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Abstract

This paper argues that the process of transition in Europe has a very strong
geographical dimension, resulting to new regional divisions at the European
level. It presents evidence that the adjustment of the Balkan transition econo-
mies to the international environment after 1989 has been associated with poor
growth performance, inferior economic and export structures, and diverging
productive bases. Our analysis suggests that the liberal trade policies that were
uniformly imposed by the EU had an adverse effect on countries with unfavor-
able initial conditions and unfavorable geographical coordinates. It also sug-
gests that a better understanding of the complex aspects of internationaliza-
tion of peripheral economies is needed, as is a ‘new policy consensus’ address-
ing the real barriers that prevent them from seeking a better place under the
globalized sun.
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1. Introduction

espite early euphoria about a rapid transition of Central and Eastern European
countries to western type of economies and levels of development, the 1990s
have been characterized by wide variationsin processes and outcomes.

Although the overall record is well below initial expectations and by no means
impressive, some transition countries have done better, managing to overcome the
initial shock of systemic change and at |east regain at the end of the decade their 1989
production levels. Most others were not so fortunate. Serious contractionsin output,
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repeated recessions and amix of policy and market failuresin anumber of countries
have resulted in amulti-speed and perhaps multi-direction transition process (Petrakos
2000, Petrakos 2001a, Petrakos and Totev, 2001).

Most early interpretationslinked the weak recovery of transition economieswith a
“reluctance” or “inability” of policy makersto exercise serious restructuring policies
(DeMélo, et a 1996, World Bank, 1996). However, other studies (Krueger and Ciolko,
1998, Altvater, 1998) have emphasized the importance of the ‘initial conditions’ ina
series of countries, which have had a negative experience during the first decade of
transition.

Theseinitial conditions refer to anumber of factors such as prior experience with
market institutions, level of development, degree of COMECON trade dependence
(Petrakos, 2002), regional conflicts, dissolution of national states and fragmentation
of economic space (Petrakos 2001a) and the quality of technical and social infrastruc-
ture (Skayannis, 2001). To thislist, one may add the relatively conservative nature of
initial EU policiestowardstransition (Kotios, 2001). These policies emphasized insti-
tutional rather than economic assistance and favored an allocation of funds that was
not in proportion to the actual problems faced by each country.

This paper intends to show that the process of transition in Europe has very clear
geographical coordinates, resulting in new regional divisionsat the European level. It
is now recognized that geographic features play a significant role in the economic
progress of any given country, influencing both the prospectsfor development and the
effectiveness of any set of policies (Sachs, 1997, Gallup et a., 1999, Galup and
Sachs, 1999, Petrakos, 2000). The examination of the geographic characteristics of
the transition countries shows that some of them enjoy more favorable conditions
than others, being closer to, and having common borders with the developed coun-
triesof Western Europe. This providesthem with apossible strategic advantage, which,
in thelong run, is expected to lead to a more intense interaction and integration with
the western centers of development. Thisis facilitated through intense trade, capital
flows, information flows, the spread of knowledge and technol ogy, the interaction of
peopl e, the adoption of successful organizational prototypes, and the adoption of im-
portant institutions and mechanisms, all of which are ‘transferred’ into the transition
economies from the West.

Theaboveisin linewith the argument that geography works positively and cumu-
latively for the countriesthat are favored by it and negatively for those that are not. To
the degree that this is true, the transition countries that are favored by geography
should be more devel oped and better placed in the new post-1989 economic environ-
ment. Geography and initial conditionstend to shape anew spatial division of Europe,
in which the Balkan transition countries occupy the last places.
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In the next section, the paper presents and discusses aspects of economic perfor-
mance and structure of the Balkan region, whilein thethird section the paper analyses
itstraderelations. The analysisin these two sections compares, with the use of aggre-
gate figures, the Balkan region to the Central European countries and the European
Union. In the last section the paper presents some concluding remarks and policy
recommendations.

2. Growth, Performanceand Structure

Although dataonindividual countriesarereadily availablefrom international organi-
zations, regional aggregatesrequirealittle exercise and aprecise view of what regions
need to be compared. We chose to compare the Balkan regiont with the Central Euro-
pean region? and the EU, in order to test our hypothesis that in the new European
economic spacethe Balkansare diverging in terms of performance and structure from
the average figures of the other two regional aggregates.

Table 1. Basic indicators of size, economic activity and welfare in Europe, 2000

GNP per capita (USD), Share of

Countries Area Population, 2000 GDP, 2000 2000 agriculture
billion in GDP
th.km®>  million density UsD 89=100 density UsD EU15=100 2000
(1) ) (3) (4) (5) (6) @) (8) 9)
EU-15 3,350 376.7 112 7,842.4 127 3,847 22,424 100 2
Transition countries 1,353 128.8 95 402.7 95 335 3,247 14 9
Central Europe 564 66.3 118 291.4 116 517 4,568 20 4
Balkan region 614 55.0 90 87.9 72 141 1,681 7 17
Total Europe 5,068 517.2 102 8,646.7 119 2,971 17,971 80 4

Sources: World Bank (2002), UNECE (2001).

1. The Bakan region in our analysis includes the following transition countries: Albania, Bosnia-
Herzegovina, Bulgaria, Croatia, Federal Republic of Yugoslavia, Former Yugoslav Republic of Macedonia
and Romania. Greeceisnot included in the Balkansin this analysisfor obvious reasons. Sloveniais not
included both by virtue of geography and choice. Should Croatia be also excluded, the figures of
performance and structure would be worse.

2. The Central European region in our analysis includes the following countries: The Czech Republic,
Hungary, Poland, Slovakiaand Slovenia.
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Table 1 provides aggregate regional figures for a number of critical indicators®.
First, some general information may be required at this point. In terms of size, the
Balkan transition countries occupy an areaof 614 thousand sg. km, which isequal to
18.3% of the size of the EU and a population of 55 million people, which isequal to
about 14.6% of the EU figure. For comparison, the Central European (CE) countries
occupy an areathat isrelatively smaller (564 thousand sg. km) and apopulation that is
relatively larger (66.3 million people). Theseregional differencesinland and popula-
tion size generate different population densities, the rule being that relatively central
regions on the European scale have higher densities than relatively peripheral ones
(Petrakos, 2001b).

Second, in terms of economic size or capacity, we observe in column (4) that the
Balkan transition countries had in 2000 a GDP figure that was equal to about 1,1% of
the GDP of the EU and a GDP density (a measure of productive use of resourcesin
column 6) equal to about 3.6% of the EU figure. For comparison, the Central Euro-
pean figures are 3.4% and 13.4% respectively.

Third, in terms of performance, we observe in column (5) that in the 1989-2000
period the EU has increased its GDP by about 27%, which amounts to an average
annual growth rate of about 2%. On the other hand, the transition countries present a
highly differentiated picture. Although in 2000 as a group they were still behind the
1989 level of GDP, the CE countries have recorded a much better performance, man-
aging to increase GDP by 16% in the 1989-2000 period. By contrast, the Balkan
transition countries are still behind, with GDP levels equal to 72% of the 1989 figu-
res*. Note that the contraction of GDPin the region has coincided in the 1990swith a
serious contraction of labor force due to strong migration movements (King 2000).
An East-West pattern of (mostly illegal) migration has evolved, where the countries of
originareall Balkan Transition countries, but especially Albaniaand the countries of
destination are all Western European countries, but especially Greece and Italy
(Kotzamanis, 2000)°.

3. Aggregating countries of different size, population, ethnic origin, etc., is always a problem, asin the
end each country is a unique case. However, the Balkan countriesjustify such an aggregation, not only
in geographical terms, but also in terms of a number of economic characteristics. As Table 1A (in the
Appendix) indicates, they share similar levels of development and have a similar economic structure.
4. GDP figures for the year 2000 are lower in the Balkan region than those of the year 1999, due to the
war in Kosovo.

5. Albania has lost due to emigration in the 1990s nearly 1/3 of its labor force, which has caused a
significant reduction of population. Bulgariaand Romania have also experienced a contraction of their
population due to migration, while other countries in the region such as Serbia, Bosnia, Croatia and
FYROM have experienced amix of emigration and immigration movementsin the 1990s, comprised by
ethnic minorities, refugees and internally displaced people (K otzamanis2000). On the other hand, Greece
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Fourth, in terms of welfare (measured by 2000 GNP per capitain column (8), we
observethat the transition countriesin Europe arefar behind the EU level, whichisa
little higher than 22 thousand USD. CE countries are in arelatively better position
with GNP per capita equal to 4,568 USD or 20% of the EU figure. The Balkan
countries have been less fortunate, recording GNP figures equal to 1,681 USD or 7%
of the EU level respectively. Even if these figures are adjusted for purchasing power
differences, the fact remainsthat a serious devel opmental gap existsin Europewith a
West-East and North-South character®.

Finally, in terms of economic structure, we see that in 2000 the Balkan region
maintains avery high dependence on agriculture and therefore a productive structure
that isreminiscent of earlier stages of development in Europe. As column (9) shows,
the EU and CE have similar low shares of agriculture in GDP (2% and 4 % respec-
tively), whilethe Balkan transition countries still maintain 17% of GDPin agriculture.
Earlier reports (Petrakos and Totev, 2000) indicate that in some Balkan countries the
share of agriculture in GDP has increased during the post 1989 period.

Thus, the experience of this decade has shown that not all the transition countries
have suffered the same fate, nor do they face the same difficulties today. The transi-
tion process has created (or uncovered) inequalities previously unknown in the Euro-
pean context, inequalities which exceed greatly those existing between the North and
the South within the EU. The most negative characteristic of the new economic space
is the increasing gap between the EU and the Balkan countries, and the lack of any
immediate prospect for its reversal (Petrakos and Totev, 2001).

Table 1 reveals that in transition countries in Europe there is a north-south (or a
core-periphery) divide, which parallelsthe onefound in the EU. In the EU the North-
ern and Western European countries are more advanced economically than the South-
ern European countries. In the CEE, the Visegard countries are more advanced than

has turned from a labor-exporting country in the 1960s and 1970s to a labor-importing country in the
1990s (Lianoset al., 1997). Infact, it has become the sol e recipient country in the region with immigrants
amounting to afigure closeto 1 million people, which isequal to about 9 percent of the population of the
country and about 12 percent of its labor force (Labrianidis et al., 2003). On the basis of immigrants’
applicationsfor legalization, it is estimated that about 65 percent of theimmigrants are Albanians, about
7 percent are Bulgarians and about 5 percent are Romanians. Overall, immigrants from Balkan countries
are about 77 percent of the total number and make up the large majority of immigrants in Greece
(Kavounidi, 2002, Labrianidis et al., 2003). It seems that in the new geography of migration in Europe,
the Balkans have experienced this phenomenon in arelatively more intense way, either as countries of
origin, or acountries of destination.

6. Note that the M editerranean countries comprising the * South’ in the EU (Greece, Portugal and Spain)
had in 2000 a GNP per capita figure equal to about 65% of the EU average. Thisimplies that the eco-
nomic divides characterising the new Europe may be more serious than those existing in the pre-1989
period.
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the Balkan countries. It is undoubtedly true that within the context of the profound
changes that are shaping the new Europe, the least progressin all sectorsisfoundin
the Balkans. On the basis of existing information, the new economic divide of Europe
istaking a northwest-southeast shape, with the southwest, the central and the north-
east regions occupying intermediate positions. On the basis of one recent estimate
(Petrakos, 2000), the Balkan countries will take twice as long as the countries of
Central Europe to approach the EU level of per capita GNP,

Can we establish in amore formal way the relation of performance under transi-
tion to geography?In Diagrams 1 and 2 we present the rel ation of GDP growth (1989-
2000) and GDP per capita (2000) to the geographical position of each country, mea-
sured by gravity index’. Thisindex isameasure of centrality and accessibility of each
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Diagram 1. The relation of GDP growth performance (1989-2000) to the geographical coordinates of
Transition countriesin Europe.

7. Following Petrakos (2000), we estimate the gravity index from the formula:
G =X (Pi/dij) +P  i=1,..,15(Transition countries), j=1, ..., 33 (All European countries)

where: P is the population (or market size) of each country j and dj; isthe air-travel distance between
the capitals of two countriesi and j. The term P, has been added in order to take into consideration the
distance of each country from its own market.
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Diagram 2. Therelation of GDP per capita(2000) to the geographical coordinates of Transition countries
in Europe.

country in the Pan-European economic space. Relatively high values of the index
indicate countrieswith amore central place, whilerelatively low valuesindicate coun-
trieswith a peripheral place in the European economic space.

Although the relation of geography to economic performance and development
may be more complicated than our diagrams suggests, it seems that more central and
accessible Transition countries have had a better growth performance and a higher
level of development. Thisfindingisinlinewith theanalysisin Table 1 and indicates
that the geographical coordinates of each country play a significant role in affecting
final outcomesin terms of economic performance. Countriesthat are better placed in
the new European economic space are ceteris paribus more likely to be faster grow-
ing and with ahigher development level than perimetric ones.

3. International economicrelations

Most trade theorieswoul d suggest that the post-1989 internationalization of transition
economiesisanecessary (inthe best case), or inescapable (in the worst case) process,
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which under certain assumptionsand conditionsresultsinimportant economic (though
not only economic) benefits to these countries.

Recently, however, the widely accepted perception that the liberalization of trade
is beneficial to all countries without exception (positive sum game) has begun to be
criticized at various levels. First of al, at the theoretical level the ssmple models of
international trade are beginning to be questioned by more recent ones, which take
into consideration imperfectionsin the market, the cumulative effect of economies of
scalein production, aswell astherole of transportation costs and geography on eco-
nomic relations (Krugman, 1991, 1994, 1995). The existence of production systems
that deviate from full competition (such as oligopolistic and monopolistic competi-
tion), and the development of internal and external economies of scale in production
processes can lead to trade relations between two or more countries which do not
contribute to balanced devel opment, but instigate acumul ative processthat can evolve
in favor of one country (and perhaps, but not necessarily) at the expense of another.

A second problem is related to the structure of trade relations between countries
that are at greatly differing levels of development. The liberalization of trade may
lead® less devel oped countries (or the South) to specialize in labor-intensive or raw
material-intensive products, and to import most of the productsthat embody technology
and high quality physical and human capital. Such adivision of labor (whichisconside-
red optimal by mainstream trade theories) does nothing more than confine these coun-
tries to intransigent and perhaps long-lasting underdevel opment, which hampers the
industrialization of their production system and maintains the gap between them and
the devel oped countries. Thus the most important problemsin North-South relations
are these intense inter-industry characteristics, which largely impose a geographical
division that does not favor convergence in the productive sectors or in the levels of
development.

Onthisbasis, the picture for theimpact of internationalization on transition coun-
tries is quite complex and does not alow simplification. On the one hand, recent
experience has shown that full-scal e tradeliberalization may be associated with a shift
towards inferior productive structures®. On the other hand, there is an agreement

8. Especially in the absence of FDI.

9. Here, the experience of Greece, which became a member of the EC (EU) in 1981 without any essen-
tial preparation, is perhapsindicative. During the entire decade of the 80'sand at least half the decade of
the 90's it experienced an abrupt increase in its trade deficit with the EU (which deficit, in monetary
terms, was not balanced by the inflow of EU funds), and simultaneously a significant contraction of its
industrial base, especially in sensitive sectors. These two parallel and interconnected devel opmentswere
due—among other things—to theinability of Greek companiesto withstand the competition from larger
and technol ogically more advanced European companies (Petrakos and Zikos, 1996, Petrakos and Pitelis,
2001).
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among experts that withdrawing from the international market can be quite harmful
for any country. It is clear that no country, especially a developing one, can be self-
sufficient. The example of Albania, which choseisolation for four decades and drove
its popul ation to a desperate level not found anywherein Europe today, indicates that
thisistrue. The sameis suggested by the imposition of trade sanctions by the United
Nations on autocratic regimes as ameans of exercising international pressurefor their
democratization. Isolation (or strong protection), thus, has serious costs.

The abovetendsto suggest that, although lack of tradeisaserious problem for any
less advanced or even advanced country, the type of trade relations, or the type of
integration into theinternational economy maters. Inter-industry trade, export depen-
dence on afew low technology sectors and unbalanced relations may reduce the long
term prospects of less advanced countriesto follow awestern type of industrialization
and devel opment.

K eeping in mind the advantages, opportunities, but also possibl e threats associated
with the internationalization of transition economies, we proceed with the examina-
tion of aggregate and sectoral trade performance of the Balkan countries. Besidesthe
figuresrelated to the Balkan region, we also present, for the purpose of comparison,
aggregate figures from CE countries and the EU.

3.1 Basic Tendencies in the International Trade of the Balkan Countries

In Table 2 we present the exports (X), imports (M), the trade surplus or deficit (X—M)
and the export-import ratio (X/M) of the transition Balkan countries, the countries of
Central Europe and the European Union for the period 1990-1999. In Table 3 we
present information that refers to the evolution of exports (X) and imports (M) in
relation to the base year (1990 = 100), the share of exportsin GDP, aswell astheratio
of trade surplus or deficit as a share of GDP [(X—M)/GDP].

On the basis of thisdatawe can make a series of observationsregarding the evolu-
tion of the trade relations of the Balkan countries as compared to those of Central
Europe and the EU. First of all, both the exports and imports of CE (especially at the
end of the period under examination) are significantly greater than those of the Balkan
transition countries, in spite of the fact that population in both groups of countriesis
roughly the same.

Second, we can observe that the countries of Central Europe reveal a greater po-
tentia in their foreign trade, as they more than doubled their exports (increase of
166%) and more than tripled their imports (increase of 240%) during the ten-year
period. The comparable increase in exports and imports for the transition Balkan
countries was 32% and 120% respectively.
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Third, in spite of the rapid increase in imports, the countries of Central Europe
maintained in 1999 atrade deficit as a share of GNP (-6.8%), which was|essthat that
of the Balkan transition countries (-11.3%).

Fourth, we see that the export orientation of the transition Balkan countries ex-
pressed by the export-to-GDP ratio (X/GNP) is lower than that of the countries of
Central Europe for the entire period.

Fifth, the ratio of exportsto imports (X/M) in the Balkan countriesis smaller than
that of the countries of Central Europe. This ratio denotes the value of products that
each country isableto export for each dollar of imported goods, and its evolution can
be taken as ameasure of competitivenessin international commodity markets. Thus,
in similar trade regimes, index values that are less than one and declining indicate
trade deficitsand limited potential for offsetting the penetration of foreign goodsinto

=1 = 1] a L1 [ u L]
TR | GO ]9

=T kal-l, T

Diagram 3. Therelation of GDP growth performance (1989-2000) to the Imports/GDP ratio (1993)
of Transition countriesin Europe.
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domestic markets. Conversely, index values greater than one indicate trade surpluses
and a more competitive production system?®.

Sixth, in contrast to the transition economies both in the Balkans and in Central
Europe, the EU-15 does not show atrade deficit, but on the contrary has maintained
an X/M ratio greater than one, and a trade surplus for eight out of the past 10 years.

There is a series of interesting conclusions from the above analysis, which are
worth discussing. On the one hand, transition from central planning to amarket economy
has been accompanied, without exception, by an increased deficit, owing, in large
degree, to the opening of these economies, to their [imited competitiveness and to the
collapse of asignificant part of their production base. Another factor, which may have
had a negative influence on the fate of exports from the transition countries, is the
‘Association Agreements’ that they signed with the EU. These agreements include
regulations on free trade that exclude a series of sectors and industries which are
‘sensitive’ for the EU (e.g. agricultural products, textiles, iron and steel, etc.), but in
which the transition economies had traditionally a strong presence and acomparative
advantage (Kotios, 2001).

The second general conclusion relates to the transition Balkan countries, whose
foreign trade record is less auspicious than that of the central European countries™.

Their lower rate of increase in exports, their lower ratio X/GNP and X/M, and
their larger deficits, suggest greater difficulties of adjustment to the new international
economic environment'2,

10. Obviously, this interpretation of the X/M ratio is not taking into consideration developmentsin the
capital market. Severa advanced countries (like USA) haveincreasing trade deficitsand still avery competi-
tive economy. In the case of transition countries however, capital inflows have been limited (and below
expectations), while the Balkans have almost been ignored by international capital. Asaresult, theevolution
of commaodity trade balances can be used as arough indicator of international competitiveness.

11. Trade flowsin the region have not been affected in a systematic way by exchangerate policies. The
reason isthat actual policies have varied widely in the region, with different countries adopting different
exchange rate regimes and following different policy rules (Rosati, 2000). At the one extreme, Bulgaria
and Bosnia have adopted currency boards, while at the other Albania and Romania have afreely float-
ing exchangerrate (Gligorov, 2001). The avail able experience tends to indicate that fixed exchange rates
have been more effective in eliminating inflation, especially at the early stages of Transition. It also
indicates they should not be maintained for long in a post inflationary environment, as they lead to
currency appreciation and increase trade deficits. In any case, the evidence does not provide a clear
picture about the impact of exchange rate policy on economic and trade performance. Different experi-
encesindicate that the actual ‘initial conditions’ prevailing in each country have played a decisive role
in affecting exchange rate policy rules.

12. Although the wars in Bosnia and Kosovo have certainly affected economic and export performance, it
would be amethodol ogical mistake to attribute most or all difficulties of the region to the war. Countrieslike
Bulgariaand Romania, that have not been directly affected by the war have faced similar problems.
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To what extent can trade liberalization and openness be responsible for economic
underperformance in the region? Diagram 3 presents the relation of GDP growth in
the period 1989-2000 and the Import-to-GDP ratio for the year 1993. It presents a
negative relation indicating that the countries with the weaker economic performance
had al so the higher degree of import penetration. Although causality may actually run
both ways, our diagram seems to suggest that openness and liberalization in weak
economies may have been one of the contributing factors in their economic
underperformance.

3.2 The Sectoral composition of Balkan Trade with the EU

The sectoral composition of trade of the transition countries, and especially the Balkans,
isof interest for two main reasons, which are related to the adaptation of their produc-
tion system to the opening of their economies. The first reason refers to the sectoral
differentiation or concentration of exports and is related to the breadth and types of
export specialization of acountry. The second reason—whichisdirectly related to the
first—refersto the types of relationsthat are established between the Balkan countries
and devel oped countries, especially the EU.

Thefollowing analysisis based upon Tables 4 and 5. Table 4 presents the sectoral
exports composition of Balkan Transition countries and Central European countries
tothe EU. It a so presentsthe sectoral composition of intra-EU exports. It isimportant
to examine the structural aspects of Balkan-EU trade because the EU has emerged as
the principal trade partner of these countries and because this relation involves part-
ners at different levels of development. Knowledge of the actual evolution of trade
structures will be helpful to evaluate on the one hand the future prospects of this
relationship and on the other the EU trade policiesvis-&-vis Transition countries. The
data refers to aggregate regional exports in three 4-year periods. 1988-91, 1992-95
and 1996-99. They provide sectoral exports sharesthat allow comparison of the Balkan
countrieswith Central Europe and the EU. Thefirst period describes more or lessthe
‘initial conditions' of the region with respect to its trade structure with the EU, while
the third period describes the structure of exports that has been shaped in arelatively
advanced stage of transition2,

The presented figures concern fourteen 2-digit NACE sectors and are based on
sectoral trade data provided by Eurostat (2000). Also, at the bottom of the Table are

13. We use 4-year period instead of the first and the last year of the period in order to minimise the
influence of random or irregular events as well as the volatility that characterises annual trade data. In
that respect, comparisons based on 4-year export figures are more safe.
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listed three general categories of sectors: consumer, intermediate and capital goods,
for which are also given their percentage share in total exports for the same periods.

Here we must point out that our sectoral analysisis restricted to exports and does
not include imports since our interest is focused on the adaptation of the production
system of the Balkan economies to the new conditions of international competition.
Asfor theimports, we can say that their sectoral compositionissimilar inall transition
countries, influenced by the extension and consolidation of Western type consump-
tion patterns.

How does the overall export structure of the Balkans compare with that of the
countries of central Europe and the EU? In Table 4 we observe, first of all, that CE
maintains agreater sectoral spread of exportsthan that of the Balkans. Inthe 1996-99
period it exhibitsasignificant export activity (sectoral share of exports above 10% of
thetotal) in five sectors, compared to three in the Balkans.

Second, we observe that CE exhibits a sectoral composition of exports that is
similar to that of the EU. If we examine the division of exports among consumer,
intermediate and capital goods sectors, we see that the Balkans have a composition
which differsconsiderably from that of the EU, while CE has onethat issimilar to that
of the EU. Where are the differences found? They are found basically at two points.
First, in the 96-99 period, the Balkan countries exhibited a large concentration of
exportsin the consumer goods sectors (58% of thetotal), and avery small concentra-
tionin the capital goods sectors (11% of thetotal). In contrast, CE and the EU exhibit
arelatively smaller concentration in the consumer goods sectors (32% and 27% of the
total respectively) and aclearly larger concentration in the capital goods sectors (41%
and 43% of the total respectively). In addition, while the tendency over time in the
Balkan countries has been to increase the share of the consumer goods sectors and
withdraw from the capital goods sectors, the tendency in CE and the EU has been
exactly the opposite'“.

Thus, it becomes evident from the above that the transition processfor the Balkan
countries has taken a completely different route from that of the CEE countries. The
Balkan countries started the process of transition with an export composition character-
ized by alimited share of capital goods sectors. Judging from the presented data, we
can say that at the end of the period this share has become even smaller. The Central
European countries, in spite of the fact that they started with an export composition
that was quite similar to that of the Balkans, haveincreased significantly the participa
tion of capital goods sectors in their exports. Thus, two different paths characterize

14. This trend must have been influenced also by EU cross-border FDI in Central Europe that tend to
influence the structure of CE-EU trade with their exports to home markets.
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Table 5. Index of Intra-industry Trade (11T) in the Trade of the Balkan and Central
European Countries with the European Union (2-digit sectors).

Region
ears Balkan Transition Central Europe EU
1988 0.48 0.46 0.97
1989 0.50 0.45 0.96
1990 0.54 0.47 0.97
1991 0.50 0.97
1992 0.52 0.51 0.97
1993 0.20 0.53 0.96
1994 0.16 0.56 0.96
1995 0.24 0.60 0.97
1996 0.28 0.61 0.97
1997 0.28 0.65 0.96
1998 0.25 0.69 0.97
1999 0.22 0.73 0.96

Source: Estimations from Eurostat (2000).

the transition process. While the Central European countries are devel oping an export
structure that is converging with that of the EU, the Balkan countries present an ex-
port structure that is diverging from that of the EU.

Thus, the expectations based on mainstream economic thinking about the potential
of markets to correct the structural weaknesses of all economies — irrespective of
initial conditions—and steer them to arapid convergence with the countries of the EU,
has been anything but realized.

The immediate and complete liberalization of international trade (which was the
undisputed goal of theleading transition school of thought and the EU aswell) simply
made more obvious the structural weaknesses (but also the faulty transition policy
choices) of the Balkan countries. The decline of exportsin the capital goods sectors
clearly reflects processes that contribute to the consolidation (and reinforcement) of
the North-South development and structural gap, not only within the EU but within
the transition countries of Central and Eastern Europe aswell.

In Table 5 we estimate the contribution of intra-industry trade between the EU and
the Balkan transition countries, between the countries of Central Europe and the EU,
and within the EU (i.e. intra-industry trade among the EU countries themselves) for
the period 1988-99. The estimation uses export and import datafor 2-digit sectorsand
is based upon the classic Grubel-Lloyd (1975) formula. The data presented indicates
the share of trade for each country that takes place within sectors (intra-industry trade)
for the period 1988-99. Obviously the residual percentages refer to trade between
sectors (inter-industry trade).
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Diagram 4. The relation of Intra-Industry Trade (1999) to the geographical coordinates of Transition
countriesin Europe.

We can observe that overall the transition Balkan countries exhibit atendency for
their intra-industry trade with the EU to decline over time. In contrast, the countries of
Central Europe have managed to improve considerably the share of their intra-indus-
try trade with the EU. Though they also began in 1988 with as low a percentage of
intra-industry trade as the Balkans (46% of their trade in 1988 was intra-industry),
they managed within a few years to develop their intra-industry trade with the EU,
increasing it to the level of 73%. Aswe have already explained, thisrelatively high
shareisduein large part to the proximity of the entire CE, without exception, to the
countries of the EU, which has allowed the development of cross-border trade rela-
tions. On the contrary, the Balkan countries have recorded ashare of [1T with the EU
that has remained low throughout the period, recording a figure equal to 22% in
1999%,

15. The abrupt decline of the IIT index for Balkan countries after 1992 is partly artificial and can be
attributed to the collapse of former Yugoslaviaand theidentification of Sloveniawith the CE and not the
SEE group.
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Though the explanation of thisdivergence between Balkan countriesand the CE in
relation to the indices of intra-industry trade is rather obvious, the depressing fact
remains: the Balkan countries are receding over timeinto trade rel ations with the EU
that have anincreasingly inter-industry character. Given the declining share of capital
goods industries in the exports of the Balkan countries, it is clear that this will lead
these countries to specialize in labor, and, in al likelihood, raw material intensive
sectors, insuring and preserving specialization in capital, technology and knowledge
intensiveindustriesfor the EU (but also for the CE countries). It isalso clear that this
new division of labor at the European level, which maintains and intensifiesthe struc-
tural divide of economies, not only between the West and the East, but also within the
East itself, has clear geographical coordinates.

Diagram 4 presentsthe relationship between theindex of intra-industry trade (1999)
and the gravity index. It showsthat the Transition countrieswith amore central place
in the Pan-European economic space and agreater proximity to Western marketstend
to have a higher share of their trade with the EU taking place within sectors. There-
fore, geography seemsto mater as far as the structural adjustments of the Transition
countries and their prospects for growth and balanced devel opment are concerned.

4. Conclusions

The preceding analysis has shown that the adjustment of the Balkan economiesto the
international environment after 1989 has been anything but satisfactory. Inferior growth
performance, weak economic structure, cumulative deficits, labor intensive export
structures, and low (and declining) rates of intra-industry trade, constitute factors
which imply a defensive type of adaptation, alimited and declining competitiveness
and economic systems which are diverging as much from those of the EU as from
those of the CE.

In arecent work, Jackson and Petrakos (2001) estimate the effects of structural
changes in the external trade of transition countries on the rate of recovery of their
economies. They find that countries characterized by export asymmetries have the
fewest possibilities for economic recovery. In other words, their entrapment in inter-
industry types of trade, the rapid withdrawal of their export sectors into labor-inten-
sive and material-intensive industries, and the excessive trade dependence on the EU
(with a parallel abandonment of every effort at cross-border trade) constitute struc-
tural rigidities which to alarge degree neutralize the devel opment efforts of awhole
series of countries.

This adjustment reflects worse initial conditions of transition when compared to
the CE, aless favorable geography and an unstable political environment with smol-
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dering conflicts related to inter- and intra-national arrangements that were not re-
solved prior to (or right after) World War 11. Under the weight of these factors, it is
clear that the Balkan countries had less potential to adjust to the competitive condi-
tionsthat wereimposed upon all the transition economies after 1989 by uniform mar-
ket liberalization policies.

Here exactly one finds the paradox, as much in the liberal approach, which sup-
ported immediate liberalization of trade, asin the policiesthat were finally chosen by
the EU. Whileit wasrather clear that there was not one single set of initial conditions
and processes of transitionin all the countries, asingle set of policieswasimposed. In
other words, irrespective of the type and degree of ailment, the therapy was the same
everywhere. The concept of ‘infant industry’ which has been taught for over two
generationsin universities, as an important reason for protecting ‘young’ industries,
does not seem to have convinced of the need for itsapplicationto ‘young' economies.
The liberal (Shumpeterian) choice to support restructuring through the * creative de-
struction’ forces of competitiveness and internationalization has brought, in the me-
dium term at least, serious negative results.

Thereisapolicy-related lessonin thisanalysisfor the EU: Restructuring and inter-
nationalization, the two basic policies of transition, must take into consideration the
conditionsand limitations of each economy, and be combined with discretion in ways,
doses and choices of temporal lead that will free domestic economic forces without
being fatal for many important elements of its productive base. This suggests that a
better understanding of the complex (and especially the negative) aspects of interna-
tionalization of peripheral economies is needed in order to approach a ‘new policy
consensus addressing the real barriersthat prevent them from seeking a better place
under the (globalized) sun.

Thereisalso alesson for economic analysis in this paper: The experience of the
Balkans showsthat the geographical coordinates of acountry (or aregion) can play an
important role in the process of development and integration. For some countries
geography may be an asset facilitating the right type of interaction with large markets
and advanced economies, while for some othersit may turn out to be a barrier. Inter-
national economic theory needs to provide a better understanding of the relation be-
tween growth, integration and geography, if we are going to hope for more reasonable
policy recommendationsin the future.

Thereis, finally, alesson for the development prospects of the Balkan transition
countries that have reasons to worry that the traumatic experience of market (and
policy) failuresin the 1990sis going to be decisive for their future. While geography
has certainly affected and continues to affect their performance, thereis no reason to
believein a‘geographical determinism’, or some kind of an inescapable process. Al-
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though in economicsthereis a (to some extent justified) tendency to use past experi-
ence in order to forecast the future, fortunately, in real life the future is not just a
projection of the past. People and countries learn from their past and also learn from
others.

The'initial conditions’ of history, geography and structure will of course continue
to play an important role, but they do not need to be the main determinants of the
countries performance. Theinternational development experience has shown some,
rare indeed, examples of less advanced countries that have managed to overcome
their disadvantages and escape or partially overcome ‘alagging behind destiny’. Al-
though each case is unique, one can learn many things from the experience of Korea
in the 1970s, Ireland in the 1980s, and Central Europe in the 1990s.

Certainly, the existing divides in Europe will be maintained for the foreseeable
future. Inthisline, the Balkan transition countries will be for a considerable period a
‘periphery inthe European periphery’. This status may not change easily, asthe Euro-
pean hierarchy of places has been practically unaltered for decades or perhaps centu-
ries. What can change however, isthe welfare of the people and the distance of each
country from the transition forerunners. Greece may still 1ag behind other EU mem-
bers, but its peopl e enjoy more affluence than in the past and are closer to the income
levelsof theaverage EU citizen. For thetime being, this prospect isthe best the citizen
of the Balkan countries can hope for.
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