montenegro and Moldova because they traded with fewer
countries, especially in 2008 (see Table 4). Although the SEE countries trade with partners
from all over the world, the EU remains the main trade partner most countries in this region
(except for Greece, Moldova, Turkey and Montenegro in terms of export, and for Bulgaria
and Bosnia and Herzegovina in terms of import) with a relative share of both their export
and import exceeding 50%. Other important partners for many of the SEE countries were
Turkey and Russia.

Table4
SEE Geographical concentration
Countries 2008 - 2012 -
export import export import

Albania 0.401 0.112 0.287 0.129
Bosnia and

Herzegovina 0.103 0.078 0.088 0.073
Bulgaria 0.050 0.067 0.049 0.073
Croatia 0.088 0.074 0.069 0.069
Greece 0.049 0.051 0.041 0.050
TFYR of Macedonia - 0.056 0.134 0.060
Moldova 0.113 0.083 0.139 0.078
Montenegro 0.203 0.092 0.128 0.119
Romania 0.072 0.067 0.069 0.069
Serbia 0.066 0.063 0.061 0.053
Turkey 0.035 0.055 0.035 0.048

The values of the Hirschman index (which measures product concentration of exports) are quite
similar. The top ranking countries according to this index are again Montenegro and Albania. In
2008 the groups 67 (Iron and steel) and 68 (Non-ferrous metals) accounted for about 66% of the
total export of Montenegro compared to 40% in 2012. The greatest share of Albania's export
have groups 84 (Articles of apparel and clothing accessories) and 85 (Footwear.)

Table5
SEE Product concentration
Countries 2008 2012
export import export import

Albania 0.128 0.035 0.130 0.040
Bosnia and

Herzegovina 0.047 0.036 0.044 0.042
Bulgaria 0.058 0.053 0.056 0.062
Croatia 0.048 0.045 0.040 0.045
Greece 0.043 0.055 0.155 0.128
TFYR of Macedonia - 0.052 0.096 0.048
Moldova 0.070 0.042 0.063 0.044
Montenegro 0.245 0.041 0.155 0.038
Romania 0.050 0.044 0.052 0.040
Serbia 0.041 0.043 0.035 0.037
Turkey 0.065 0.049 0.053 0.055

180



10" INTERNATIONAL CONFERENCE OF ASECU

In 2012 the trade concentration of Greece increased due to the large volumes of trade in
group 33 (Petroleum, petroleum products and related materials) (see Table 5).

* * *

We may conclude that the economic crisis of 2008 has had a tangible effect on the foreign
trade of the See countries. After the record low levels of their GDP as well as import and
export of goods in 2009, the countries entered a period of gradual recovery and growth
(2010-2012). According to the Lafay Index, the most important factor for the post-crisis
recovery of the SEE economies was the increase of the volume of their foreign trade with
their main trade partners in goods related to their trade specialization.

Appendix

0 - Food and live animals; 00 - Live animals other than animals of division 03; 01 - Meat and meat
preparations; 02 - Dairy products and birds' eggs; 03 - Fish (not marine mammals), crustaceans,
molluscs and aquatic invertebrates, and preparations thereof; 04 - Cereals and cereal preparations;
05 - Vegetables and fruit; 06 - Sugars, sugar preparations and honey; 07 - Coffee, tea, cocoa, spices,
and manufactures thereof; 08 - Feeding stuff for animals (not including unmilled cereals); 09 -
Miscellaneous edible products and preparations

1 - Beverages and tobacco; 11— Beverages; 12 - Tobacco and tobacco manufactures

2 - Crude materials, inedible, except fuels; 21 - Hides, skins and furskins, raw; 22 - Qil-seeds and
oleaginous fruits; 23 - Crude rubber (including synthetic and reclaimed); 24 - Cork and wood; 25 -
Pulp and waste paper; 26 - Textile fibres (other than wool tops and other combed wool) and their
wastes (not manufactured into yarn or fabric); 27 - Crude fertilizers, other than those of division 56,
and crude minerals (excluding coal, petroleum and precious stones); 28 - Metalliferous ores and
metal scrap; 29 - Crude animal and vegetable materials, n.e.s.

3 - Mineral fuels, lubricants and related materials; 32 - Coal, coke and briquettes; 33 - Petroleum,
petroleum products and related materials; 34 - Gas, natural and manufactured; 35 - Electric current

4 - Animal and vegetable oils, fats and waxes; 41 - Animal oils and fats; 42 - Fixed vegetable fats and
oils, crude, refined or fractionated; 43 - Animal or vegetable fats and oils, processed; waxes of animal
or vegetable origin; inedible mixtures or preparations of animal or vegetable fats or oils, n.e.s.

5 - Chemicals and related products, n.e.s.; 51 - Organic chemicals; 52 - Inorganic chemicals; 53 -
Dyeing, tanning and colouring materials; 54 - Medicinal and pharmaceutical products; 55 - Essential
oils and resinoids and perfume materials; toilet, polishing and cleansing preparations; 56 - Fertilizers
(other than those of group 272); 57 - Plastics in primary forms; 58 - Plastics in non-primary forms; 59
- Chemical materials and products, n.e.s.

6 - Manufactured goods classified chiefly by material; 61 - Leather, leather manufactures, n.e.s., and
dressed furskins; 62 - Rubber manufactures, n.e.s.; 63 - Cork and wood manufactures (excluding
furniture); 64 - Paper, paperboard and articles of paper pulp, of paper or of paperboard; 65 - Textile
yarn, fabrics, made-up articles, n.e.s., and related products; 66 - Non-metallic mineral manufactures,
n.e.s.; 67 - Iron and steel; 68 - Non-ferrous metals; 69 - Manufactures of metals, n.e.s.

7 - Machinery and transport equipment; 71 - Power-generating machinery and equipment; 72 -
Machinery specialized for particular industries; 73 - Metalworking machinery; 74 - General industrial
machinery and equipment, n.e.s., and machine parts, n.e.s.; 75 - Office machines and automatic

181



10" INTERNATIONAL CONFERENCE OF ASECU

data-processing machines; 76 - Telecommunications and sound-recording and reproducing apparatus
and equipment; 77 - Electrical machinery, apparatus and appliances, n.e.s., and electrical parts
thereof (including non-electrical counterparts, n.e.s., of electrical household-type equipment); 78 -
Road vehicles (including air-cushion vehicles); 79 - Other transport equipment

8 - Miscellaneous manufactured articles; 81 - Prefabricated buildings; sanitary, plumbing, heating and
lighting fixtures and fittings, n.e.s.; 82 - Furniture, and parts thereof; bedding, mattresses, mattress
supports, cushions and similar stuffed furnishings; 83 - Travel goods, handbags and similar
containers; 84 - Articles of apparel and clothing accessories; 85— Footwear; 87 - Professional,
scientific and controlling instruments and apparatus, n.e.s.; 88 - Photographic apparatus, equipment
and supplies and optical goods, n.e.s.; watches and clocks; 89 - Miscellaneous manufactured articles,
n.e.s.

9 - Commodities and transactions not classified elsewhere in the SITC; 91 - Postal packages not
classified according to kind; 93 - Special transactions and commodities not classified according to
kind; 96 - Coin (other than gold coin), not being legal tender; 97 - Gold, non-monetary (excluding gold
ores and concentrates)
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ABSTRACT

The Central and Eastern European Countries, including Romania, have faced similar challenges in the
process of restructuring and privatization.

Thus, the last two decades have been marked by a difficult transition from a centrally planned
economy to a free market model, and experienced very different phases of development .

Most CEEC’s economies have registered, in the early years of the first decade, suboptimal economic
performances characterized by severe declines in the GDP, huge losses of the SOE and substantial
inter-enterprise arrears. The core objective for all CEEC was to restore efficient employment of
industrial assets; both capital and labor, solving the debt overhang of enterprises and the portfolio
quality problem in banks.

The privatization process was started in most of the countries in the same period, but there is a clear
evidence that privatization was achieved more rapidly in some countries due to influx of significant
foreign investment. As countries used mass privatization programs, the actual change to ownership
restructuring was made directly through privatization or IPOs. This shift to a new paradigm,
underpinns the second wave of restructuring that can be noticed in the case of Romania and other
countries in Central and Eastern Europe.

Given the circumstances, in a first phase the dominant place among the economic policies used was
to encourage restructuring of SOE and its ultimate phase: the privatization, both aiming at speeding
up the transition to a mature market economy. At this stage time was of the essence and it was
imperative that immediate steps are to be taken to prevent further deterioration of SOE’s operations
and to preserve value that can ultimately be privatized. Most analysts criticized the reforms made in
some of CEEC’'s economies based on “pre- privatization restructuring”, ignoring the need and
vocation of SOE’s restructuring process that paved the way of further successful large-scale
privatizations.

The large-scale privatization has emphasized a serie of challenges, that states the purpose of this
article which is to create the framework for analysing restructuring and privatization as methods of
high-impact on macroeconomic indicators.

Our study aims at analyzing the differences between these two processes within the territory of CEEC
over the last two decades (1992-2013) in terms of: goals, patterns, institutions, methods used,
outcomes etc. Results of these processes have been analyzed in correlation with the evolution of
CEEC’s macro-indicators (FDI, GDP, Inflation Ratio, Exports) or micro ones (Stock Exchange). Our
findings underlie the necessity of further research in the field of restructuring and privatization and
the necessity of assessing the important effects on post-crisis macroeconomic indicators.
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INTRODUCTION
The purpose of this paper was two-fold:

e to improve the analysis of the differences between these two processes
(privatization and restructuring) within the territory of CEEC over the last two
decades (1992-2013) in terms of: goals, patterns, institutions, methods used,
outcomes etc;

e to underpin the correlation between the restructuring results, followed by
privatization and the impact on macroeconomic figures (FDI, GDP, Inflation Ratio,
Exports) or micro ones (Stock Exchange)

Literature Review

Over the past fifteen years there has been a vast literature on FDI in Eastern Europe. This is
not surprising, since foreign capital has played an important role in most countries during
the twenty-year transition to market economy. A number of studies have looked into the
key features of FDI in Eastern Europe — its volume, forms, origins, destination by economic
activity, and case studies (see, for example, Lankes and Venables, 1996; Meyer, 1998; Estrin,
Richet and Brada, 2000; Bartlett, 2008; Kolotai, 2010; Hunya, 2011,2012), as well as the
determinants of FDI based on econometric research (for example, Bevan and Estrin, 2004;
Bevan, Estrin and Meyer, 2002; Janicki and Wunnava, 2004; Dikova and van Witteloostuijn,
2007).

Romania - had a tenfold increase in its inward FDI stock between 2000 and 2010 - from USS
7 billion in 2000 to USS 70 billion in 2010. The theory of the multinational enterprise (MNE)
suggests that firms engage in outward FDI when they have some resources that they can
transfer and exploit, known in the literature varyingly as firm specific advantages (FSAs)
(Rugman, 1982) or ownership (O) advantages (Dunning, 1993). Only certain types of firms
and products are suitable for exploiting these advantages through internalization (1), namely
creating subsidiaries for research, production and distribution in other countries, rather than
by exporting or the use of licenses and long term contracts. Finally, the choice of location (L)
is driven by firms finding the optimal place where to combine their FSAs with locational
advantages to both exploit and explore their FSAs. This framework is known as the OLI
paradigm (Dunning, 1993, Dunning & Lundan, 2009). It argues that firms expand
internationally where they can redeploy their internationally-transferable proprietary
resources and capabilities to both exploit and explore their resource base. The combination
of the FSAs of the firm with the specific conditions found in potential host locations is
essential. In other words, different types of firms are attracted to different locational
advantages. The study of locational determinants of FDI represents a long-established
literature that originated with Mundell’s (1957) factor endowment theorem(see Brainard,

184



10" INTERNATIONAL CONFERENCE OF ASECU

1997). The predominant empirical approach to the study of FDI flows is based on gravity
models borrowed from international trade research, which posit that the main drivers of
trade or foreign investment flows are a)the size of the host economy, b) the size of the
source economy, and c) the distance between the two economies (Bloningen, 2005, Carr et
al., 2001). While these variables have persistently shown to be an important — if not the
most important — determinants of the attraction of FDI (Chakrabarti, 2001, Anderson and
van Wincoop, 2003), recent literature has considerably broadened the notion of locational
advantages to encompass the attractiveness of a potential host economy as both a site for
production and as a market. Contemporary literature therefore additionally considers:

1. the costs of production, especially unit labour costs (or wage differentials) and locally
available intermediate goods (Bevan and Estrin, 2004);

2. specifically for investment in the primary sector, the presence of natural resources
(Hejazi & Pauli, 2003);

3. the institutional framework facilitating or inhibiting the operations of foreign investors,
either in an aggregate form, by focusing on specific aspects such as corruption (Habib and
Zurawicki, 2002), or by analyzing multiple aspects simultaneously (Bevan et al., 2004,
Globerman and Shapiro, 2003, Grosse and Trevino, 2005);

4. membership of international trade and economic associations; for example Bevan and
Estrin (2004) studying transition economies explored the effects of announcements of
likely European Union (EU) membership.

One can also come to a similar estimating framework by considering the four classic
motivations for FDI (Dunning, 1993); these are market seeking;efficiency seeking; resource
seeking; and asset seeking. Market seeking FDI is driven by size and growth of the host
economy market; for example the large inflows of FDI to China in recent years have often
been argued to be explained in terms of firms seeking new or quickly growing markets for
their products. Market seeking investments probably also played an important role in the
investment into the transition economies, especially in the early years (Lankes and Venables,
1996; Estrin et al., 2004).

For most transition economies, the process of privatization has formed a distinct motivation
for FDI. Western multinationals are attracted to enter reforming economies during
privatization programmes by making acquisitions because prices are relatively low and
because of highly favorable tax policies or even subsidies associated with the privatization.

Throughout the transition region, foreign capital has been an important supplement to
domestic savings, and thus has greatly contributed to financial accumulation during the past
twenty years. In the transition region the ratio of FDI to gross fixed capital formation has
tended to be higher than the world average and has increased over time (Kalotay, 2010)
Recent data suggest that FDI has contributed quite substantially to gross fixed capital
formation in all the CEEC countries from 2003 onwards (Uvalic and Estrin 2013). The stock of
inward FDI as a percentage of GDP is considered an indicator of foreign capital penetration
in an economy (UNCTAD World Investment Report-26 july 2011)
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FDI contribution to structural changes

FDI has played an important role in enterprise restructuring in the whole transition region
during privatizations, in this way greatly strengthening the private sector and contributing to
structural changes. Industrial restructuring usually tended to accelerate when privatization
involving FDI was implemented, frequently creating a dichotomy between the modern,
foreign owned enterprises and the traditional industries. The dominant view has been that
FDI has had positive spill-over effects for the whole economy, though there have also been
findings that run counter to such optimistic conclusions (see, for example, Mencinger, 2003).

Restructuring and Privatization

Frydman, Rapaczynski et all (1993) — discussed about legal and ownership structure,
institutions for state regulation, overview of privatization process and the initial
transformation of enterprises. Some authors refer to transition economies in the early
stages of transformation as a “weakly structured market economy” (Dobrescu 1996) or a
“previously centrally planned economy” ( Calvo and Fenkel 1991). Grosfeld and Senik (1996)
They were thinking that the change of ownership was a necessary and a sufficient condition
of capitalism. The literature on financial repression and financial reform provides a thorough
macroeconomic link between the development of financial markets and economic growth
(Fry 1982, 1993, 1995, Roubini and Sala-i-Martin 1992, Rayon 1994, Chang 1994). The need
for a closer analysis of the microeconomic roots of financial repression, however, is a new
approach in the studies of financial markets in developing and transition economies (Amrit-
Poser 1996, Popa 1998). Nicolescu et all (1996) — developed the” efficiency-based”
restructuring concept and Crum and Goldberg (1998) — analyzed restructuring as a complex
set of decisive measures in order to increase competitiveness.

The inter-enterprise arrears, as well as the bank, tax and wage arrears phenomena provide a
good example of a microeconomic problem in the financial markets of Romania . The
accumulation of inter-enterprise arrears can also cause inflation. Monetary control can be
defeated by firms that circumvent a tight credit market by creating their own liquidity
through trade credits (e.g. Daianu,1994) .Credit and liquidity constraints affect
indiscriminately viable and non-viable businesses, or, even worse, create adverse selection
effects — artificially sustaining large loss-makers and preventing new private firms from
developing profitable investment projects (see Berglof and Roland 1997 and 1998). As
shown in Croitoru and Schaffer (2000) for the case of tax arrears, an increasing real gross
arrears aggregate would be a sign that more and more firms are running into arrears. In
Romania’s case, the commitment of the government to economic reforms by liquidating
inefficient firms Stiglitz (1994, p. 238) would have extended mainly to state-run utility
companies because they were the biggest actors in accumulating enterprise arrears
(Santarossa, 2001; OECD, 2002).

Bowman and Singh (1999) classified restructuring activities into three categories namely
portfolio restructuring, financial restructuring and organizational restructuring. Kornai (2000)
considers that the pre-privatization restructuring serves as a useful screening device in order
to interest private investors, who buy the firms.
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Debande and Friebel (2004) advocates for the firmly reestablishing of the State control of
SOE cause it avoids that (unproductive) managers abuse and divert capital or funds which
are for restructuring.Djankov (1998) — selected a sample of Romanian companies from the
period 1992-1996. He concludes that isolating programs have delayed restructuring
imposing budget constraints on loss-making enterprises.on the other hand Djankov (1999) —
studies the relation between ownership structure and enterprise performance in newly
independent states: Georgia, Kazakstan, Kyrgyz Republic, Moldova and Russia. He concluded
that non-linear analysis showed some significant relation between different types of
ownership and enterprise restructuring. Fidrmucova (2000) made an analysis on channels of
restructuring on a panel of Czech companies and found that investment is not a significant
determinant of enterprise performance. Koh, Dai & Chang (2010) — examined the impact of
lifecycles on restructuring strategies. Distress firm’s access to different types of restructuring
strategies is limited by the lifecycle stage they are in. Frydman, Hessel & Rapaczynski (2001)
— followed the entrepreneurship and restructuring of enterprises in Central Europe (Czech
Republic, Hungary and Poland) and explained the market impact of ownership on firm
performance.Sterman (2002) analyzed restructuring as diverse activities such as divestiture
of under-performing business, spin-offs, acquisitions, stock repurchases and debt swaps.
Gibbs P.A. (2007) considers that restructuring means changes in the operational structure,
investment structure, financing structure and governance structure of a company.

SEQUENCING RESTRUCTURING, PRIVATIZATION AND FDI IN CEE

The Central and Eastern European Countries, including Romania, have faced similar
challenges in the process of restructuring and privatization. Thus, the last two decades have
been marked by a difficult transition from a centrally planned economy to a free market
model, and experienced very different phases of development. The Central and Eastern
European Countries had a common general aim in the early 1990s: a transition to a more
effective economic system, based on principles of market economy, enabling a growth of
living standards.

The reforms of the early 1990s focused on stabilization, liberalization and the privatization
of existing firms (SOE).Some countries, such as Poland and Slovenia, registered significant
entrepreneurial activity, but showed that entrepreneurship levels were in fact lower in the
transition economies as a group than in the other developed and developing economies.

Most CEEC’s economies have registered, in the early years of the first decade, suboptimal
economic performances characterized by severe declines in the GDP, huge losses of the SOE
and substantial inter-enterprise arrears. The core objective for all CEEC was to restore
efficient employment of industrial assets; both capital and labor, solving the debt overhang
of enterprises and the portfolio quality problem in banks. The privatization process was
started in most of the countries in the same period, but there is a clear evidence that
privatization was achieved more rapidly in some countries due to influx of significant foreign
investment. As countries used mass privatization programs, the actual change to ownership
restructuring was made directly through privatization or IPOs. This shift to a new paradigm,
underpinns the second wave of restructuring that can be noticed in the case of Romania and
other countries in Central and Eastern Europe.
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Given the circumstances, in a first phase the dominant place among the economic policies
used was to encourage restructuring of SOE and its ultimate phase: the privatization, both
aiming at speeding up the transition to a mature market economy. At this stage time was of
the essence and it was imperative that immediate steps are to be taken to prevent further
deterioration of SOE’s operations and to preserve value that can ultimately be privatized.
Most of analysts criticized the reforms made in some of CEEC’s economies based on “pre-
privatization restructuring”, ignoring the need and vocation of SOE’s restructuring process
that paved the way of further successful large-scale privatizations.

During the transformation crisis (1990-1994/1995), CEE countries experienced a major
economic recession.

Instead of the almost continuous, even if at times very modest, improvement of average
income per capita that many EU countries have experienced, these countries had to deal
with a huge decline in personal income, made even worse by a total collapse of their social
institutions. The situation in the CEE countries was in many cases much worse than that of
the leading Western economies in the 1930s as the table below shows:

Table1l The Transition Recession

Consecutive years of Cumulative output Real GDP 2000
Countries output decline decline (percent) (1990 = 100)
Bulgaria 4 16 81
Croatia 4 36 87
Czech Republic 3 12 99
Estonia 5 35 85
Hungary 4 15 109
Latvia 6 51 61
Lithuania 5 44 67
Poland 2 6 112
Romania 3 21 144
Slovakia 4 23 82
Slovenia 3 14 105
CIS 6.5 50.5 62.7
Output decline during the Great Depression 1930-34
France 3 11 N/A
Germany 3 16 N/A
United Kingdom 2 6 N/A
United States 4 27 N/A

Source: World Bank 2002: Transition, The First Ten Years.

Subsequently, however, they followed a robust growth path (1995-2007), and were among
the most dynamically developing regions of the world. From the mid 1990s to the onset of
the global financial crisis in 2008, the economies of Central and Eastern Europe (CEE)
established a record of growth and economic progress that few regions have matched.
Emerging from decades of socialism, the nations that we consider—Bulgaria, Croatia, the
Czech Republic, Hungary, Poland, Romania, Slovakia, and Slovenia—became standout
performers in the global economy. They unleashed the inherent strengths of their
economies by privatizing state-owned industries and implementing labor reforms.

188



10" INTERNATIONAL CONFERENCE OF ASECU

The FDI inflow in the CEE economies has been a vital factor in the first stage of the
privatization process during the transition period and has started to be seen as a crucial
source of capital and potential catalyst for the economic and social transformation . The
volume of FDI inflows has grown rapidly, as the Governments of the CEE countries have been
officially encouraging FDI and developing a formal FDI promotion programs providing
substantial incentives for the foreign companies. FDI helped drive productivity
improvements and rising per capita GDP. Foreign direct investment has increased in the past
twenty years to become the most common type of capital flow during transition period in
the CEE. The most important economic reason for attracting FDI at the beginning of the
transformation process was to facilitate the privatization and restructuring of the central
planning economies The economic miracle of the 2000s was ended by the current global
crisis in 2008.

But, time for change has come and the pre-crisis growth model, which was built largely on
booming credit growth and huge inflows of cheap capital from abroad, stopped to be the
basis for future growth, and foreign investment is likely to stay well below levels seen in
2005-08, at least for the foreseeable future.

Enterprise restructuring is the process through which an enterprise adjusts its behavior to
changes in its circumstances arising from actions of rivals, changes in market conditions,
technological changes, institutional reforms or economic policies. These changes provide the
enterprises with an opportunity to change their operations in order to expand their market
share (often at the expense of their rivals). Enterprises which do not react to changes in their
circumstances will ultimately suffer the consequence and may be driven out of the market.
However, the competitiveness of nations and industries rests on the back of their
enterprises - whose ability to compete in turn depends on their behavior. From here it
follows that enterprise restructuring holds the key to competitiveness of enterprises,
industries and national economies. Enterprise restructuring is part of the wider concept of
economic restructuring which also includes changes in the relative size of different sectors of
the national economy, development of new forms of inter-enterprise networks and changes
in the structure of production at the level of industry . Restructuring measures are often
necessary to enable the privatization of an SOE. Where the purpose is to make anl enterprise
at least potentially viable as a going concern once it is privatized, restructuring measures will
focus mainly on the management and finances of the SOE. If the SOE is governed by public
law, it will probably have to be converted into a company established under private law. In
other cases, more radical action may be deemed preferable, including breaking up the SOE
or liquidating it completely. Decisions on prior restructuring are often complex and difficult.
Those in charge should be committed to the privatization process and have broad powers to
take the measures that may be needed. Such responsibility could be vested with the
supervising ministry, the privatization agency, the management of the enterprise itself, or a
special entity set up for the purpose, such as the public enterprises restructuring agency. In
transition countries and other countries that need to radically restructure their parastatal
sectors, a separate body is often designated to manage the public enterprises during the
preprivatization period ;Albania, Romania, and Slovenia have set up separate SOE
management and restructuring agencies. Though they avoid the problem of overburdening a
single agency with too many responsibilities and often conflicting goals, parallel agencies
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may increase the likelihood of battles over power and influence with the privatization
agency, as illustrated by the pre-1995 situation in Hungary .

In many respects, the East German experience has important implications for the
restructuring process in other post-socialist countries; in particular, the countries
approaching EU-membership (Poland, the Czech and Slovak Republics, Hungary, Romania,
Bulgaria, Slovenia, Lithuania, Latvia, Estonia). Basically, two patterns can be identified so far:

1) the "classical" approach with a central agency, controlling privatization, formally, but
lacking control over its large number of enterprises;

2) the mass-privatization approach of diversifying and diluting ownership and control,
favoring informal holding companies and insider control.

The privatization process was started in most of the countries in the same period, but there
is a clear evidence that privatization was achieved more rapidly in some countries due to
influx of significant foreign investment. As countries used mass privatization programs, the
actual change to ownership restructuring was made directly through privatization or IPOs.
Most of the Central and Eastern European countries were members of the Warsaw Pact and
almost all took part in the COMECON, implying that the Central and Eastern European
countries not only had domestically planned economies but also took part in economic
planning at a regional level. With the exogenous shock of the Soviet collapse, the Central and
Eastern European countries had the opportunity to fundamentally restructure their
economic and political institution.

Some Central and Eastern European countries chose shock therapy to privatize, others
succeeded in implementing more gradual reforms.

Privatization methods in CEE

Different privatization methods have created different profitable investment opportunities
for the penetration of foreign firms. Studies present various major types of privatization
methods like:

i. employee ownership programmes and management buy-outs (insiders privatisation);

ii. voucher (mass) privatization;

iii. salesto local and foreign strategic investors;

iv. privatization initial public offerings (PIPOs);

v. restitution (return of assets to either the original owners or their heirs). Mass or
voucher privatization. Eligible citizens can use vouchers that are distributed free or at
nominal cost to bid for stakes in SOEs or other assets. This method has been used
only in the transition economies of CEE. Problems: establishment of irresponsible
quasishareholders and transfer of state assets to few political “cronies” without
entrepreneurial and managerial skills, lack of finance resources.

Privatization through sale of state property. Government trades its ownership claim for an
explicit cash payment through direct sales (or asset sales) of state-owned enterprises (or
some parts thereof) to an individual, an existing corporation, or a group of investors. .

190



10" INTERNATIONAL CONFERENCE OF ASECU

Privatization initial public offerings (PIPOs). Some or a government’s entire stake in an SOE is
sold to investors through a public share offering. PIPOs are structured to raise money and to
respond to some of the political factors mentioned earlier.

Privatization through restitution. This method is appropriate when land or other easily
identifiable property that was expropriated in years past can be returned to either the
original owners or to their heirs. The major difficulty with this method is that the records
needed to prove ownership are often inadequate or conflicting.

Table 2 Privatization M ethods by Country

Country Classification  of | Year of | Primary Secondary
privatization privatization method method
Bulgaria Full 1993 Direct sales Vouchers
Croatia Mixed 1992 MEBO Vouchers
Czech Mass 1992 Vouchers Direct sales
Estonia Full 1993 Direct sales Vouchers
Hungary Full 1990 Direct sales MEBO
Latvia Full 1992 Direct sales Vouchers
Lithuania Mass 1991 Vouchers Direct sales
Poland Full 1990 Direct sales MEBO
Romania Mixed 1992 MEBO Direct sales
Slovak Full 1995 Direct sales Vouchers
Slovenia Mixed 1998 MEBO Vouchers

Note: Year of privatization was established based on EBRD information on Primary Method
of privatization and its privatization chronicle. Date of privatization is consistent with
primary method of privatization.

Sale of government or SOE assets, European Bank for Reconstruction and Development
(EBRD) provides a complex tool to measure the privatization by weighing seven key
variables: 1) privatization revenues (cumulative, in percent of GDP); 2) private sector share in
GDP (in percent); 3) private sector share in employment (in percent); 4) budgetary subsidies
and current transfers (in percent of GDP); 5) the share of industry in total employment (in
percent);6) the change in labour productivity in industry (in percent); and 7) investment/GDP
(in percent). The data cover two privatization indicators: privatization of small-scale
industries (EBRD-Small) and privatization of large-scale industries (EBRD-Large). Most
privatization techniques have been borrowed from private commercial practices, where
mergers and acquisitions are common Other methods, however, are specific to SOE
privatization and may have to be included in the privatization law if the government intends
to use them. Privatization by free distribution of shares to the population, or by issuance of
privatization vouchers or coupons, are perfect examples.
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THE DIFFERENCE BETWEEN PRIVATIZATION, RESTRUCTURING AND FDI:
THE ROMANIAN CASE

We will focus on the Romanian case of sequencing of restructuring and privatization
processes. Romania started in 1993 the Restructuring Process that dominated the
transformation of Romanian economy in the last twenty years. This process can be
structured in two waves with two stages each as follows:

The FIRST WAVE (FW) started in 1993 known as the “Large-scale corporate and financial
restructuring process” and consisted in two stages:

e a first stage of two exercises: a pilot program of 30 companies followed by a more
systematic exercise that included in excess of 400 companies and regies autonomes
focused on a “top-down” model of restructuring that was finalized with notable
results 1993-1995;

e second stage (for accurate quantification of restructuring results purposes) known as
“LARGE-SCALE PRIVATIZATION”(OWNERSHIP RESTRUCTURING” 1996-2000;

The SECOND WAVE (SW) started in 2001 and consisted in two stages as well:

o first stage 2001-2009 dedicated exclusively to the ownership restructuring
(privatization) of SME’s and few large-sized companies through direct sale and
initiated sale throuh IPO on the Bucharest Stock Exchange;

e second stage 2010-2013 that included three main categories: SOE for Stock
Exchange listing (Nuclearelectrica, Romgaz, Transelectrica, Fondul
Proprietatea,Transgaz etc., SOE for privatization and Special cases
(Hidroelectrica,Oltchim,CFR Marfa etc)

Naturally, starting even with the second stage of the FW and in both stages of SW the
restructuring process was based on a new paradigm, that ignored the involvement of the
state institutions in the micromanagement of the process and focused on a unique element
of a standard restructuring = the ownership restructuring.

THE IMPACT OF RESTRUCTURING,PRIVATIZATION AND FDI ON MACRO AND MICRO
AGGREGATES:

We focused in this paper ,too, on the Romanian case of sequencing of restructuring and
privatization processes in relationship with FDI. Romania started in 1993 the Restructuring
Process that dominated the transformation of Romanian economy in the last twenty years.

This segregation in waves and stages on the one hand and of the results of restructuring( in
immediate -short-term and long-term as result of the finalization of the restructuring
process through ownership restructuring in the second stage of the FW, on the other hand
gives us the possibility to better quantify the effects of the restructuring process in Romania.

A key result is that the effects of restructuring in both waves are positive, which provides
evidence in support of the structure-conduct-performance hypothesis, while at the same
time some relevance of the efficient-structure hypothesis cannot be rejected.
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Based on the segregation that we stated, we computed correlations with: Real GDP, FDI and
exports, BET index and EBRD: large scale privatization index, small scale privatization index,
government and enterprise restructuring index.
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CONCLUSIONS

Our study analyzed the differences between these two processes within the territory of
CEEC over the last two decades (1992-2013) in terms of: goals, patterns, institutions,
methods used, outcomes etc. Results of these processes have been analyzed in correlation
with the evolution of CEEC’s macro-indicators (FDI, GDP, Inflation Ratio, Exports) or micro
ones (Stock Exchange)

The large-scale privatization has emphasized a serie of challenges, that states the purpose of
this paper which is to create the framework for analysing restructuring and privatization as
methods of high-impact on macroeconomic indicators.

For most transition economies, the process of privatization has formed a distinct motivation
for FDI. Western multinationals are attracted to enter reforming economies during
privatization programmes by making acquisitions because prices are relatively low and
because of highly favorable tax policies or even subsidies associated with the privatization.

FDI has played an important role in enterprise restructuring in the whole transition region
during privatizations, in this way greatly strengthening the private sector and contributing to
structural changes..

We focused in this paper ,too, on the Romanian case of sequencing of restructuring and
privatization processes in relationship with FDI. Romania started in 1993 the Restructuring
Process that dominated the transformation of Romanian economy in the last twenty years.

A change of restructuring paradigm: switching from “pre-privatization restructuring” to
“ownership restructuring” starting with the second stage of FW.
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This segregation in waves and stages on the one hand and of the results of restructuring( in
immediate -short-term and long-term as result of the finalization of the restructuring
process through ownership restructuring in the second stage of the FW, on the other hand
gives us the possibility to better quantify the effects of the restructuring process in Romania.

A key result is that the effects of restructuring in both waves are positive, which provides
evidence in support of the structure-conduct-performance hypothesis, while at the same
time some relevance of the efficient-structure hypothesis cannot be rejected.

Delayed results of privatization that crystallized by the end of first wave did not deny the
principles that governed the first wave of restructuring process;

Significant improvement of macroeconomic results (GDP, FDI and exports) and stock
exchange (BET index) in the second wave of restructuring.

The restructuring process must be seen on long term basis, as its effects are correlated with
the macroeconomic results.

We analyzed also,the correlation between the restructuring results, followed by privatization
and the impact on macroeconomic figures (FDI, GDP, Inflation Ratio, Exports) or micro ones
(Stock Exchange)
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Table3—-Growth in real GDP

1995 1996 1997 1938 1999 2000 2001 002 2003 2004 2005 2006 2007
Estimate Projection
Central eastern Europe and the Baltic states
Czech Republic 5.9 42 07 -0.8 1.3 36 25 19 36 4.6 6.5 6.4 55
Estonia 4.5 44 1141 4.4 03 10.8 77 8.0 71 81 105 114 85
Hungary 1.5 13 4.6 49 42 5.2 441 4.4 4.2 4.8 4.1 39 25
Latvia 039 a9 8.4 47 a3 8.4 80 6.5 7.2 85 102 119 9.0
Lithuania a3 5.1 8.5 75 -15 39 72 69 103 7.3 7.6 75 72
Poland 7.0 62 71 5.0 45 43 12 14 39 5.3 36 6.1 65
Slovak Republic 5.8 6.1 46 42 1.5 2.0 32 41 4.2 5.4 6.0 83 85
Slovenia 4.1 a7 4.8 39 5.4 41 31 37 28 4.4 4.1 57 55
Average’ 55 4.8 5.1 3.9 35 4.3 2.5 26 4.2 5.3 4.9 6.2 6.0
South-eastern Europe
SEE-3
Bulgaria 29 94 -56 4.0 23 5.4 41 45 5.0 6.6 6.2 6.1 6.0
Croatia 6.8 59 6.8 25 -09 29 44 56 5.3 43 43 48 55
Romania 71 39 -1 -48 -1.1 21 57 5.1 5.2 85 4.1 77 65
SEE-5
Albania 133 91 -109 86 132 6.5 71 43 5.7 6.2 5.6 50 6.0
Bosnia and Herzegovina 208 860 370 156 9.6 55 43 53 3.0 6.0 5.5 6.2 6.0
FYR Macedonia 1.1 12 14 3.4 4.3 45 45 09 28 4.1 4.1 3.2 5.5
Montenegro 62 139 4.2 40 -67 31 €02 17 1.5 37 4.1 65 7.0
Serbia 6.1 78 101 1.9 -18.0 5.2 5.1 45 24 93 6.3 57 6.0
Avemge’ 6.0 2.1 1.3 0.6 -22 3T 4.7 4.9 4.7 7.0 4.8 6.4 6.1
Source: Transition report 2007 — European Bank for Reconstruction and Development
Tabel 4- Foreign Direct | nvestments
Cumulative
195 196 197 19% 9% 2000 a0 a0 003 204 2005 2006 207 | Cumdative  FDlinflows FOl inflows
Egimate  Projection FDlinflows  per capita per capita FDlinflows
1889.2006 19892006 2005 2006 05 2006
Central eastern Europe and the Baltic states (in'USS millon) (in USS min) (Us$) (Uss) (in per centof GDP)
Czech Republic 2531 1280 1259 3575 620 42 5474 8282 1814 3941 11630 4667 5200 | 57922 5680 | 1135 455 | 93 42
Estonia 199 11 180 E74 22 %4 M3 18 783 708 2282 560 600 | 6790 5048 | 1672 42| 161 35
Hungary 4772 338 3715 3070 3060 2151 3573 272 470 3542 5412 3055 3000 | 45738 4545 | 887 04| 49 27
Latvia 245 a9 515 303 1 40 114 250 286 56 603 1487 1100 | 5807 283 | 261 64| 88 74
Litwania 72 152 %8 91 478 a5 49 T4 142 510 689 1585 1000 | 6467 1902 | 201 466| 26 53
Poland 3617 4445 4863 6040 7280 9327 5804 3901 4284 12250 7013 10087 10000 | 81665 2142 | 184 263| 23 29
Slovak Republic 19 199 84 a4 01 1,897 1520 4130 737 1408 1951 3797 2600 | 17544 3255 | 63 05| 41 67
Slovenia 161 %7 03 2 59 2 158 A7 281 B8 47 1012|2852 133 | 44 -89 | 02 .09
Total 1,79 10068 11196 15086 18309 10486 17492 21650 8300 23234 20462 24810 24512 | 224588 3082 | 404 41| 54 40
South-eastern Europe
SEE-3
Bulgaria 9% 138 507 87 802 %8 803 876 2070 2879 893 5331 5380 | 1925 2497 | 510 692| 145 169
Croata 101 466 348 842 1393 1075 1188 580 19% 7% 1551 3170 3845 | 13623 3067 | M9 TM4| 41 75
Romania a7 M5 167 2079 1025 1051 1154 1080 215 6368 6587 11430 5131 | 3550 1636 | 303 5% | 67 04
SEE-5
Abania 89 97 4 45 51 1“3 07 1% 178 34 277 360 450 | 2008 65| &7 113 33 39
Bosnia and Herzegovina 0 0 0 100 90 146 119 266 382 608 550 420 1500 2,680 75| 145 11| 54 37
FYR Macedonia 10 11 30 128 2 5 78 %6 15 o 80 10| 168 814 49 15| 17 56
Montenegro na na na na na na 10 84 4 63 474 650 750 1,326 2,009 719 98 28 287
Serbia na 0 T0 113 12 25 185 475 1360 988 1481 4400 3000 | 987 1312 | 197 87| 61 153
Total 715 1127 2033 384 3505 3614 4088 3574 828 12116 14956 26112 20235 | 85966 1,684 | 208 52| &1 114

Source: Transition report 2007 — European Bank for Reconstruction and Development

199




10" INTERNATIONAL CONFERENCE OF ASECU

Tabel 5—Inflation

1995 1996 1997 1998 1999 2000 20m 2002 2003 2004 2005 2006 2007
Estimate Projection

Central eastern Europe and the Baltic states

Czech Republic 9.6 8.9 8.4 106 21 4.0 4.7 1.8 02 28 1.9 2.5 2.7
Estonia 29.0 231 1.2 81 33 4.0 58 3.6 13 30 41 4.4 6.0
Hungary 28.2 23.6 18.3 143 100 9.8 9.2 53 47 6.8 3.6 3.9 7.8
Latvia 35.9 25.0 17.6 8.4 4.7 24 2.6 2.5 19 29 6.2 6.5 8.0
Lithuania 39.6 24.6 8.9 5.1 08 1.0 1.5 03 -12 12 2.7 3.7 4.4
Poland 27.8 19.9 14.9 18 73 101 5.5 1.9 08 35 21 1.0 2.4
Slovak Republic 9.9 58 6.1 6.7 106 12.0 7.3 3.3 8.5 75 2.7 4.5 2.5
Slovenia 135 9.9 8.4 8.0 62 8.9 8.4 7.5 56 36 2.5 2.5 3.2
Median ' 28.0 21.5 10.1 8.3 5.5 6.5 5.7 2.9 1.6 3.3 2IT: 3.8 3.8
Mean' 24.2 17.6 11.7 9.1 5.6 6.5 5.6 3.3 2T 3.9 3.2 3.6 4.6

South-eastern Europe

SEE-3

Bulgaria 62.0 123.0 1,0820 222 07 9.9 7.4 5.9 23 6.1 5.0 7.3 8.0
Croatia 20 35 3.6 5.7 4.0 4.6 3.8 1.7 18 241 33 3.2 23
Romania 323 388 1548 59.1 458 45.7 345 25 153 19 9.5 6.6 7.0
SEE-5

Albania 7.8 127 332 206 04 0.1 3.1 5.2 24 29 23 25 3.0
Bosnia and Herzegovina na na na 0.3 34 5.0 3.2 0.3 086 04 4.0 7.0 2.5
FYR Macedonia 16.4 23 26 0.1 0.7 5.8 5.5 1.8 U 04 0.5 3.2 25
Montenegro 97.0 80.2 234 324 676 971 22,6 18.2 6.7 i 26 3.0 3.0
Serbia 78.6 94.3 21.3 295 3ra 60.4 911 el 13 95 17.2 125 7.0
Median ' 32.3 38.8 234 21.4 37 79 6.5 5.6 2.4 2.6 a7 4.9 3.0
Mean' 42.3 50.7  188.7 21.1 19.8 28.6 214 9.6 5.2 4.3 5.6 5.7 4.4

Source: Transition report 2007 — European Bank for Reconstruction and Development
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ASSESSMENT OF INSTITUTIONAL PERFORMANCE OF
RESTRUCTIRING AND PRIVATIZATION PROCESSES

Dumitru Dan POPESCU,
Costin CIORA,

Academy of Economic Studies of Bucharest, Romania

ABSTRACT

Experience of Romanian “pre-privatization” restructuring and large-scale privatization showed some
major elements that underlined new paradigms. Initial conditions, modes of restructuring and
privatization, institutional environments, and particularly the capacity of governments to regulate
determine efficiency outcomes. These important processes have created functional relationships
between institutions, correlated with the government strategy and specific legislation. New
specialized institutions have been set up (State Ownership Fund -SOF,Agency of Restructuring and
later the Office of State Participations and Privatization in Industry-OPSPI)

A comprehensive strategy and methodology for restructuring, encompassing both the corporate and
financial sectors, was put in place once the economic crisis in Romania is judged to be systemic in
scope. The extent of the restructuring, the required resources and timing became the critical issues.
The European Bank for Reconstruction and Development (EBRD) had governance and enterprise
restructuring as basic indicator of economic transition and defines it as effective corporate
governance and corporate control exercised through domestic financial institutions and markets,
fostering market-driven restructuring.

The shift in the role of Romanian government from a “top-down approach” for general restructuring
to “top-down” only for ownership restructuring was possible only after the critical mass of
companies has been privatized through the SOF (later transformed in the Authority for Privatization
and Management of the State Ownership-APAPS) and OPSPI . Thus, the residual number of
companies, were privatized or listed at the stock exchange during the second wave of restructuring,
started in 2001 and continued during the financial crisis. We noticed new instruments, specific to
privatization, that were used in the last five years: spin-offs, mergers and listing of minor packages of
stocks from SOEs. Series of performance-based indicators of the restructuring and privatization
institutions have been calculated .

Keywords: restructuring of SOE, privatization, liquidation, corporate governance, privatization,
economic crisis

JEL codes: D21, D23,D24, G28, G32,G34, L33, O16.
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INTRODUCTION

The purpose of this paper was three-fold:

* to do the assessment of the Restructuring and Privatization Processes in Romania
and the role of the institutions involved from 1992 to 2013 ;

* the analysis of the institutional performance of restructuring and privatization
processes;

* to underpin the correlation between the restructuring results, followed by
privatization and the impact on macroeconomic figures;

e to study the effects of restructuring and privatization on a representative number of
companies

LITERATURE REVIEW

The key for the success of the transition process in Eastern Europe is gradualism argues
Cohen (1993). He claims that a rapid transition will fail and the outcome will be massive
unemployment, bankruptcies, and social distress, ultimately requiring the intervention of
the state. In this view, the development of proper institutional structures, such as tax laws,
financial intermediaries, and capital markets, must precede the formation of property rights.

Economists who favor rapid transition are concerned with many of the same problems, but
claim the key is macroeconomic stability. Macroeconomic stability for them consists of low
inflation, economic growth, low unemployment, and stable fiscal and monetary policy. Sachs
(1997) argues that monetary growth, due to budget deficits, additional government
spending, and credit expansion, is the main cause of inflation. Bruno (1994) on the other
hand, argues that the monetary overhang and price liberalization that resulted in unstable
prices throughout Eastern Europe could have been less severe. According to Sachs (1992),
privatization of enterprises is important for a successful transition .Thus, he claims that
commercialization should be the first step toward privatization. Commercialization converts
the enterprise into a treasury owned joint-stock company. While Lipton and Sachs (1990)
favor a rapid approach they doubt that it will produce immediate increases in productivity or
managerial efficiency.

After commercialization, the next step requires the restructuring of the enterprises.
Although a logical course of action, this policy prevents the rapid implementation of reforms
within individual enterprises. Boycko and Shleifer (1993) argue that the prerequisite for this
step is the depoliticization of firms. In contrast, Blanchard et al. (1994) question whether
traditional Western stabilization methods can be effective in an economy where state
ownership prevails. In the neoclassical paradigm, the establishment of private property
involves three major steps in the following order: commercialization, restructuring, and
privatization. The main difference between the gradual and rapid approach in the
neoclassical transition process is not the agenda of issues, but the pace at which this process
is implemented. Examining Romania’s transition process reveals that the new government
has followed the neoclassical paradigm. It is also clear that after a decade of reform
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Romania’s attempt at a big bang approach has, as predicted, evolved into gradualism. In a
description of the legislation and government intervention that has occurred Daianu (2001),
Stan (1995), Earle and Sapatoru (1993), and Demekas and Kahn (1991) all claim that the
Romanian economy, under the rule of Ceausescu,was the most Stalinist regime in Eastern
Europe.

Frydman, Rapaczynski et all (1993) — discussed about legal and ownership structure,
institutions for state regulation, overview of privatization process and the initial
transformation of enterprises. Some authors refer to transition economies in the early
stages of transformation as a “weakly structured market economy” (Dobrescu 1996) or a
“previously centrally planned economy” ( Calvo and Fenkel 1991). Grosfeld and Senik (1996)
They were thinking that the change of ownership was a necessary and a sufficient condition
of capitalism. The literature on financial repression and financial reform provides a thorough
macroeconomic link between the development of financial markets and economic growth
(Fry 1982, 1993, 1995, Roubini and Sala-i-Martin 1992, Rayon 1994, Chang 1994). The need
for a closer analysis of the microeconomic roots of financial repression, however, is a new
approach in the studies of financial markets in developing and transition economies (Amrit-
Poser 1996, Popa 1998). Nicolescu et all (1996) — developed the” efficiency-based”
restructuring concept and Crum and Goldberg (1998) — analyzed restructuring as a complex
set of decisive measures in order to increase competitiveness.

The inter-enterprise arrears, as well as the bank, tax and wage arrears phenomena provide a
good example of a microeconomic problem in the financial markets of Romania . The
accumulation of inter-enterprise arrears can also cause inflation. Monetary control can be
defeated by firms that circumvent a tight credit market by creating their own liquidity
through trade credits (e.g. Daianu,1994) .Credit and liquidity constraints affect
indiscriminately viable and non-viable businesses, or, even worse, create adverse selection
effects — artificially sustaining large loss-makers and preventing new private firms from
developing profitable investment projects (see Bergl6f and Roland 1997 and 1998).

As shown in Croitoru and Schaffer (2000) for the case of tax arrears, an increasing real gross
arrears aggregate would be a sign that more and more firms are running into arrears. In
Romania’s case, the commitment of the government to economic reforms by liquidating
inefficient firms Stiglitz (1994, p. 238) would have extended mainly to state-run utility
companies because they were the biggest actors in accumulating enterprise arrears
(Santarossa, 2001; OECD, 2002).

Bowman and Singh (1999) classified restructuring activities into three categories namely
portfolio restructuring, financial restructuring and organizational restructuring. Kornai (2000)
considers that the pre-privatization restructuring serves as a useful screening device in order
to interest private investors, who buy the firms.

Debande and Friebel (2004) advocates for the firmly reestablishing of the State control of
SOE cause it avoids that (unproductive) managers abuse and divert capital or funds which
are for restructuring.Djankov (1998) — selected a sample of Romanian companies from the
period 1992-1996. He concludes that isolating programs have delayed restructuring
imposing budget constraints on loss-making enterprises.on the other hand Djankov (1999) —
studies the relation between ownership structure and enterprise performance in newly
independent states: Georgia, Kazakstan, Kyrgyz Republic, Moldova and Russia. He concluded
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that non-linear analysis showed some significant relation between different types of
ownership and enterprise restructuring. Fidrmucova (2000) made an analysis on channels of
restructuring on a panel of Czech companies and found that investment is not a significant
determinant of enterprise performance. Koh, Dai & Chang (2010) — examined the impact of
lifecycles on restructuring strategies. Distress firm’s access to different types of restructuring
strategies is limited by the lifecycle stage they are in. Frydman, Hessel & Rapaczynski (2001)
— followed the entrepreneurship and restructuring of enterprises in Central Europe (Czech
Republic, Hungary and Poland) and explained the market impact of ownership on firm
performance.Sterman (2002) analyzed restructuring as diverse activities such as divestiture
of under-performing business, spin-offs, acquisitions, stock repurchases and debt swaps.
Gibbs P.A. (2007) considers that restructuring means changes in the operational structure,
investment structure, financing structure and governance structure of a company.

THE ASSESSMENT OF INSTITUTIONAL PERFORMANCE OF RESTRUCTURING AND
PRIVATIZATION IN ROMANIA

The last decade of the past century was dominated by paradigmatic controversy on the
sequences of restructuring and privatization processes. The economy was registering
suboptimal economic performances characterized by severe declines in the GDP; huge losses
of the state-owned companies, and huge inter-enterprise arrears that accounted for over
35% of Romania’s GDP.

There were two main perspectives on how the transition process and privatization should
occur: (1) a gradual process or (2) a “big-bang” or “shock-therapy “approach to the
establishment of property rights.

Moving from a command economy to a free-market one is a complex process involving the
establishment and evolution of institutional arrangements that support a private property
rights system.

The solutions designed and managed by the macro decision-makers of the time (starting
with 1993) focused on a “top-down” model of restructuring , which precedes the
privatization process and were institutionalized and included in commun governmental and
international financial institutions programs (such as “stand —by” loans concluded with IMF,
IBRD, and EBRD, etc).

The "Pre-Privatization" process was designed to define the strengths and weaknesses of the
enterprise, put in place a program to enhance the strengths and minimize the weaknesses —
simply, the process identifies the risks and clarifies to some extent the value and with this a
"price" can be developed for negotiation with potential investors. Not knowing the value
and risk associated with an enterprise are the single biggest obstacles to privatization.

Experience of Romanian “pre-privatization” restructuring and large-scale privatization
showed some major elements that underlined new paradigms. Initial conditions, modes of
restructuring and privatization, institutional environments, and particularly the capacity of
governments to regulate determine efficiency outcomes. These important processes have
created functional relationships between institutions, correlated with the government
strategy and specific legislation. New specialized institutions have been set up (State
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Ownership Fund -SOF,Agency of Restructuring and later the Office of State Participations
and Privatization in Industry-OPSPI)

A comprehensive strategy and methodology for restructuring, encompassing both the
corporate and financial sectors, was put in place once the economic crisis in Romania is
judged to be systemic in scope. The extent of the restructuring, the required resources and
timing became the critical issues. The European Bank for Reconstruction and Development
(EBRD) had governance and enterprise restructuring as basic indicator of economic
transition and defines it as effective corporate governance and corporate control exercised
through domestic financial institutions and markets, fostering market-driven restructuring.

Fig.1 The waves of restructuring in Romania

Firstwave (1993-2000) Second wave of restructuring process -

of restructuring process Second stage (2010-2013)

Efficiency-Based Restructuring —a basic approach PO
(1)initial assessment of the enterprise vis-3-vis the sector, performance trends etc. in order to .
determine the level of financial distress Assessment and selection of consultants
(2)Further selective in-depth evaluation of an enterprise or group of enterprises through on-site - ;
reviews and use of *risk mapping techniques” to identify the most critical financial and operational Due-diligence analysis
issues.

T y

(3)Design mmm 2:“““'7'“" A‘,h';:‘“" ’"gl::d“‘?g operating costs Draft of a prospectus and file with exchange commission

! J

(4)Development and implementation of an overall longer-term financial and operational .
restructuring program in a cost efficient and timely manner. Stock exchange listing

!

(5)Debt restructuring and negotiation of conciliation ag its for bank, g and supplier
credits based on the initial assessment and projected cash-flows of the enterprise

Full involvement of government institutions that Government institutions are just involved in
coordinated the restructuring process. coordinating the restructuring, by launching the
tenders for selection of consultants and monitoring
all stages until listing.

23

This first wave has been followed by asecond wave starting from 2001 that included a
limited number of companies but of higher value and impact on the economy (biggest banks,
big industrial and energy companies, former regies autonomes etc. )

The second wave of restructuring meant a change of paradigm for companies in need of
restructuring, developed in two important stages, when SOE were listed at the stock
exchange, privatized or placed in a ,stand-by” process in order to be restructured. Thus, the
methodology of restructuring in the second wave has been retooled and correlated with the
evolution of the macroeconomic conditions and agreements with IFl's. The EBRD index of
privatization show a direct relation between the two waves, as Romania received a higher
value for this index as it moved to next level of restructuring and privatization.
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THE ASSESSMENT OF INSTITUTIONAL PERFORMANCE OF RESTRUCTURING PROCESS

The restructuring process of the state-owned companies in Romania started by the
Government Decision no. 301/06.29.1993 with an special surveillance program for some
companies selected on the basis of their critical financial status with a negative impact on
the Romanian economy, as a result of the accumulated outstanding debts to the suppliers,
banks and state budget. The first exercise included 30 state-owned companies from various
sectors :chemical, petrochemical, machine building, metallurgy, construction materials and
textile industries. The coordination of the overall process was in charge of a Restructuring
board made up of representatives of the Ministry of Finance, the Ministry of Industries, the
State Ownership Fund and the National Bank of Romania. The setting up of the Selective
Restructuring Division within the SOF led to the termination of the initial Restructuring
Comitee.

In order to increase the coherence and unity in the mobilization of the mechanisms,
operations and human resources required for the materialization of the restructuring
process — generator of the implementation of macroeconomic reforms and adjustment
options expressed by the Government, the Agency for Restructuring was set up by
Government Decision no. 780/1993.

Parliament

Mational
Commissio
n for

Mational
Bank of

Local administration department ]_

Ministry of Finance ]i

[ Ministry of Lakor ]—
1
[ Ministry of Incustry ]7ﬁ Agency for Restructuring ]

and Economic Reform

1
I
[}
1
[}
1
: [ Council for Coordination, Strategy J
]
1
[}
[}
1

Ministry of Agriculture and Food ]7 POF

Ministry of Transports ]_ MaP
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Fig. 3AR’srelationswith other entitiesinvolved in restructuring

TOTAL INDUSTRY TOTAL AGRICUL TURE GENERAL TOTAL AR
1995 1995 1995
Forecast Achieved Ya Forecast Achieved ] Forecast Achieved %
MEASURES — TOTAL ftechnical, :
L orpantationsl,mans = 1077 873 811% a7s 720 738% 2.052 1.593  T7.6%
1. OWI EFFORT (million lei)
1 Closed capacities (mil, lei output) 722138 3068767 4250% 13723 445685 32696%  T35.861 3.517.452 478,0%
Aszets leading to closing of capacities (mil. H
| ieito Salvage vane . 439324 . 300,869 740.193
3 Sales of assets (mil. lei) 27275 65495 238% 2750 3081 111,3% 30.025 9.556  31,8%
4  Lay-offs —total (no ), of whei (23.745) (19.796) B834% (3.427) (1.989) 58,0% (2TAT2) 121.785) B0,2%
—with Severance of 6 salaries (no.) (17667) (15249) 863%  (3427) (1.013) 296%  (21.094) (16.262) TT.A%
. OUTSIDE EFFORT
1 SOF credits (mil. lei) 213294 100390 471%  202.001 70474 39,3% 415295  179.364  43,3%
2 Bank credts (mil. kei) ) _ 365000 217.000 S59,0% 293,000 279.000 95 2% 661.000 496.000 75,0%
5 Budgst (recoveryfund) —total (Th. lei), of 175418 147263 839%  11.420 1431 12,5%  186.839  148.694  T9.6%
— for gas ard energy (mil. lei) 149333 129314 B65% 9157 1044  114%  158.490 130358  82.2%
— for seversnce payments (mil. lei) 26086  17.949 6885% 2263 3|7 1TA% 28.349 18336  64,T%
4 Conciation — total (mil. lei), of which: 1314956 843096 B41% 603992 SO03.376  £3,3% 1.918.947 1.346.472  T0.2%
a) I“gi';“ the state budget —rescheduled tex (mi. 320908 9671 996% 22646 20243  £94% 343555  339.914  98,9%
by  with banks (mil. le) 118324 112525 951% 351073 355499  9419% 499397  471.024  943%
) with the suppliers (mil. lei) 575722 410900  469% 200273 124634 622% 1.075.995 535534  49.8%

Fig.4 Synthetic effortsin 1995 for the commer cial companiesin the AR’ s portfolio
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The analysis undertaken by the Agency for Restructuring highlighted that the main causes of
the critical financial situation of the SOE under special surveillance were mainly related to:

the loss of traditional markets, especially of the former CMEA ones;

overcapacity;

overstaffing;

insufficient financial resources for carrying a normal activity;

the severe need to modernize the operating capacities in order to:
0 cut the specific material and energy costs with positive effects on cost

reduction;

0 improve the quality of products with positive effects on the competition level;
0 resolve the serious environment protection problems;

the lack of well defined strategies and actual business plans;

obsolete technologies;

low value added by product;

ineffective and unskilled management facing new market conditions;

inefficient in-house control systems;

high pressure of the unions and low labor discipline.

With a view to resolving the problems arising, all the FRP’s included:

actual measurable steps to reduce costs and improve collections;

credible projections to demonstrate how a positive cash-flow can be generated;
reducing dependence on the governmental financial support as subsidies and
guarantees for new credits;

the approval of equipment replacement and modernization costs in order to
increase incomes and decrease expenses without leading to capacity expansion or
new costly investments.

The FRP’s, as Figure 3 shows, provided for 1995 measures oriented mainly to:

closing of capacities representing the equivalent of a production worth 735,861
million lei;

sales of assets worth 30,025 million lei;

staff reduction of approximately 27,172 persons of which 21,094 with severance
payments totaling 6 salaries.

Additional measures were provided for which financing shall be supported by the SOF, the
Ministry of Finance and the banks as follows:

funds worth 415,295 million lei from SOF for modernization and technology
upgrading;

bank credits worth 661,000 million lei;

state budget allocation worth 186,839 million lei from the financial recovery fund
destined both to energy and gas payments and to severance payments totaling 6
salaries to the staff downsized per the FRP’s.

The work-out process was carried out by direct negotiation depending on the debtors’
payment capability and the creditors’ financial power.
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Of the total number of 120 commercial companies under special surveillance, in the
portfolio of the Agency for Restructuring, between August 25, 1995 — September 26, 1995 a
number of 115 commercial companies were conciliated (39 from industry and 76 from
agriculture); conciliation agreements were signed with the main suppliers and the financing
banks (BCR, BRD, BANCOREX, EXIMBANK) and also the Ministry of Finance signed
agreements for tax facilities.

Synthetically, the results of the conciliation process at the 115 commercial companies that
signed the conciliation agreement are as follows:

e of the total debts of 1,918,947 million lei on September 29, 1995, 1,343,664
million lei (71%) were conciliated;

e of the total conciliated debts of 1,343,664 million lei, 964,070 million lei represent
rescheduled debts to the suppliers, banks and the state budget (71.8%), 6,856
million lei represent reduced payment of the debts to the suppliers, banks and the
state budget (0.5%) and 372,738 million lei represent cancellation of penalties
granted by the suppliers, banks and the state budget (27.7%).

THE ASSESSMENT OF INSTITUTIONAL PERFORMANCE OF PRIVATIZATION PROCESS

The legal framework set up for the privatization included the following:

-Law 58/1991 regarding the privatization of commercial companies;

-Law 77/1994 regarding the associations of the employees and management of the
companies under privatization;

-Law 55/1995 for acceleration of privatization process amended by the Law 129/1995;
-Emergency Ordinance of the Government 15/1997 regarding the modification of the
Law 58/1991;

-Emergency Ordinance of the Government 88/December 1997 regarding the
privatization of SOE ,approved through Law 44/1998 and Government Decision
55/1998 regarding the approval of the methodological norms concerning the
privatization of the SOE and assets sale, as well as the Organizing and proper
functioning Regulation of the State Ownership Fund.

The privatization process in Romania has been quite heterogeneous, involving all the major
methods employed in transition economies: employee buyouts, mass privatization, and sales
to outside investors. The privatization process in Romania has been quite heterogeneous,
involving all the major methods employed in transition economies: employee buyouts, mass
privatization, and sales to outside investors.

The Management-Employee Buyout (MEBO) Method

Transfer of shares to employees, through giveaways or sales at low prices, has been a
common privatization method in transition economies due to the relative ease of
administrative and political implementation. The method is controversial, however, and
frequently alleged to be ill-suited to the restructuring demands of the transition. On the one
hand, insider privatization may improve work incentives, company loyalty, and support for
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restructuring. If ownership is widely dispersed among employees, it may also facilitate
takeovers by outsiders. On the other hand, employees may lack the necessary skills, capital,
access to markets, and technologies necessary to turn their firms around. Corporate
governance by employees may function particularly poorly when the firm requires difficult
restructuring choices that have disparate distributional impacts within the firm. MEBOs were
most common in the years 1994 and 1995, although employees continued to buy out their
companies through 1998.

The Mass Privatization Program (MPP)

The second major method used in Romania was mass (or “voucher”) privatization. As
elsewhere in Eastern Europe, the rationale for this method was that the speed of
privatization could be increased by overcoming the problems of insufficient demand due to
low domestic savings and reluctance of foreign investors (Earle, Frydman, and Rapaczynski,
1993; Boycko, Shleifer, and Vishny, 1994). These programs were intended to jump-start
domestic equity markets with a rapid release of shares, but with the risk of highly dispersed
ownership. The Romanian mass privatization program (MPP), carried out in 1995-96, had as
main features: in most companies included in the program, only 60 percent of the shares
were offered. In those deemed strategic, which tended to be relatively large firms, the figure
was only 49 percent. Even these percentages were reached in very few companies, due to
the peculiar asymmetry in the treatment of excess demand and excess supply in the
allocation procedure. The consequence of the MPP was inevitably an ownership structure
heavily dominated by the state, which usually retained a majority stake, with a highly
dispersed group of private owners. Shares allocated in the MPP were taken from the
portfolios of both the SOF and the five POFs, but the POFs could regain some shares if
citizen-participants in the MPP exercised their option to place their vouchers with them.

Privatization through Sales to Outsiders

The third major privatization method employed in Romania involved case-by-case sales of
large blocks of shares to outside investors. The most important methods were sealed-bid
tenders and auctions, in which not only the price offer but also the business plan,
investment and employment promises, and other considerations were taken into account by
the SOF in pre-selecting the buyer.

Privatization through Stock exchange

This type was used through :Romanian Stock Exchange,OTC(RASDAQ) and | nternational
Stock Exchanges

As an example,in the following table is represented the number of companies that have
been privatized and the methods of privatization used by SOF between 1992-2006:
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Table1l Number of companies privatized in Romania through different methods

After 1999 this process overlapped with preparations for accession to the European Union
in addition to the effort
communautaire, required transformation and adaptation of administrative capacity in favor
of the anticipation and management functions, with consequences for the effective

(2000-2007) which,

Year MEBO Tenders Auctions Stock Exchange TOTAL
1992 1 0 0 0 1
1993 25