DEVELOPMENT INTEGRATION AND FDIs IN THE BALKANS

By

Prof.  Mike Pournarakis


The end of the first decade of the systemic transformation for Central and Eastern Europe (CEE countries) shows a multi-speed transition process for the countries involved. It has become evident that the region of the Balkans, with the exception of Slovenia, lags behind the tempo of the transformation of the Central European Countries, and the Baltic States. Worse yet, the gap between the front runners and the South–Eastern Europe is increasing every time. Poor economic performance and instability characterize the post-1989 period for most Balkan countries. (Petrakos and Totev, 2001).

Table 1. (Please see end of paper)

Most of the attempts in the literature to provide explanations for the poor performance encompass inadequacies that range from the initial conditions to political, administrative, institutional and economic weaknesses (Hoey and Kekic, 1997). The adverse initial conditions and the defective political and administrative structure are the focal points to explain these delays in the first part of the 90’s. For the second part of the decade the factor “market failure” takes on more importance. The slow pace of market liberalization and the lack of adequate privatization attract the attention of the researchers (Pertakos, Christodoulakis, 1998). 


As the failure of the Balkans to transform continues into the decade of the 2000, researchers place more emphasis on more “basic” negative factors that seem to exhibit endurance over time. Geography and instability in the region surface as such factors (Petrakos, 2001). Geography, in a broad sense, includes market size of the Balkan countries, while political instability and ethnic rivalry implies lack of economic cooperation of the neighboring nations. An extension of this line of thinking leads to the question whether what is needed for the Balkans to successfully pursue the objective of economic transformation in the context of the eventual accession to the EU is more “togetherness”. In terms of the traditional trade theory this translates to economic cooperation in the form of economic integration.

This paper examines the question of whether such a proposition, for economic integration in the Balkans (e.g. Petrakos 2001, Jackson 2001) holds promise for the region in the near future. It contrasts different types of integrations and advances the position that under current circumstances “development integration” is a sine qua non  for the Balkans pursue economic growth that will allow convergence to the rest of Europe.

“Shallow” Integration in the Balkans ?


Obviously, the move to economic integration of the region can not possibly be viewed as last resort type of alternative in view of the failure of the policies applied so far. Considering that economic integration involves a compound policy-mix that is difficult to plan an execute, it makes sense that it should not be resorted to unless the region possesses a minimum of attributes for the undertaking such a development strategy.


In a way, the extremely low intra–Balkan economic activity at the present time (Petrakos 2001), implies that potentially economic integration could put into motion forces that could produce substantial benefits for the region. However, if economic integration is to lead to economic growth of a lasting nature in the region, it presupposes certain prerequisites some of which the regions does not seem to possess.


According to the theory of economic integration, the removal of internal trade barriers could bring about “trade creation” via specialization and division in labor on an inter-trade basis. Now, whether trade creation outweighs trade diversion depends on a number of factors such as the potential of intra–trade between the member countries and the degree on dependence on trade outside the region. 

Table 2


The experience of integration at low levels of development has shown that trade patterns in these regions offer little scope for trade creation and improvements of resource allocation. The region of the Balkans is no exception. Recent research on the subject (Jackson 2001, Petrakos 2001) show that most countries produce similar commodities that they export to industrial countries, mostly EU members, while intra–industry trade is hardly existent. Furthermore, most countries suffer from structural deficiencies with significant dependencies on agriculture, excess of labor resources and shortage of capital.

Development Integration

The shallowness of intraregional trade reflects a defective production base of the individual countries and the region as a whole. It makes sense, therefore, to turn to the roots of the problem if benefits can be reaped via integration. It is in this sense that development integration, which addresses this issue, comes into the picture in the case in Balkans.

The argument in favor of development integration centers on the “dynamic” effects of regional cooperation. Development integration places the emphasis on better efficiency on supply matters that can come about through the enlargement and improvement of the production base. The enlargement of the market is, of course, a basic prerequisite which, when combined with other attributes, could lead to optimum size productive units in the region.

In the following we will concentrate on what we consider the two basic prerequisites for successful economic integration in the Balkans i.e. : (a) infrastructure upgrading and restructuring and (b) capital formation, which includes foreign direct investment. We look into the two factors by way of comparison of existing conditions in the Balkans to those in the EU.

I.    INFRASTRUCTURE UPGRADING IN THE BALKANS:

THE NEED FOR SPATIAL INTEGRATION

In a broad sense, infrastructure comprises a large number of development ingredients. In our discussion below we will leave out the infrastructures which are more remotely related to the production base e.g. social and health infrastructure. We will concentrate on the more basic infrastructure of transport, communications and energy.

In all three areas the region of the Balkans is behind the rest of Europe in quantities and quality. The deficiencies in these areas are most obvious when viewed in the context of the convergence concept of the Maastricht Treaty built along the Transeuropean Networks axis in order to secure a single system of General Conditions of Production. Now, taking into account the different level of development of the Balkan region on these matters, there emerges the need for regional planning so that Balkans can be spatially integrated with the rest of Europe in these areas. 

How far behind are the Balkans compared to the rest of Europe in these areas of infrastructure? Using  data of the World’s Bank Development Indicators (1998) and Sicayannis (2001) for transportation and communications (Table 3) gives an indication of the dimension of the problem quantitatively and qualitatively. In both areas the Balkans lag behind the EU. 

Table 3 Transportation and Telecommunications Intrastructure Comparisons

	I. Transportation
	Balkans
	EU
	Balkans / EU (%)

	1. Road Network

	Percentage of Paved Road Network in kms
	58,00
	96,900
	59,8

	Motorways in kms
	246,00
	41,461
	0,59

	2. Railway Network

	Density of Railway Network (km per 1000 sq. kms)
	40,10
	53,000
	75,60

	3. Airport Infrastructure

	Airport Density (% ratio of paved airport in the countries’  area)
	0,26
	0,480
	50,40

	II. Telecommunications

	1. Telephone connections per 100 inhabitants
	20,27
	53,420
	38,00

	2. Mobile Telephone Connections per 100 inhabitants
	1,33
	20,700
	0,70


Sources: World Bank, Development Indicators (1998), Sicayannis (2001)

In the field of energy, the Balkans are in a relatively good position according to the same source and statistics. As a region, it possesses a relatively balanced energy system in terms of primary sources of production. Hydroelectric power in particular, presents a great potential in the region which rates No 2 in Europe after the Nordic countries. Coal is also in relative abundance while the natural gas network lacks adequate development. As expected, the Balkans are behind the EU in consumption of energy per capita. 

In sum, the defective infrastructure of the Balkans is primarily located in the road and railroad networks which need upgrading and expansion and in the field of communications where core work is needed with the adoption of digital technology. In the field of energy the Balkans rate quite high in terms of capacity and balance of primary resources. Obviously, what is lacking in all three areas is addressing the issue on a regional basis so that the Balkans will become spatially integrated in the Transeuropean Network according to the dictates of the single system of General Conditions of Production.

II. FOREIGN DIRECT INVESTMENT AS A  PARAGON OF ECONOMIC DEVELOPMENT AND INTEGRATION IN THE BALKANS

We turn now to consider the second  prerequisite for successful development integration in the Balkans, i.e. capital formation. We will concentrate on foreign investment, intra-regional and extra–regional.  

Foreign Direct Investment in the era of the “new economy”,  is considered as a sine qua non factor. Indeed, the dramatic rise in international production in recent years stands out as the most decisive factor in globalization of economic activity. Foreign Direct Investment has been growing very rapidly in recent years while international trade ceased being the principal mechanism linking national economies. It is rather the interlinkages of trade and FDI that influence the economic growth and welfare of countries in a global environment that undergoes continuous change. In this sense, FDI inflow is viewed as the essential link between national economies and in effect it is a measure of the extent to which a country or a region is integrating into the world economy. FDI is also of catalytic importance for the growth of domestic investment and the competitiveness of the economy.


FDI growth is unevenly distributed. Recent statistics (UNCTAD, 2001), show that 80% of total world FDI inflow is accounted for by the "Triad" which also hosts 90% of the world’s largest (in terms of  foreign assets) multinationals. In fact, 95% of total world FDI inflow and 90% of stocks are accounted for by the top 30 host countries. In the following, first we will try to explain the high concentration of FDI inflows. This analysis will help us discuss the problem of the Balkans concerning FDI activity in the area.

Integrated International Production

In recent years the process of international production of affiliate firms underwent dramatic changes both quantitatively and structurally. Structure wise, changes in FDI investment strategies have been in the center of new developments in international economic relations. In the following, we will single out some features of the recent trends in FDI activity world-wide and in the EU.

In the more distant past, the dominant factor motivating the manufacturing firms to invest abroad, was the search for export markets. FDI activity by these firms would be preceded by the establishment of foreign trading affiliates, foreign firms or licensing. Next, foreign investment abroad materializes when the foreign firm finds producing abroad more profitable than exporting home produced goods. Thus, investment abroad initially was motivated strictly by export–substituting policies.


Nowadays. the new world environment for trade and FDI’s makes it possible for the competitive firms to brake away from the above sequence that leads to export replacing investment abroad. The typical large size multinational firm engages in foreign investment projects in the context of an efficiency–oriented corporate system. The simple FDI scheme in manufacturing with stand alone affiliates give way to more complex relationships of regionally integrated production networks with considerable intra – firm trade flows among affiliates and with the parent firm capitalizing on the tangible and intangible assets in the corporate system. Each productive unit in this network, whether an affiliate or the parent company, could be viewed as part of a value added chain. Therefore, the location of the affiliate is decided on the basis of criteria of efficiency for the corporate system i.e. it is located where it contributes most to the overall efficiency for the corporate network.


This development was made possible thanks to the changed environment for international transactions. For one thing, the dramatic improvement in technology allows firms to process and communicate information at reduced costs. Also, in recent years there has been substantial liberalization of policies on trade and investment flows. These changes have helped FDI attain easier access to foreign markets of goods and productive factors. Furthermore, the size of national markets ceased being a decisive factor for the location of FDI since trade liberalization has led to substantial decreases in tariff and no –tariff barriers. The center of gravity in decision making on these matters has shifted to efficiency as it relates to cost differences between locations, the quality of infrastructure and the availability of skills.


When international production is viewed in the context of such regionally or globally integrated networks the role of the affiliate vrs the parent company is upgraded. No longer is it necessary home–based innovation and production to precede production abroad. Innovation and production can begin anywhere in the corporate system. This holds true particularly in the case of vertical integration where geographic dispersion of certain activities occurs in accordance with efficiency for the corporate system as a whole.

Uneven Distribution of FDIs In The European Union

The distribution of FDI inflow in the European Union is of special interest for our discussion. Table 4 shows the lack of a balanced distribution among the member countries of the EU. Both insiders and outsiders investing in the EU exhibit preferences for closeness to the center. The main member state recipients of FDI were the UK, France and Belgium/Luxembourg among the developed economies and Spain among the lower income countries. Greece and Portugal, the lowest per capita income countries of the EU and the ones further away from the “center”, experience a relative decline in FDI inflow over the last two decades. 

Table 4.


In order to better determine the extent of concentration in international production within the EU, one would have to examine FDI by sectors of production. Due to the lack of statistical data at the two and three digit level, we resort to M+A data, for which we have a more detailed picture. Although the data ignore greenfield investment, they can be used as a proxy for sectoral breakdown of manufacturing, considering that M+As constitute by far the largest percentage of  FDI activity in the EU.


Table 5 uses NACE 2- digit manufacturing sector breakdown of data for the member states. The data refer to numbers of M+A rather than value. It is evident that most M+A activity in less developed countries is found in the third category, especially in NACE 42 and 43 (textiles and clothing). In the case of Greece, for instance, textiles have attracted 38 cases of M+As. The advanced member states on the other hand have bigger representation in the second category, which is more technology intensive. NACE 32-36 (mechanical and electrical engineering) are the main targets for M+As in these countries.

Table 5

Percentage Distribution of M+A operations by sector in EU, 1986-95

NACE

	Country
	21-29

Non energy producing minerals, Chemical Industry
	30-39

Metal manufacture, mechanical, electrical and instrument engineering
	40-49

other

(food, textile, leather clothing, footwear, timber furniture)

	Belgium

Denmark

France 

Germany

Greece

Ireland

Italy

Netherlands 

Portugal

Spain

U.K.
	27

19

20

23

26

24

30

25

33

26

29
	31

45

38

37

10

23

38

34

20

27

44
	43

35

41

30

61

48

34

43

45

43

36


Source: European Commission, European Economy, No 4, 1996

The empirical findings on FDI activity in the EU are, for the most part, accommodated by the existing body of theoretical treatment of FDI activity. If  we use as reference framework for the theoretical consideration of FDI activity Dunning’s OLI concepts, we can see the impact of integration on the locational advantage. Now, in recent years, the original OLI concepts have been refined to reflect current developments, especially in the integrated international production of FDIs. Two points are of interest in the present context. First, the importance of non-physical aspects is stressed especially concerning ownership advantages. In particular, knowledge–based assets are considered of increasing importance as determinants of FDI ownership and location advantages (Markusen, 1995). Second, business strategy was added in the OLI configuration to account for the dynamic aspects of FDI activity. The more complex relationship of regionally integrated networks suggests increased interdependence among multinationals in dealing with location matters (Dunning, 1993a).


These additions to the OLI theory place the issue of location in the dynamic context of international production and help understand the complexity of the effects of regional integration on FDI. Before the formation of the Single Market (SM), FDI theory emphasized the fact the EC integration enhanced the locational advantages of countries in the EC and led to FDI for “tariff jumping” purposes. With the operation of the Single Market, there is a shift of emphasis to efficiency-seeking as a motive for FDI’s in the EU.


The new trade theories have come to help research on the issue of integration and FDI activity. Geography of productive activity is viewed as an extension of the new trade theory which introduced economies of scale and product differentiation as factors explaining potential gains from intra–industry trade (Helpman and Krugman, 1985). Krugman’s (1991) research brings into the picture geographical concentration due to economies of scale and decreasing transportation costs. Reduction in transportation costs may lead to concentration of production in one location with higher costs, but with economies of scale and better access to the market. This reasoning suggests that the periphery of an economic union is not necessarily favored for attraction of a new investment. Instead, a region with a head start in industrial production may become a pole of attraction of new industries.


The above seem to be in line with current developments on FDI activity in the EU. For the high income countries the availability of created assets such as well trained manpower and innovative capacity surfaces as one of the main determinants of location especially for high technology sectors. For the less developed regions of the EU, natural factor endowments are still critical locational factors of FDI inflow in basic production.


Although the new FDI and trade theories are not free of contradictions they are useful for predicting future trends for FDI inflows in the EU. Theory and evidence point to the duality problem of the EU with the high and low value-added  activities corresponding to the central core and the periphery respectively.

The Need for a Comprehensive FDI Policy in the EU

Our discussion suggests the need for a comprehensive FDI policy in the EU. To begin with, the problem arises from the complete lack of a comprehensive regulatory framework on FDI activity in the global economy. Unlike the fields of international trade and finance, international investment activity does not have to obey any general principals of a comprehensive agreement, especially after the failure of OECD’s negotiations for a Multilateral Investment Agreement (MAI) in 1998. It makes sense that the lack of an institutional framework  to facilitate the needs of the global economy can explain the usual tactics by foreign investors to circumvent economic policies of national governments. On the other hand, the current reality of international economic life suggests that proposals for such a comprehensive agreement  [e.g. Kline (1993)] cannot materialize in the foreseeable future. 


Now, given the differences in the nature and magnitude of economic problems faced by the member states, a supranational policy for inward investment in the EU could reduce the size and dimensions of the problem faced by the national states, members of the EU. In practice, however, due to the lack of an explicitly stated common policy on FDI inflow, individual states often resort to beggar–thy–neighbor tactics with frequent use of increased national subsides in order to recruit the type of multinationals that suit their developmental needs.


The inadequacy of EU foreign investment regional policy is more obvious and in part responsible for the uneven regional distribution of new inward investment and cross–border restructuring. Obviously, the less developed areas in the Union have not been able to capitalize on an EU policy instituted to bring the periphery’s competitive bidding for new FDIs up to parity and avoid present large scale dislocations. Instead, due to insufficient focus and lack of consistency regional FDI policy does not guard against unbalanced developments that can accentuate regional disparities.

The Poor Performance of the Balkans in FDI Inflow

Following our discussion above, it is no surprise that FDI inflow in the Balkans is extremely low, as shown in Table 6. The region of the Balkans simply does not posses the prerequisites that modern mentality of FDI activity requires. Even in terms of traditional factors affecting FDI location, the Balkans do not possess adequate attributes to attract large scale foreign investment activity. The traditional economic factors driving FDIs include large domestic markets, the presence of cheap labor and possession of natural resources. The last two, relative abundance of labor and natural resources are potentially the main poles of attraction of  FDI in the Balkans at the present time. However, as mentioned above, the importance of these factors is decreasing over time. To begin with, the role of  primary products in industrial activity is diminishing. Furthermore, new contractual extraction and marketing arrangement with national firms affect the location strategy of FDIs. Low wages also are becoming less of an attraction point for FDIs. The sophisticated production techniques and new technology lead the FDIs to shift of emphasis to skills rather than low labor costs.


As for the third traditional economic factor for FDI inflow, the large size of domestic market, the Balkans are in a disadvantageous position in more than one ways. Aside from the fact that the size of the national Balkan markets is small, both in terms of population and purchasing power the region suffers from the syndrome of fragmentation rather than unification. Rivalry and instability create distances between the countries of the Balkan area and make cross–border FDI activity all the more difficult.


As mentioned earlier, increasing competitive pressures and technological advances are the driving forces that lead the FDIs to efficiency considerations in their locational strategies. Technological progress, in the fields of transport, communications and information is all the more important in the geographical pattern of transnationals. Also, new management and organizational techniques supplement the factor of technology. Finally, liberalization of trade and productive activity enters as a third factor of crucial importance. 

Our discussion here suggests that a great deal of ground work needed in order  for the Balkans to attract large scale FDI activity in the area. Of the traditional factors of FDI location mentioned above, only one, cheap (mostly unskilled) labor, is available. This is the strong point of the region in this respect that can be taken advantage of. However, given that the new determinants of location (technological progress, new management and organizational techniques and liberalization policies), suffer from severe atrophy, low wages as a factor by itself is a weak pole of attraction.


The  conclusion that comes out of the above discussion is that development integration of the Balkans emerges as an economic policy alternative that would help the area overcome its stagnation trap. Development integration could be relied upon to gradually produce the necessary preconditions for FDI inflow. We saw earlier that technological progress in the fields of transportation, communication and energy, by far the most important new determinants of FDI location, require regional treatment in order to integrate the production base of the Balkans into the pan-European development and growth strategies. The enlargement of the market and liberalization of trade, which is seen as a by–product of this process, could strengthen the area’s traditional factors of FDI location. This in turn will allow maximization of benefits from what is currently the strong bargaining point of region for FDI inflow, i.e. low labor costs.

A Two –stage Regional Investment Policy

The Balkan countries are behind in the new trends of national policies to attract FDI inflow. The highly competitive climate that prevails in the last decade reflects massive revisions of the investment regimes to create a more favorable environment for FDIs through regulatory changes and liberalization measures. A large number of bilateral investment treaties between countries at all levels of development as well as regional agreements have set the stage for a new liberalized investment regime that requires certain rules of conduct in both sides.


The Balkans, having lagged behind in this race for FDI attraction, are called upon as a region to agree on an investment regime, to incorporate FDI more fully into their development strategies. Regional Investment policy could follow in two stages. Realistically, and in view of the experience of Greece as an FDI host country, during the first period new FDI policies should focus on intra- regional rather than extra–regional inflows. Thus, regional private investment in the form of cross–border joint ventures of M+As could be encouraged in the context of development integration. Furthermore, the larger production and resource base, which is going to come about as a result of development integration, can be taken advantage of by domestic companies wholly owned by nationals of member countries.


This regionalization of investment would require revising of national laws to comply with intraregional agreements which would facilitate factor mobility in the region. Large scale revisions of domestic legislations on taxation, labor and capital markets, foreign exchange regulations, taxation etc. will be required to promote regionalization of investment activity and to ensure equal treatment of regional companies and domestic firms.


During the first period, promotion of regional FDIs may require deviation from the rules of national treatment and most favored nation treatment in FDI. The target would be to design a system that would treat regional enterprises the same as natural companies. Such national treatment for regional FDIs may need to proceed on a gradual basis. Starting with preferential treatment of regional treatment, the ultimate objective in this first stage of development integration would be the adoption of Balkans laws that apply to all regional  investment. 

The duration of the first stage of development integration is open ended. The end of this stage will occur when the region has accomplished the objectives of a). upgrading infrastructure and b). liberalizing and harmonizing investments rules in the region. In addition, during this period liberalization of the movement of goods, services and productive factors will have led to an adequately unified market.


This process of gradual maturity is expected to be accompanied by an inflow of extra regional investment. Based on our discussion above, the prospects for large scale FDI inflows in the early stages, are not good. The experience of Greece on this issue suggests the need for the European Union to make commitments in favor of the Balkans with the express purpose of improving the attractiveness of the region for FDI inflow.


Similar commitments on the point of the Balkans are expected in the way of macroeconomic policies to stimulate intra regional investment and attract FDI inflows. Such policies would have to promote private sector development through linkages with the EU firms. Improving the institutional framework is also of critical importance. Harmonizing investment rules and providing investment protection mechanism are top priorities in this respect. 

The issue of performance requirements is another important link in the long process of screening and negotiations for FDI inflow. The issues at stake that usually arise relate to a) location of headquarters, b) employment of nationals, c) extent of equity participation d) transfer of technology and e) trade–related investment measures such as : domestic content, ratio of exports to total scales.  

Greece, in its dual capacity as an EU member and as a Balkan country, is expected to play a role of crucial importance for the successful development integration of the Balkans. To begin with, as an EU member, Greece can play ambassadorial role in coordinating decision and action taking in both sides, the EU and the Balkans, on matters pertaining to the role of FDIs in development integration.


The EU side, could authorize the Greek authorities to implement the resolution of the European Parliament, adopted on January 15, 1999 on a European Code of Conduct for European Enterprises Operating in Developing Countries. Among other things, the resolution includes the following: a) It emphasizes that “voluntary codes of conduct by business cannot replace national rules”, b) a proposal for “the provision of development cooperation and technical and financial assistance to developing countries to help ensure that international standards are incorporated in their laws”; “suggestions for the improvement of consultation and monitoring mechanisms of European Company operations in third countries and the development of a system of incentives for companies complying with the relevant international standards”, c) a recommendation that, “in the negotiations of investment agreements, the European Union should contribute to establishing not only rights for  TNCs, but also duties in the fields of environment, labor and human rights”.

The coordinating task of Greece would be a difficult one to the extent that the individual countries have adopted FDI-specific laws that differ in pace and nature of FDI liberalization. The need is obvious for the establishment of a regional Office of FDI inflow. Such an agency in cooperation with the appropriate governmental institutions of each country could provide the guidelines for establishing a regulatory framework for intra and extra-regional FDIs. Such a harmonization of foreign investment regimes could lead to a policy framework for FDIs that would enable targeting types of foreign investment that better suit development integration of the region. 
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