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Abstract

This research explores the effectiveness of the Washington Consensus (WC) programme as a
mechanism for improving national welfare in transition and emerging economies. The
programme, so named, by Williamson (1989) who coined the phrase to explain the influence
of the International Finance Institutions (IFI) on the development of the world economic order.
The view emanating from the WC is that there is a universal panacea, which improves national
welfare wherever it is implemented. Research to date has tended to focus on specific regions
of the world and, as a result, any analysis of the WC is limited by the distortions of different
economic paradigms, cultures, religions and political ideologies. This thesis argues that, in
Eastern Europe, a region exists which, coming from the same economic, political and
ideological paradigms, has now split into three identifiable groups (the new member states of
the European Union; the Balkans; the Commonwealth of Independent States). These countries
are at different levels of transition but have adopted all or some elements of the WC
programme. The internalisation of the WC paradigm by the European Union (EU) provides
further justification for using these countries as an appropriate vehicle for analysis. The
existence of this group transcends the normal restrictions of cultural, political and ideological
beliefs and serves as a natural experiment when comparing member and non-member states.
One of the key elements of economic growth is firm performance and the research uses survey
data from The Business Environment and Enterprise Performance Survey, together with
further descriptive statistics from the World Bank and Transparency International, to evaluate
productivity and profitability of firms in transition states. Firms within and outside the
European Union are compared using matching models, with key conditional variables based
on the paradigms of the WC programme. The analysis is conducted on the full sample and
disaggregated into the manufacturing and service sectors. The results indicate that there is a
positive benefit to firms with accession to the EU, leading to productivity and profitability
improvements and performance advantages over those in non-member states. Foreign direct
investment directly benefitted those which became investee firms, with little evidence of
spillovers to domestic companies. The vertical nature of the investment with an emphasis on
international production networks which utilise significant levels of foreign inputs, infers
protection of intellectual property and a reduction in value added, with results indicating a
failure to achieve an export multiplier. There is evidence of substantial benefits accruing to
firms in receipt of loans, but the apparent paucity of their availability may imply market
failure. The gains made by innovative firms do not appear to do justice to the initiatives
undertaken and may indicate a dilution of national innovative capacity. The independent
study of the Balkan region reveals most of the benefits accruing to the service sector
concentrating on domestically based development and a lack of focus on exporting. In terms
of policy implications, the attraction of FDI led states into a competitive environment which
in turn resulted in corporate state capture, gearing taxation and infrastructure to the demands
of the foreign investors. The asymmetric development of infrastructure and institutions has
had a detrimental effect on national welfare, which, allied to the need for improved financial
intermediation, reveal key policy implications for any future European enlargement.



Table of Contents

1. LISt OF TADIES....eiiieece e e 10
2. LISEOF FIQUIES ..o 11
3. Chapter 1 INtrodUCTION .......oiviiiiiiiieiceec e 13
1.1 BACKGIOUNG ...t 13
1.2 Research Question and PhiloSOPNY .........ccccveiiiiieiieie e, 18
1.3 Relevant ECONOMIC TNEOTIES.......cveieieieiieiiesie s 20
1.4 Empirical Methodology — TWO APProaches .........cccccveeverieneeieseese e, 25
1.5 TNESIS SEIUCIUIE ....evevieie ittt ettt 26
1.6 Contribution to Knowledge and Literature............cccocvevveieeieeieseece e, 31
1.7 CONCIUSTON ...ttt bbb bbb 33
4. Chapter 2 LIiterature REVIEW .........cccciveieiieciecie et 35
2.1 INEFOTAUCTION ...ttt bbbt 35
2.2 Washington Consensus Programme ...........cccveveeeiieeiieeiiesieseesee e e e sne e 35
2.3 A Political and Sociological Perspective of Neoliberalism.............c.cccccocvenn. 42
2.4 The Internalisation of the Washington Consensus within the European Union
................................................................................................................................ 44
2.5 The Transitional Countries and PrOCESS .........cccvvviirieieieie e, 46
2.6.1 European Union Membership ........ccccovieiiiiiic e 52
2.6.2 FIrM OWNEISNIP ...uiiiiiiiieieestee e 55
2.6.2.1 Firm Ownership: Age and SIZe.........ccooeviiiiiniiieenese e 57
2.6.2.2 Firm Ownership: Foreign Direct INVeStMeNt.........ccccoevvvenviininiieiennn 59
2.6.2.3 Firm Ownership: PrivatiSation............ccoviiiininieiee e 62
2.7 EXPOITS. ...ttt 64
2.7.1 Exports: International Production Networks ..........ccccceoeveienenieninieieenen, 65
2.8 LLOANS ..ttt bttt b e b e e nnes 70
2.9 INNOVALION......eiiiiiecicse ettt esreeee s e sneeteeneenrees 72
2.10 SEIVICES ...veueeiieieeetie ettt te sttt e st e et e e e s e eteestesntenteeeeereenneeteaneenres 72
2.1 INSEITUTIONS ..ottt esre e e e ereesneeteaneenreas 74
2.12 Measurement of Firm Performance..........occovviiiiiiinie s 80
2.12.1 Productivity and Profitability ............cccoveiiiiiie i 80
2.13 The WeStern Balkans...........ccoiiiiiiiiiiie e 83
2.14 The RESEAICH Gap ...ccveeveiieiiieie sttt 87



2,15 CONCIUSTON ... s 91

5. Chapter 3: Data and Variable DesCription ...........ccccooeieneninenininieeeeees 93
200 [0 oo [0 od o] o ISP UTURTRTR 93
3.2 BACKGIOUNG ...ttt 93
3.3 Business Environment and Enterprise Survey Data............ccocovriiiiicicenen, 96
3.4 Data Cleansing and OrganiSation .............ccccoerereeieiiene e 100
3.5 World Bank Development Indicator (WDI) and World Bank Governance

INAICALOT (WG ..ot ne e 102
3.5.1 World Bank Development INAICAtOrS ............ccoviieieieneniiescseeeeeee, 102
3.5.2 World Bank Governance INdiCators ..........ccoovereriieieenesiesieseeie e, 108
3.6 Transparency International Data .............coceveiiiiiiiene e 116
3.7 Variable SEIECHION ......cveiieiee e 119
3.8 DESCIIPLIVE SEALISTICS ....c.viviiieiieiieieesee e 129
3.9 CONCIUSION ...ttt et bbbt es 130

6. Chapter 4 — Firm productivity in transition countries: evidence from Inverse

Probability Weighted Regression Adjustment (IPWRA) ........ccccvoveieenen. 132
o A Yoo [0 Tod o] o USSP 132
4.2 Inverse Probability Weighted Regression Adjustment Model ....................... 134
4.3 Empirical APPHCALION .......ccveeiiiic i 142
4.4 ANAIYLICAl FOCUS......cueeiiiiiecieeie ettt 144
4.5 Comparison of Absolute and Relative Effects in the Full Sample of EU
Membership and Selected Treatment Variables............cccccovvvviiiieviiiciiccecen, 145
4.5.1 EU membership and LOans..........ccccceeveiieieiie e 146
4.5.2 FOreign OWNEISNIP .....ocvviiiecie et 148
TR {0 1 TR PPRTPR 150
4.5.4 Research and DeVelopmeNt ........ccoviieiii i 151
4.6 Comparison of Absolute and Relative Effects in the Manufacturing Sample of
EU Membership and Selected Treatment Variables ............cccccevvevieiiieiiecnnene, 152
4.6.1 EU membership and LOans..........ccccoveiiiiiieiii e 153
4.6.2 FOreign OWNEISNIP ...ocvviiiiciie s 155
4.6.3 EXPOITS . .eiieiiiie ittt 157
4.6.4 Research and DeVelopmeNt ........ccoviveiie i 159

4.7 Comparison of Absolute and Relative Effects in the Service Sector Sample of
EU Membership and Selected Treatment Variables ............cccoceevvevieiiieiie e, 163



4.7.1 EU membership and LOANS..........ccooiveiiieiiiiin e 164

4.7.2 EU membership and Foreign OWNership.........ccccceveneieninennnieeee, 168
4.7.3 EU Membership and EXPOrt ...........coiiiiirininieienesc e, 169
4.7.4 EU membership and Research and Development................ccocvviiiennenen, 171
4.8 CONCIUSTON ..ottt bbbt 172

7. Chapter 5 — The Determinants of EU Membership on the Performance of
Firms across the Productivity and Profitability Distribution Curve Using a

Quantile Treatment EStIMALOr.........cccooviieiiiii e 177

5.1 INTOTUCTION ...ttt sre e enes 177
5.2 Quantile Regression Methodology ..........cccceeiiiiiiiniiiice e 180
5.3 ReSUIES aNd ANAIYSIS ....c.veviiiiiiisieiieee e 183
5.4 The Effect of EU Membership on Productivity ..........ccoceeeviniiniinienne 185
5.4.1The FUll SAMPIE.....ooii e 186
5.4.2 The Manufacturing SamPpIle ..........cccooeiiiiiiiiiieeee e, 188
5.4.3 The Service Sector SamPple ..o, 190
5.5 The Effect of EU Membership on Profitability..........cccooeiinniniien 192
5.6 The Effect of Ownership on ProductiVity ...........cccccceevevieieiie e, 197
5.7 The Effect of Ownership on Profitability.............cccccoviiiiiiiiiccc e, 206
5.7.1 FOreign OWNEIShIP ..veocviiiiiie e 207
5.7.2 DOMEStIC OWNEISNIP...cviiiiieiciecc et 210
5.8 The Effect of EXports on ProductiVity...........ccccccovveveiieiieie e, 212
5.8.1 The fUll SAMPIE.......ooiee e 212
5.8.2 The Manufacturing Sample ..........cccovveii i, 214
5.8.3 The Service Sector SAMPIE........cccoovevieiiiie e, 216
5.9 The Effect of Exports on Profitability............ccccooeiiiiiiic e, 217
5.9.1 The Manufacturing Sector Sample ..........cccooveiiiiiciie e, 219
5.9.2 The Service Sector Sample ... 220
5.10 The Effect of Loans on ProduCtiVity ...........ccoccoeeriniiiieneiencseseseeees 222
5.11 The Effect of Loans on Profitability............ccocooniiiiiiiiiiee 227
5.12 The Influence of Control Variables on Productivity ............cccoevvviivniennne. 229
5.12.1 Firm CharaCteriStiCS ... .couviieiieieiiesieeie e sie e se e sae e nne e 229
5.12.2 AQE OF FIMM it 230
5.12.3 SIZ8 OF FIIM .o 231



5.12.3 SUMMBIY ..ottt sttt ettt et e e e e et e e snn e et 233

5.13 The Influence of Control Variables on Profitability..........c.cccoceviiiinnnn 234
5.13.1 Firm CharaCteriStICS ......couuiiriieiiiiesieeie et 234
5.13.2 Age and Size of Firm - 2005.........ccoooeiiiniieiese e 235
5.13.3 (c) Age and Size of Firm - 2013 .....ccooiiiieiieeeesee e 236
5.13.4 Macroeconomic Variables ...........cccovveiiiieiieiene e 238

TN 2 0] o [ 1] o o USRS 239

8. Chapter 6 - Firm Performance in the Western Balkan States ...................... 245

T A 1 0o [ od £ o o USSR 245

6.2 Methodology and Variable Selection ............c.ccccvveviiieiieve s 246
5.2.1 SUMIMAIY ...iiiiiiiiie it ettt e et e e st e e s bb e e beeeannes 246
6.2.2 Variable SEIECTION.........cccoii i 248

6.3 IPWRA RESUILS ..ot 250

6.4 Results for Quantile ANAIYSIS..........ccvivieiieiiiiieie e 254

6.5 The Quantile Estimator Results with Loans as the Treatment variable ......... 260

6.6 CONCIUSION ..o bbb 264

9. Chapter 7 CONCIUSION ........ccviiieii et 269

% 1 oo [0 od A T o USSR 269

7.2 Contribution to knowledge and debate............cccccoeveiieiieie i 270

7.3 European Union Membership: the positive benefit of EU accession to

institutional deVEIOPMENT ..........ccociviiieieece e 276
7.4 Ownership: foreign and domestic ownership and the influence of FDI......... 279
7.5 Export: the failure to achieve an export multiplier............ccccocevvveveiicinecienne 284
7.6 Loans: the efficacy of loans and the constraint of market failure .................. 285
7.7 Innovation: the need to build national innovation capacity...........c.cccceeuenene. 287
7.8 Firm Characteristics: the influence of age and size on firm development..... 289
7.9 LIMItations @nd GapS.......ccveiverieriiriiieieiie ettt 290
7.10 Summary and POHCY AGVICE .......ooiiieieerie e 291
7.11 FULUIE RESBAICN ....eeeeii ettt 293
10. RETEIENCES ..ottt ae e nreas 296
11, APPENAICES ...ttt bbbttt 330
Appendix 1 Summary statistics 2005 Full Sample ..........cccooevveveiiciiece e, 330

APPENTIX 2 1.ttt ettt e e nae e e e ne e 333



.............................................................................................................................. 345
APPENTIX 4 ..o 346
APPENTIX S 1. 350
APPENTIX B ..o 356
APPENTIX 7 ettt ettt 362
APPENTIX 8 ... 363
APPENTIX O 1. 364
APPENIX L0 .ot 365
APPENTIX L1 oottt e reene e 366
APPENTIX L2 ..ottt a e reeae e 369



List of Tables

Table 3. 1 Summary of 2005 and 2013 QUESTIONNAITES .........ccovreeiierenieiienie e 99
Table 3. 2 Number of Firms Interviewed by Country and Year ..........c.ccccevvevenne. 101
Table 3. 3 Macroeconomic Indicators of the CIS .........ccccoovieiiiiniinc 103
Table 3. 4 Macroeconomic Indicators for the SEE ..........cccccoovviiiiiiinininicen 104
Table 3. 5 Macroeconomic Indicators for the EU.........ccocoovviiiiiiininicc 104
Table 3. 6 World Governance INdices-CIS.........ccociiiiiiiiininiei e 110
Table 3. 7 World Governance INdices-SEE ..., 110
Table 3. 8 World Governance INdiCeS-EU.........cccooviiiieiiiiecieceee e 110
Table 3. 9 a, b, ¢ Corruption Perception Index by Region and Country................... 116
Table 3. 10 Variable Selection by Source with Description ............cc.cocvvvvvviiennne. 122
Table 3. 11 Observations by Sector and Key Variable..............cccccooevviviiieieenenn, 127
Table 4. 1 Absolute and Relative Effects - Full Sample...........cccccooeiiiiiiiiienen, 146
Table 4. 2 Absolute and Relative Effects - Manufacturing Sample..........c..cccceeee. 153
Table 4. 3 Absolute and Relative Effects - Services Sample...........ccocvoviiiiiennn 164
Table 4. 4 Loan Receipt and ACCeSS t0 FINANCE .......ccovvevveiiiiee e 167

Table 5. 1 Summary of the Results for Productivity with EU membership as the
Independent Variable ............ccooviiiiiic e 186
Table 5. 2 Comparison of the Results for Profitability and Productivity with EU
Membership as the Independent Variables ..., 195
Table 5. 3 S Summary of the Results for Productivity with Foreign and Domestic
Ownership as the Independent Variables............ccoooiiiiiiiiiie 199
Table 5. 4 Comparison of the Results for Productivity and Profitability with Foreign
and Domestic Ownership as the Independent Variables...........c..ccccovveiiiiiiiinnenne. 207
Table 5. 5 Summary of the Results for Productivity with Exports as the Independent
VATTADIES ..ottt nre s 212
Table 5. 6 Summary of the Results for Profitability with Exports as the Independent
[ L4 =1 ] LSRR 218
Table 5. 7 Comparison of Loan Receipts and Obstacles to Finance 2005 V.2013..225
Table 5. 8 Summary of the Results for Productivity with Firm Characteristic as the
Independent VariabIes. ... e 229

10



Table 6. 1 Variables utilised in IPWRA and QTE .........ccccevvieiiieiiececcc e 248
Table 6. 2 Absolute effects of EU membership and access to loans: Balkans v. Whole

SAMIPIE ettt nreeneanes 252
Table 6. 3 Results from the QTE model with EU membership as the treatment and
OULPUL PEI WOTKET ...ttt sttt et e s te e sneeste s e sneenneens 259
Table 6. 4 Results from the QTE model with loan receipt as the treatment variable
AN OULPUL. ...ttt bttt 263
List of Figures

Figure 2 1 Political Map of EUIOPe.........c.oviiriiiiii e 48
Figure 3. 1 Map of the Transitional Economies of Eastern Europe and Central Asia
identified geographically by Number and Listed in the IndeX..........ccccoeeveiveivenenne. 93
Figure 3. 2 Firms Interviewed in the EU New Member States...........c.ccoovvevviveinenn, 101
Figure 3. 3 Firms Interviewed in the South Eastern European States in the EU
AACCESSION PIOCESS ....vieveeitieieesieetee st e et este e e see e e ste e e b e nteesbeaneesteeteaneesseeseaneenreas 102
Figure 3. 4 Firms Interviewed in the Commonwealth of Independent States.......... 102
FIQUIE 3.5 8, D, Coeeeeeee e 105
Figure 3. 6 GDP Growth by Country sub divided by Region...........cccccceevvevvenenne. 105
Figure 3. 7 GDP per Capita by Country sub Divided by Region..............cccccvennenne. 106
Figure 3. 8 Inflation by Country sub divided by Region ............ccccceeveiviicinenenne 107
Figure 3. 9 Average Institutional Governance Variable by Region..............c.......... 111
Figure 3. 10 WGI Government Effectiveness Index by Country...........c.ccoovvvvenennn. 112
Figure 3. 11 WGI Rule of Law Index by COUNtrY .........coovviiiieniieninesieeeees 113
Figure 3. 12 WGI Regulatory Control Index by Country ..........ccccceveiiniiiiiininennn, 114
Figure 3.13 WGI Political Stability Index by Country .........ccccccoviiieiinininicen, 115
Figure 3. 14 Regional Average for Corruption Perception IndeX...........c.ccccevennenne. 117
Figure 3. 15 Corruption Perception Index by Country with Regional sub Divisions
.................................................................................................................................. 118
Figure 4. 1 Graphical Depiction-Membership, Non-Membership and Loans.......... 142
Figure 4. 2 Graphical Depiction of Key Determinants of Productivity ................... 161
Figure 5. 1 Graphical Depiction of Tilted Absolute VValue Function....................... 181
Figure 5. 2 1a to 1f, the Effect of EU member on Productivity across the Distribution
UV ¢ttt ekttt e bttt e ke e e Rt e e e bttt e e R b e e b e e nne e e beenrne s 185
Figure 5. 3 2a to 2f. The effect of EU membership on Profitability across the
DISIIBULION CUNVE. ...t et b e nreas 193
Figure 5. 4 3ato 3b. The effect of Foreign Ownership on Productivity across the
DIStHDULION CUNVE. ...t 198
Figure 5. 5 A 2005 and 2013 Comparison of the Effect of Exporting on Productivity
and Profitability.........ccooiiiee e 218



Figure 5. 6 a. and b. The effect of Loan Receipt on the Productivity across the

DIStHDULION CUNVE. ..ot bbb 223
Figure 5. 7 A Comparison between the Effect of Loans on Productivity across the
Distribution Curve in 2005 and 2013.........cocoiiiiiiiiiinieee e 223
Figure 5. 8. A Comparison between the Manufacturing and Services Sector in
Relation to Loan receipt Effect in 2005 and 2013 ...........cccoooiiiieiiienieeeeeeee, 224
Figure 5. 9 A Comparison between the Effect of Loans on Profitability across the
Distribution in 2005 and 2013 .........cooieiiieieee e 227
Figure 5. 10. A Comparison between the Effect of Loans on Productivity and
Profitability across the Distribution Curve in 2005 ...........ccccoviiiiiieninie e 228
Figure 5. 11. A Comparison between the Effect of Loans on Productivity and
Profitability across the Distribution Curve in 2013 .........c.cccevvive e 228
Figure 5. 12a. and 5.12b. A Comparison of the Effect of Age and Size of Firm on
Productivity and Profitability in 2005 and 2013..........ccccccevieveeieceeceee e 235

12



Chapter 1 Introduction

“In whose particular interests is it that the State take a neoliberal stance and in what
ways have those interests used neoliberalism to benefit themselves rather than, as is

claimed, everyone, everywhere?”’

David Harvey (2007)

1.1 Background

The onset of globalisation and the emergence of economies in transition have brought
into sharp focus the most appropriate paradigm to develop national welfare in both
developed and developing economies. The influence of the International Monetary
Fund (IMF), the World Bank and the G7 countries, led by The United States of
America, has been important in setting the agenda. In the 1980s and 90s the neoliberal
paradigm favoured as a template for economic success, was epitomised by the use of
the term “Washington Consensus” (WC). The description was coined by Williamson
(1989) and, despite claiming that his paper has been misinterpreted by both supporters
and detractors, it remains a useful means of explaining the influence of the
International Finance Institutions (IFI) on the development of the world economic
order (Rodrik 2007, Williamson 2009, Babb 2013).

The world is becoming a more unequal place with the alleviation of poverty moving
at a slow pace, bringing into question the benefits of globalisation. The issues of
inequality, poverty and the continuing belief in the paradigm of the Washington
Consensus, are not questions confined to emerging markets, but resonate equally
throughout the Western world (Held 2005). Within this belief lies the conflict of
applying an international consensus to national problems, without consideration of
politics, culture, religion, economic status or regional imperatives (Gore 2000). To
this essentially economic and financial model, was added the belief that Western
democratic norms were an essential subset for successful implementation of reform
(Dreher 2006).

The view emanating from the WC is that there is a universal panacea, which improves
national welfare wherever it is implemented. Applicable to both developed and
developing countries, it has been the source of controversy, with several critics
claiming that it is primarily a device to protect creditors from default (Stiglitz 2005).
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There is a body of literature which uses the descriptor “post Washington Consensus”,
however it is recognised that any change in the basic tenets or implementation of the
programme is more of an augmentation or an evolutionary process rather than a
paradigm shift. In reality, by the very nature of the IFI’s constitutions, the product is
for export only with a packaged policy of one size fits all and predicated on
conditionality; the provision of money in return for policy reforms (Rodrik 2007, Babb
2013).

The WC debate is grounded in economics. The casual observer can be forgiven for
believing that there is an unbroken neoliberal line between Adam Smith (1776) and
the Wealth of Nations, through David Ricardo, John Mill, Friedrich Hayek and Milton
Friedman. However, it is important to distinguish between Hayek and Friedman and
the former supporters of classical liberalism. Classical liberalism, developed in the
19th century, promoted free trade and economic freedom, and also advocated civil
liberties under the rule of law. It was essentially a political ideology, which argued
that the nature of man as egocentric, required the state to control individual rights and
provide services which could not be provided by the market. The main difference
between classical liberalism and neoliberalism is the change of emphasis from the
political to the economic and, from a Keynesian point of view, from demand side to
supply side, with the added factor of the financialisaton and monetisation of economic
activity (Plehwe 2009).

A body of scholarship has defined neoliberalism as the deliberate action of a “thought
collective” born out of the formation of the Mont Pelerin Society (MPS) in 1947,
whose founding members included Friedrich Hayek, Milton Friedman, James
Buchanan and Karl Popper. Much of this qualitative research is focussed primarily on
the sociological, theoretical and philosophical concepts enshrined in the ideology.
Based primarily in the Chicago School of Economics, the London School of
Economics, The Heritage Foundation in the United States and the Institute of
Economic Affairs in London, their influence was to permeate through a transnational

body of academics and think tanks.

There is strong circumstantial evidence of their influence on the economic
developments of the early 1980s, when the administrations of President Reagan and

Prime Minister Thatcher pursued policies espoused by the group.
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They both formed advisory bodies consisting of MPS members; Friedman in the
United States and Walters in the United Kingdom. Their influence on the Reagan
administration permeated the International Monetary Fund with its emphasis on fiscal
stabilisation, and the World Bank with its espousal of market deregulation and supply
side policies (Mirowski and Plenwe 2009). Financial support from either became
conditional on the adoption of the neoliberal policies that were their strategic core.
The recognition of the influence of the neoliberal collective came in 1989 when John
Williamson formally proposed a description of the policies espoused and called it the

“Washington Consensus” (Pieper and Taylor 1998).

There is evidence that the application of the ideology of the WC programme has been
prevalent in Latin America, South East Asia, Southern and Eastern Europe and Ireland
and there are a number of critical commentaries relating to its application. These range
from the Asian financial crisis of 1997 through to the contrasting experience of Latin
America, where the benefits of reform were outweighed by lack-lustre growth, allied
to an increase in inequality and poverty. Additionally, the transitional economies of
countries liberated by the collapse of the Soviet Bloc received the perceived wisdom
of a number of economists that the rapid implementation of the WC programme was
the answer to the conversion to a Western style economy (Krugman 1996, Wade &
Veneroso 1998, Gabrisch & Holscher 2006, Franko 2007, Helleiner & Pagliari 2009,
Grugel & Riggirozzi 2012 Hamm, King & Stuckler 2012). The literature tends to
focus on specific regions of the world and, as a result, any analysis of the WC is limited
by the distortions of different economic paradigms, cultures, religions and political
ideologies. If it were possible to identify a regional bloc where the distortions were
minimised, an opportunity would exist to analyse the WC programme, relatively free

of these differences.

This thesis argues that such a region exists in Eastern Europe where, coming from the
same economic, political and ideological paradigm, the region has now split into three

identifiable groups:

. The New Member States (NMS) of the European Union
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Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovak
Republic, Slovenia (accession date 2004). Bulgaria, Romania (accession date
2007). Croatia (accession date 2013).

. The Central and Eastern European States

Albania, Bosnia Herzegovina, Montenegro, Serbia, Kosovo, Macedonia (Pre

EU accession protocol).
. The Commonwealth of Independent States

Armenia, Azerbaijan, Belarus, Georgia*, Kazakhstan, Kyrgyz Republic,
Moldova, Russia, Tajikistan, Turkmenistan**, Ukraine**, Uzbekistan
(*withdrew 2008 ** not ratified).

These countries are at different levels of transition but have adopted all or some
elements of the WC programme (Gabrisch & Holscher 2006, Holscher 2009). The
internalisation of the WC paradigm by the EU, its application throughout the customs
union and the conditionality of the adoption of the Acquis Communautaire, the
accumulated legislation, legal acts, and court decisions which constitute the body of
European Union law, by the NMS, in return for membership, provides further
justification for using these countries as an appropriate vehicle for analysis. This
transcends the normal restrictions of cultural, political and ideological beliefs and
serves as a natural experiment in comparing member and non-member firms (Lutz and
Kranke 2014, Fitoussi and Saraceno 2013).

The WC programme is weighted towards conditionality lending. This consists of the
insistence by the IFI of the adoption of a reform programme based on the WC. Key
elements of reform include trade liberalisation, foreign direct investment (FDI), loan
finance, privatisation and institutional development. There is a significant body of
literature, primarily at the macroeconomic level, which has analysed the impact of the
WC programme both generally and specifically, but little exists at firm level and these
micro economic analyses concentrate on individual countries and study specific
variables, which contribute to tenets of international trade. This reform programme is
designed to improve national welfare with the assumption that benefits accruing to

capital are being distributed throughout the economy. Measurement of income
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distribution and inequality can determine the extent to which an improvement in firm

performance has trickled down the labour supply chain.

Improvements in these areas could be regarded as reasonable proxies for any
improvement in national welfare and literature on this subject is extensive, employing
a multiplicity of quantitative and qualitative techniques. Much of it analyses the
American scene and broadly concludes that incomes have been eroded and inequality
has increased, with international trade and technological change identified as the main
determinants (Acemoglu 2003, Arbache et al 2004, Goldberg & Pavcnik 2007,
Krugman 2008, Autor et al 2008). This would imply that the advantage lies with firms
and not necessarily the population at large and there is a body of opinion that suggests
that the WC is for export only, with the effect of the programme designed to benefit
multinationals (Moosa 2019).

Of greater interest to this thesis is research centred on Eastern Europe. Literature in
this area concludes that an increase in inequality is the result of temporary and self -
employed labour, where skill deficits attract lower wages, allied to the effects of
international trade, particularly when the latter is not accompanied by financial market
development (Hélscher 2006, Holscher 2009, Holscher et al 2011, Aristei & Perugini
2012). It is widely accepted that the WC programme is intended to influence both the
development of institutions and greater access to finance, whether capital or loans
(Williamson 2009). It would therefore complete the picture if the influence of these
part-micro, part-macroeconomic factors could be analysed to determine their influence
on firm level performance. The World Bank, in particular, has evaluated these
dimensions with the use of World Development and World Governance Indices. It
has also cooperated with the European Bank of Reconstruction and Development
(EBRD) to produce the Business Environment and Enterprise Performance Surveys
(BEEPS) with the objective of obtaining feedback from firms to provide robust

business environment indicators that are comparable across countries and companies.

These surveys provide sufficient information to evaluate the influence of each element
of the WC programme on firm performance and, the progress of institutional and
financial reforms (Escribano & Guasch 2005 and 2008, larrossi et al 2006). This
research aims to evaluate the efficacy of the Washington Consensus programme on
national welfare by analysing firm level performance, using the World Bank Indices
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and the BEEPS data, to provide a microeconomic perspective on the key elements of

the programme.

There is little evidence in literature that a comprehensive microeconomic analysis of
the impact of the Washington Consensus programme has been undertaken when there
are treated (EU members) and untreated (CEE and FSU states) groups to compare and
contrast. The use of matching models using key conditional variables will provide a
meaningful contribution to inform the debate about the efficacy of the approach in
relation to firm productivity, the cornerstone of economic development ((Krugman
1994). The accession of 11 transitional economies of Eastern Europe into the European
Union provides a platform to use these countries as proxies for the programme against
a control group of countries that are not members. The differing rates of transitional
progress of the three economic regions of the NMS, the CEES and the FSU, allow both
a comparison of progress and an analysis of the influence of those elements of the WC
programme adopted in each region. This will provide a critical insight into the
influence of both the complete and partial application of the programme on economies
in different stages of transition, from a micro economic perspective, whilst

simultaneously ensuring that macroeconomic factors are not ignored.

Significant economic literature exists on the Washington Consensus programme and
the effects of its separate elements on individual countries and global regions.
However, little identifies its influence on firm level performance and institutional and
financial development. This thesis will provide that insight across both micro and
macroeconomic elements using data sets from the same sources across two time

periods.

It will be of interest since it will use two treatment models Inverse Probability
Regression Adjustment (IPWRA) and Quantile Treatment Effects (QTE), to provide a
unified picture of the effect of the programme on three regions with the same recent
economic history, which are now at different levels of transition. There is little

evidence that such comprehensive work has been attempted to date.

1.2 Research Question and Philosophy

The prevalence of neoliberalism and its almost universal acceptance, even in academic

circles, as the overriding paradigm for the conduct of economic affairs, brings into
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focus its efficacy in the face of increasing inequality, the rise of populism and the

changing nature of the geopolitical landscape in the 21st century.

The IFIs have dominated the economic development of the emerging and transitional
countries, with a prescription that enshrined the WC programme as the basis for the
conditional imperative of a tacit acceptance of neoliberal ideology in return for
financial assistance. There is significant literature documenting the successes and
failures of the WC programme, which is reviewed in the next chapter. However, it
primarily covers individual countries or regions or is based on philosophical or socio-
political principles. Nowhere is there a definitive examination of the application of
the programme against a control group, since all the studies have the limitations of the
national, cultural, ethnic and religious dimensions of the nations studied. The
disintegration of the Soviet Empire has provided such a laboratory. The internalisation
of the WC programme by the EU and the conditionality imposed on the new member
states (NMS), whose accession was dependent on adherence to the programme,
provides a viable platform to study the consensus programme as applied in totality
(Fitoussi and Saraceno 2013). The results can be compared to other countries within
the transitional economic group that did not become members but shared the
economic, political, and to some degree cultural paradigm, which united them under
the Soviet hegemon. The majority of non-EU member states adopted some elements
of the WC programme, particularly privatisation and the liberalisation of markets,
which also allows some analysis of whether the adoption of the whole programme is a

prerequisite for economic success and the furtherance of national welfare.

The WC programme is essentially a prescription for economic and structural reforms.
Its effect is dependent on privatisation, free trade, price stability, free flow of funds
and the creation of institutional support for the free market paradigm. Hence, outside
the role of government and its role in the creation of relevant and effective institutions,
the effect of the programme will initially be felt by firms. Therefore, the behaviour
and performance of firms is critical to the success or failure of the project. A number
of studies, within transitional economics, have covered the effect of specific elements
of the WC programme both on the region and on individual countries; specifically, in
relation to exporting, foreign direct investment (FDI) and institutional development.

However, there is no evidence of any holistic examination of the effect of the
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programme on firms, which includes privatisation, firm characteristics, FDI,

exporting, access to finance, innovation and the influence of institutional development.

To analyse the effects of the key elements of the WC programme on firm performance,
the criteria of measurement must first be established. In this study and with reference
to literature, productivity and profitability have been selected and measured utilising
statistical information that conforms to the key tenets of the WC programme. This
entails the use of empirical modelling to provide a series of results, which can be
interpreted to provide a discussion and conclusion in relation to the efficacy of the WC

programme with specific references to its key constituents.

The key research question is whether firms in the new member states of the EU are
more productive and profitable than firms in the other Eastern European transitional
economies. Ancillary questions relate to the key determinants of any performance
advantage, namely firm characteristics (age and size), ownership (FDI), propensity to

export, access to finance and institutional development.

It is recognised that it is important to establish the basis of one’s research philosophy
in the sense that one recognises the essence of the project undertaken and the
philosophical imperative that underpins the research. Having a philosophical research
platform assists the researcher in justifying the assumptions made for a particular
research study (Flick, 2011).

This thesis is based on theory, allied to the examination of secondary empirical data,
to draw falsifiable conclusions. Therefore, the ontology is based on reality; the use of
external data which has to be logically ordered to be usable. The epistemology is based
on facts, numbers and observations and, in consequence, the axiology has to be
objective and value free (Saunders et al 2012). The philosophical identities of the
research are founded in positivism and critical realism and resonate with the statement
“in so far as a scientific statement speaks about reality, it must be falsifiable; and in so

far as it is not falsifiable, it does not speak about reality”” (Karl Popper 2005).

1.3 Relevant Economic Theories

The concept of international trade, foreign ownership, privatisation and a smaller State
are key drivers of the WC. A number of trade theories underpin this approach and it

is appropriate to trace their development from the early mercantilist era in the mid-
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16th century, which advocated the maximisation of exports through subsidies and the
minimising of imports through tariffs. Adam Smith (1776) effectively destroyed
mercantilism and its colonial base. He advocated international trade based on the
theory of absolute advantage in which countries concentrate production on goods
where a greater volume can be produced than competitors for the same inputs, whilst
simultaneously advocating allowing the market to determine the volume of trade
between nations; the so called “invisible hand”. Whilst Adams Smith’s book The
Wealth of Nations (1776) still resonates today, arguably the father of modern trade
economic theory was David Ricardo, who developed the theory of comparative
advantage in the Principles of Political Economy (1817). Here he hypothesised
countries engaged in international trade, despite labour in one country being more
efficient at producing all the goods than workers in other countries. Using two goods,
he demonstrated that both countries could increase production and consumption if they
concentrated on producing the good in which a comparative advantage existed (i.e.
cheaper labour), exporting the first and importing the other. Ricardo's theory implies
that comparative rather than absolute advantage is responsible for much of

international trade.

The Heckscher-Ohlin (HO) trade model, introduced in the 1920’s, develops the theory
of comparative advantage using two factors of production, namely, labour and capital.
The theory, and its generic term, factor proportions model, maintains that a country
maximises its comparative advantage by exploiting the ratio (proportion) in which it

has the most abundant factor.

It expands the Ricardian model by introducing a further factor of production and, in
introducing two goods, factors and countries develop a simple general equilibrium
model that allows the interaction of factors, goods and national markets
simultaneously. This basic model has spawned a number of derivatives, namely, the
Stolper Samuelson factor price equalisation and Rybczynski theorems. The Stolper
Samuelson theory states that if the price of a good rises, then the price of the abundant

factor of production will also rise, whilst the other falls.

In the context of international trade, the implication of this is that the onset of free
trade will increase the return of the abundant factor and decrease that of the scarce
factor. The factor price equalisation theory states that when trade liberalisation occurs,
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prices of goods in each location are equalised between countries, and this is followed
by the equalisation of factors of production. This implies that trade liberalisation
should cause factor prices to move simultaneously, if trade between countries is based
on differences in factor endowments. This research explores the relevance of
comparative advantage in relation to foreign direct investment into the new member
states of the EU.

The Rybczynski Theorem states that any increase in a country’s factor endowment will
cause an increase in output of the good that utilises that factor abundantly but will
cause a decrease in the output of the other good. For example, an improvement in
national education could, in turn, increase productive skill, including the more efficient
use of capital. The theorem is relevant in the exploration of infrastructure expenditure

and absorptive capacity following the accession of the new member states.

These models suggest that when trade liberalisation occurs, countries will experience
an increase in aggregate efficiency. Prices will increase in export goods and reduce in

goods subject to import pressure, eventually reaching equilibrium.

Countries will exploit their comparative advantage and will produce more of their
export goods to maximise revenue but continue to produce, at a reduced level, those
subject to imported competition to enjoy the marginal benefit. As a result of price
changes, there will also be an improvement in consumption efficiency. This overall

improvement in efficiency will improve national welfare (Sloman & Wride 2009).

There are also growth models that should be reviewed in the context of international
trade. The Harrod-Domar model was developed independently by Sir Roy Harrod
(1939) and Evsey Domar (1946), and states that the rate of economic growth is
dependent on the level of saving and the capital output ratio. A high level of saving
provides funds for firms to borrow and invest. Investment increases capital stock,
which generates economic growth through increasing production of goods and
services. The capital output ratio measures the productivity of the investment: the
lower the ratio, the more productive the economy. The model suggests that developing
economies should encourage saving and invest in technology to decrease the

economy’s capital output ratio.
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By contrast, the Solow-Swan model (1956) is an exogenous growth theory set within
the framework of neoclassical economics. It explains that there are three factors of
production which drive economic growth, namely, technology, capital accumulation
and labour. It hypothesises that a rise in capital accumulation and labour will increase
the economic growth rate but will be subject to the law of diminishing returns. Thus,
the economy will grow at a steady rate, with GDP growing at the same rate as the
increase in labour and productivity. Once this steady-state is achieved and resources
exhausted, growth can only be increased through innovation and technological

improvements.

To some degree, the endogenous growth model is an extension of the Harrod-Domar
model as it focuses on endogenous as opposed to exogenous factors. Endogenous
growth theory hypothesises that investment in human capital, innovation, and
knowledge are significant contributors, with the effects of a knowledge-based

economy leading to growth.

It is also helpful to observe the debate about the relevance of trade theory through the
prism of new trade theory (NTT), based on the principles of imperfect competition,
which suggests that critical factors influencing international trade are economies of
scale, network effects and first mover advantage that can be present in key industries.
The theory develops a contrasting view to other formal treatments of trade which
treated economies of scale as exogenous, allowing the assumption that markets were
perfectly competitive (Krugman 1979). New trade theory assumes scale to be
endogenous thus allowing the assumption of monopolistic competition and imperfect
competition with profit at an appropriate margin characterising a market solution
(Dixit and Stiglitz 1977). These factors may be more important than comparative
advantage and, if this is the case, developed countries have a clear advantage over the

emerging economies.

Research in the 1990s set great store by the technological advances that had taken
place, the effect on demand for skilled against unskilled workers and the educated
rather than the uneducated. The effect of trade on wage rates was largely dismissed as
too small to be material; a view that was subsequently challenged by Krugman in his
seminal paper in 2008. Here he propagates the view that trade between developing
counties has increased since the 90s and now has a significant influence on wages. His
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argument is based on actual data, measured against a “but for” scenario, using specific
factors modelling, and hypothesising on the vertical nature of developing world
manufacturing, in which a significant percentage of the skilled element of the finished
product is imported from the developed world. He concludes that the increasingly
sophisticated imports from emerging markets is illusory, and countries such as China
continue to rely on skill based developed world imports to allow the comparative
advantage of unskilled labour as an essential part of the product’s factor content. That
creates the Stolper Samuelson effect in the developed world, where the cost of skilled
labour increases but the effect of the unskilled factor of production, based in China,
reduces unskilled wages and increases inequality (Krugman 2008). However, in the
same paper, Katz is critical of Krugman’s conclusions, although his criticism
concentrates more on data sourcing and the brevity of the educational and job-based
variables used as explanatory factors, rather than his actual hypothesis (Katz in
Krugman 2008). Equally, Lawrence has a fundamental issue with Krugman’s
modelling and his failure to include other variables in his research, particularly

technology (Lawrence in Krugman 2008).

The evolution of trade and growth theories provide a platform from which to analyse
the complexities of globalised trade within an environment in which the principles of
free trade have become regarded as a stylised fact. Standardised trade theories make
certain assumptions such as a closed economy and perfect competition, which ignore
the reality of the environment in which firms operate. The new trade theory attempts
to reconcile some of these realities claiming that economies of scale and technology
spillovers resulting from international trade, improves national welfare. This may be
particularly relevant to developing countries, since domestic industry can benefit from
a number of aspects of international trade and justify state intervention in the form of
strategic trade policies. The opportunity for knowledge and technological spillovers,
allied to competition from foreign imports forcing productivity and quality
improvements, can lead to growth and therefore the advantages of economies of scale
(Helleiner 1992).

However, there are potential problems associated with opening up economies to
international trade. Firstly, and particularly in Eastern Europe, the FDI attracted is the

result of multinational companies incorporating domestic firms into international
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production networks, taking advantage of the comparative advantage of cheap labour.
Thus, the potential for spillovers is minimised together with the opportunities of export
multipliers offered by EU enlargement. Secondly, the ability of firms to take
advantage of any spillovers depends on the absorptive capacity available, with any rate
of productivity improvement depending on an acceleration of educational and training
initiatives (Keller 1996; Kneller 2005) and the asymmetric infrastructure expenditure,
aimed at satisfying the needs of foreign multinational companies which threaten the
development of a skilled human capital resource. However, the multiplicity of reforms
undertaken in the transition from a command to a market economy, provides a rich

environment in which to explore the relevance of the staple theoretical constructs.

1.4 Empirical Methodology — Two Approaches

The thesis adopts two empirical approaches, namely, inverse probability regression
adjustment and quantile treatment effects. Two separate models are utilised as they
provide a robustness check on the results and are designed to perform two different
functions. Both are treatment models, in that they explore the performance of firms
within the NMS of the EU against those that are comparable, having the same
economic, political and social backgrounds and being at the transitional stage to a
market economy. However, the IPWRA model is a matching model and is used to
directly compare the performance of treated against non-treated firms. It has the added
advantage of being able to adopt a multi valued approach, where additional treatments
(other conditional variables) can be added to the base treatment of EU membership.

This allows two conclusions to be drawn; firstly, the absolute result of the performance
of firms within the EU against those outside, and, secondly, when a conditional
variable is added, the effect when observed on the performance of all firms regardless
of their treated or untreated status. The model uses two regressions; a logistic model
to predict treatment status and linear regression to predict outcomes. This has the
advantage of being doubly robust, allowing for one of these models to be incorrectly
specified but still producing a valid result. While the IPWRA model is centred on the
outcome mean, the QTE model analyses the effect of EU membership and a vector of
conditional variables on the entire dependent variable distribution. Based on the
median outcome not the mean, and therefore less prone to outliers, it ameliorates the

effect of firm heterogeneity and provides a much richer vein of information than that
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furnished simply by the mean. The QTE model allows the measurement of
performance across the entire distribution, with the added advantage that the use of
median as opposed to mean, reduces the susceptibility to outliers. It is a conditional
model controlling for firm and market characteristics, with EU membership (the

treatment effect), regarded as exogenous.

1.5 Thesis Structure

This thesis consists of seven chapters. The first is the introduction, which gives an
overview of the research and presents the background, motivation, the main research
question and the theoretical dimensions, which provide reference points for the
discussions and conclusions. The WC programme is predicated on the establishment
of a free market, including free flow of funds, the development of sound public sector
institutions and monetary and fiscal reform to support the new paradigm. This thesis
examines the veracity of the claims made by supporters of the WC through the prism
of firm level performance, measured as productivity and profitability, of firms in the
new member states against a control group in the Commonwealth of Independent
States and South Eastern Europe. Specifically, it pursues five major themes namely,
the effect of EU membership; the influence of ownership; the advantages of exporting;
the efficacy of loans and the impact of innovation. Additionally, it reviews the
importance of firm characteristics (age and size) albeit, recognising that they are

essentially control variables.

The choice of themes is predicated in literature, the majority of which has evaluated
these as single issue items, and tests both the theory and empirical evidence in a holistic
approach, which draws them together to enable a commentary on the WC programme
as a whole. The thesis adds a further dimension, gleaned from a wide ranging review
of the political economic literature, to allow a partial fusion of the influence of the

political responses of states to the effects of the accession process.

The second chapter is the literature review. This consists of an analysis of the WC
programme, its background and global application, together with a review of the
criticisms it attracts. The claim that the WC programme is internalised by the EU is
examined with reference to the evidence provided in literature, with examples

justifying that assertion. This is followed by a review of literature on the Eastern
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European and Central Asia countries in transition, with particular emphasis on
privatisation and the role of both the EU and the WC programme in the process. There
is a brief departure from economics into sociological and political literature to
contextualise and provide a historical perspective on neoliberalism, which in this
study, is proxied by the WC. The reform of institutions is examined, specifically the
application of the principles of the WC programme and the influence of some of its
key provisions, namely, privatisation and FDI, and whether the latter had the potential
to have a detrimental effect on national welfare. Productivity and profitability are
discussed as appropriate measures of firm performance, together with the relevance of
the key independent and control variables, including their relationship to the research

study.

A specific review is undertaken for international production networks and the Western
Balkans, since the former provides one of the keys to understanding FDI within the
NMS, and the latter is a group of states that are in a pre-accession protocol, and
therefore, intuitively, should have characteristics that may indicate a greater degree of
convergence between member and non-member states. The research gaps are

identified, and the conclusion leads to a series of hypotheses.

Chapter 3 describes the data and the motivation for its use, and includes descriptive
statistics on the transitional countries, with an overview of their regional context and
geographical location. Since the data is primarily based on BEEPS, the use of surveys
as a valid source of secondary data is discussed, including an evaluation of any

limitations which may impact the research.

The variables used in each chapter are described, with a justification for their use, and
key aspects of both the 2005 and 2013 questionnaires are highlighted. The
methodology and econometric models used are covered in the individual empirical

chapters.

Chapter 4 introduces the IPWRA model. Firstly, this only measures productivity as
the dependent variable: the rationale being that one measure of firm performance is
sufficient to make a direct comparison between absolute and relative results.
Furthermore, the quality of BEEPS data, in relation to labour productivity, is entirely

reliable and utilised in a number of published papers (Cieslik et al. 2014; De Rosa et
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al. 2015; Ramadani et al. 2017). Based on observational data, (conditional variables),
it estimates the causal effect of a treatment on a specific outcome, and thus makes a
direct comparison of that effect on both the treated and untreated potential outcomes.
This research seeks the potential outcome means for productivity of firms within the
EU and outside, to allow comparisons to be made, and to draw a conclusion as to
whether firms within the EU are the more productive. It adopts a multi valued
approach, described in detail in Chapter 4, focussing on the major themes of the thesis
with an emphasis on EU membership as the key treatment variable. This involves the
addition to the main treatment variable of foreign ownership, exports, loans and

innovation.

Using loans as the example, the following comparisons can be made for firm level
productivity performance:

EU membership v. Non-EU Membership

Non-EU membership + Loans v. Non-EU membership

EU membership + Loans v. Non-EU membership

EU membership v. Non-EU membership + Loans

EU membership + Loans v. Non-EU Membership + Loans

EU membership + Loans v. EU membership

This facilitates a comprehensive analysis of the merits, within each economic bloc, of
the treatment effects between EU and Non-EU firms and also between treated and
untreated firms. The analysis covers the results for both 2005 and 2013 and
disaggregates them into the manufacturing and service sectors. The opportunity is
then available to compare and contrast firm performance one year after accession, for
the majority of NMS, with that observed 9 years later, when companies have had time

to mature in an enlarged and more liberalised market place.

It also allows an analysis of different business sectors in the context of the effects of

the key conditional variables which impact firm performance.

To summarise, this model seeks to enhance the results by adopting a multi valued
treatment approach, which can loosely be described as a form of interaction, where the

additional key variables can be added to the membership variable to assess whether
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any specific firm characteristics provide a further effect. The analysis goes further
than an absolute comparison between member and non-member firms and provides
relative data where each multi valued result in each treatment category can be
compared with all the other categories, whether within or outside the EU. This results
in a comprehensive analysis, not only of the effect of EU membership on the
productivity of firms, but the influence of the effect of all the determinants measured

on the treated groups against the untreated.

The key findings are that EU member firms are more productive than non-member
firms, with the additional variables enhancing the effect. However, those effects are
less marked in 2013 indicating that a degree of convergence has taken place. Outside
the EU, firms receiving the additional treatments are more productive than those that

do not.

Chapter 5 utilises the QTE model, also a treatment estimator, and therefore it is
important to identify the difference between the approach taken by IPWRA and the
quantile estimator. The IPWRA model is concerned with mean effects and does not
reveal the extent of any differences in the distributional effects of the dependent
variable, or the influence of the conditional variables, at points along the distribution
curve. The QTE model however, measures the effect of EU membership on the
productivity and profitability of firms across their respective distribution curves, using
a quantile treatment effects model where the treatment is EU membership. It allows
the identification of the effects of other independent variables on the conditional
distribution of the outcomes of interest, namely productivity and profitability.
Essentially, firm performance is measured in relation to EU membership at each
percentile of the distribution curve, with the significance and strength of the coefficient
generated together with the influence of key variables. The model has the ability to
allow essential heterogeneity in the treatment parameters, providing an informative
analysis of the impact of each of the key determinants on each percentile of the

productivity and profitability distribution curves.

The chapter analyses results for productivity and profitability in 2005 and 2013,
including disaggregating the manufacturing and service sectors, to provide a
comprehensive view of behaviour in each business segment. The introduction of

profitability as an additional dependent variable is justified as a robustness check in
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relation to the productivity results and, because heterogeneity is to some degree
controlled, is more likely to provide reliable results. However, it has only been

possible to calculate profit at the gross margin stage due to paucity of data.

The main conclusion from this chapter is that, whilst all firms benefit from
membership, the greatest benefit is to the least productive and profitable. This
suggests that these firms, confronted by imported competition, either exited the market

or improved efficiency to improve competitiveness.

Gains for ownership are seen in firms that are foreign owned, with significance seen
uniformly across the distribution curve. The result for domestic firms is more nuanced
as gains are seen amongst the most productive, indicating that spillovers may be
limited to the upper echelon. In relation to productivity, there are marginal gains for
exporters and more profitable firms increase their profitability. Firms in receipt of
loans show a uniformly positive significant across all percentiles, demonstrating the
importance of finance in improving firm performance. The disaggregated results are

more nuanced with both manufacturing and services showing important differences.

Chapter 6 concentrates exclusively on the Balkans region, the motivation for which is
twofold. Firstly, there is evidence in literature that, because of its recent history of war
and conflict, there exists a negative Balkans effect. Secondly, there is the potential to
evaluate any differences in firm performance between those in the three NMS of
Bulgaria, Croatia and Slovenia and Albania, Bosnia and Herzegovina, Kosovo,
Macedonia, Montenegro, and Serbia; countries in the pre-accession process. Thus, the
motivation is to determine whether there are any performance comparator differences
between this region and the sample as a whole. For example, intuitively one would
expect a greater degree of convergence between member and non-member firms as a

result of the pre accession process.

This chapter also provides an opportunity to observe whether there are different
dynamics at work between the current EU members and those in accession, as opposed
to observations of the population sample as a whole. Equally, the chapter concentrates,
not only on EU membership, but also access to finance and the importance of capital
in relation to firm performance, which provides an added dimension to the loan story.

The data also allows additional variables, including capital, to be introduced and
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analysed, which provides further substance to the overall debate. Only the 2013
BEEPS data is analysed, since only Slovenia was a member in 2005 and, as hostilities
in the region had not long ceased, measurement was problematical. The two models
used are QTE and IPWRA.

The results within the IPWRA model are broadly similar, albeit, that there is some
evidence that firms within the EU are more productive than their non-member peer
group, with the quantile results suggesting that there might be a greater degree of
convergence. In broad terms, the importance of access to finance is confirmed both in
terms of loans and rental capital (leasing finance) with greater utilisation of the former
in the service sector and the latter in manufacturing. Indications for both forms of
finance are that they are more effective at the lower end of the distribution curve, which

may suggest that the more productive firms are better capitalised.

Chapter 7 concludes the thesis with a summary of the results and conclusions,
referencing theory and extant literature. It includes policy recommendations,

limitations of the thesis and indications for further research.

1.6 Contribution to Knowledge and Literature

This research contributes by identifying the opportunity to create a laboratory to test
the most fundamental claims of the Washington Consensus programme that market
liberalisation, free flow of funds, privatisation and the development of state political
and economic institutions are a paradigm for the improvement of national welfare. The
internalisation of the WC programme by the EU (Fitoussi and Saraceno 2013) has
provided such an opportunity to carry out an evaluation at the microeconomic level
with the added benefit of being able to contextualise the research with political and
macroeconomic dimensions. This brings a holistic narrative to the issue of policy
reform, an important topic within economic literature, with a study of a paradigm that
has underpinned policy over the last two decades and is an important contribution to
knowledge. A comparison of the new member states (NMS) of the EU as recipients
of the WC programme, with states also in transition with a similar socio-economic
background but only a limited application of the same paradigm, provides a treatment
and control group not previously evaluated in depth. Additionally, the fusion of

specific variables, identified in literature as being influential in terms of firm level
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performance, within the treatment group, allows the identification of areas of strengths

and weaknesses in the key drivers of trade.

The literature review covers a range of subjects relevant to the research including
context to the political economy background, the expansion of the EU and the
consequent significance of the free flow of funds into the NMS. This led to
multinational enterprises dominating the manufacturing sector with vertical
investment into international production network whose output was designed entirely
for export. The data chapter provides the macroeconomic background and an
introduction to the BEEPS survey and variables relevant to the WC programme. The
importance of these two chapters is that they provide an important review of relevant
knowledge which informs the empirical results and are in themselves an important

contribution to literature in that they summarise extant knowledge.

The empirical chapters, utilising matching models, indicate that firms within the EU
are more productive than those outside with the additional key variables of FDI,
exporting, loans and innovation providing a small additional advantage. This indicates
that institutional development is key to firm level performance albeit the distributional
effect suggests that the least productive and profitable firms gain the most benefit. The
service sector gains a greater advantage than manufacturing with the latter impaired
by the vertical nature of investment into IPNs with their high level of transnational
inputs which limit valued add to labour and create an environment in which it is
difficult to achieve an export multiplier. A further negative implication is the lack of
spillovers into the domestic economies with foreign owners having no necessity to
share technology with domestic firms. In contrast, service sector investment is in the
majority and is horizontal in nature. It has resulted in the rapid development of a sector
capable of supporting a market economy including the manufacturing sector and this
is allied to the necessity of sharing intellectual property with domestic firms providing

a spillover effect.

The effectiveness of loans in enhancing firm performance is universally recognised
but this is marred by apparent evidence of market failure which restricts finance to a
small minority of firms. The Western Balkans chapter provides further evidence of

the importance of institutional development where non-member firms show a greater
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degree of performance convergence which may be due to the fact that they are already

in the accession process.

The fusion of the contextual nature of the literature review and data chapters with the
empirical results provides a rich vein of evidence that indicates the efficacy of the WC
programme within a microeconomic environment. The comprehensive nature of this
research and its findings in relation to firm level performance justifies a claim that it
IS a contribution to literature providing evidence that the essential tenets of the WC
programme is advantageous at the microeconomic level. However, research
conducted in this area at the macroeconomic level paints a contradictory picture with
this research’s results with the manufacturing sector providing some evidence as to the
root cause. This suggests that the strength of capital dwarfs other considerations and
distorts the economic environment leading to asymmetric fiscal and infrastructure

policies detrimental to national welfare.

1.7 Conclusion

This chapter outlines the thesis proposition that the WC programme became, and has
continued to evolve into, the adopted paradigm for the economic development of
emerging and transitional economies on the basis that it has been internalised by the
EU as the conditional protocol for accession acceptance. Its efficacy can be
empirically tested by the performance of firms in the NMS against a control group in
the SEE and CIS. The thesis examines the basic research question of whether EU
membership benefits firm performance and, to evaluate the proposition, uses five key
themes; the influence of ownership; the advantages of exporting; the efficacy of loans
and the impact of innovation. Two empirical approaches are utilised, namely, the

IPWRA and QTE models, using BEEPS data for evaluative purposes.

In addition, descriptive statistics from the World Bank are adopted to provide
additional information and economic and geopolitical context. Two time periods are
used, 2005 and 2013, the former being one year after the accession of the majority of
the NMS and the latter to establish whether any changes have taken place as firms
mature under a more liberal market regime. The results are disaggregated to establish
any differences between the performance of firms in the manufacturing and service

sectors.
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The thesis will therefore consist of seven chapters: the introduction which includes
research philosophy, motivation, aims and objectives, followed by a literature review
to identify research gaps, including trade liberalisation, financial flows, privatisation,

foreign ownership, international trade, tariff reduction and innovation.

It will also cover the effect of the WC programme on the transitional economies of
Eastern Europe and its internalisation by the EU. The identified gaps will form the
basis of the hypotheses on which the thesis will be constructed. Three empirical
chapters include firm level microeconomic analysis, including the characterisation of
firm structure and ownership, the influence of exporting, capital, loans and innovation,
allied to the overriding effect of EU membership on firm level performance.
Discussion will include an analysis of the influence of institutional and financial
development on the business and investment climate affecting transitional firms. The
final chapter focuses entirely on the Western Balkans and is based on a paper already
published in a peer reviewed journal, Economic Annals, in 2017. Further papers on
productivity has been published in the Journal of Economic Asymmetries in 2015 and
in the 1IZA World of Labour series in March 2019. Aspects of the thesis have been
presented at conferences at Bournemouth University, Manchester Metropolitan
University, Roma Tre University, University College London, Freiburg University and
the Economic University of St Petersburg, where valuable feedback was obtained to
inform and guide the research.
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Chapter 2 Literature Review

2.1 Introduction

This chapter is designed to establish what has already been covered on the subject of
the Washington Consensus programme, its efficacy contributing to the development
of emerging and developing economies, the claim that it was internalised by the

European Union and that it forms an essential part of the Acquis Communautaire.

The thesis seeks to establish the relevance of the programme in economic terms and,
since it is predicated primarily on trade liberalisation, privatisation and
macroeconomic and institutional reforms which underpin the main tenets, it uses firm
performance as its measure. It utilises variables which feature in trade literature and
addresses four specific themes in addition to EU membership, namely, firm
characteristics, globalisation, access to finance and innovation. However, these
themes demand the exploration of the influences surrounding their selection as
determinants of firm performance. Thus EU membership is associated with
institutional reform; firm characteristics with age and size; ownership with foreign
direct investment (FDI), privatisation, international production networks and
exporting; access to finance with loans and capital availability, and innovation with
research and development. Therefore, the literature review includes the relationship
between the themes and their key determinants and identifies gaps in knowledge that
generates the hypotheses on which this thesis is predicated. However, neither the WC
programme nor the EU accession process can be viewed in economic isolation, and a
political economy dimension must be introduced to complete the picture, provide a
necessary perspective on the interpretation of the results, and provide an appropriate
contribution to knowledge. To satisfy this aspect of the research, a limited review is
undertaken of the ideological paradigm elucidated in the WC, together with some of

the socio economic consequences of EU accession.

2.2 Washington Consensus Programme

The Washington Consensus (WC) was a description coined by John Williamson who
“argued that the set of policy reforms which most of official Washington thought

would be good for Latin American countries could be summarized in ten propositions:
. Fiscal discipline.
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. A redirection of public expenditure priorities toward fields offering both high
economic returns and the potential to improve income distribution, such as
primary health care, primary education, and infrastructure.

. Tax reform (to lower marginal rates and broaden the tax base).

. Interest rate liberalization.

. A competitive exchange rate.

. Trade liberalization.

. Liberalization of Foreign Direct Investment inflows.

. Privatization.

. Deregulation (in the sense of abolishing barriers to entry and exit).
. Secure property rights” (Williamson 1989).

This 10-point reform programme, known as the Washington Consensus, prescribed a
template by which the developing world could achieve macroeconomic stability and
improved national welfare. Williamson has since argued that both supporters and
detractors have chosen, erroneously, to interpret his paper as a gospel for neoliberal
ideas, although the term is now used universally to describe the actions of the
Washington influenced International Monetary Fund (IMF) and the World Bank (WB)

in pursuit of their versions of global welfare (Williamson 2000).

Fiscal discipline was defined as an imperative to reduce large deficits, with the
objective of controlling adverse balance of payments problems and inflationary spirals.
It was intended to go hand in hand with changing public expenditure priorities to
encourage growth, including the improvement of education, healthcare and
infrastructure. In a free market context, this pro-growth and pro-poor expenditure
priority has been interpreted as emphasising the former whilst relying on reduction in

government expenditure to control the deficit (Williamson 2009).

The intention of the reform of taxation was to ensure a broad tax base allied to a more
moderate marginal rate which, together with the liberalisation of interest rates and the
creation of a competitive exchange rate, was intended to reduce the amount of
government control creating barriers to economic growth. In so far as this element of

the reform programme has been pursued, it has been interpreted as a need to reduce
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taxation generally, allow markets to control interest rates and establish floating

exchange rate regimes (Williamson 2000).

Trade, inward foreign direct investment (FDI), liberalisation and privatisation were
not originally intended to be interpreted as the neoliberal paradigm they have become.
The speed of liberalisation, the comprehensive nature of the freeing up of capital
accounts and the manner of privatisations, were not intended to have the destabilising
effects that have been witnessed globally. This applies equally to deregulation. The
intention was for it to be an exercise in tariff barrier reduction, whereas it has become
a paradigm for reducing regulations of any kind, including those designed for safety,
the environment, or for the protection of non-competitive industry (Gore 2000). In
relation to property rights, it was an attempt to provide a legal structure for a more
universal property-owning society, which included the empowerment of the informal
sector. However, it has been utilised to strengthen the hand of vested interests
(Williamson 2009).

The WC is essentially a construct of the key tenets of the International Finance
Institutions (IF1), in particular, the IMF and the WB. Their prescription for the
improvement of national welfare is based on the influence of both the American
government and the economic elites of the major universities who have espoused the
benefits of neoliberalism for the past two decades. By the very nature of the
constitutions of these two institutions, the product is for export only, with a packaged
policy of one size fits all, predicated on conditionality; the provision of money in return
for policy reforms (Babb 2013).

Krugman (1995) believed he had written the obituary of the Washington Consensus
only to see it continue to flourish from South East Asia to Latin America and across to
Southern Europe. In reality however, the IFIs have not created a post WC
environment, but developed and augmented the process in the light of criticism and
experience. The paradigm has been widely criticised and therefore conceptually
weakened, although there is no evidence to suggest that an alternative has been
developed to justify the descriptor of “post Washington Consensus” (Babb 2013
pp.291).
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Danni Rodrik (2007 pp.973) stated “Proponents and critics alike agree that the policies
spawned by the Washington Consensus have not produced the desired results. The
debate now is not over whether the Washington Consensus is dead or alive, but over
what will replace it”. However, in the same paper, he admitted that Washington
institutions were already advocating an augmented WC, including a greater role for
financial and state institutions, a more flexible labour market and a greater role for the
World Trade Organisation (WTO). This may suggest a change of emphasis from
policy to institutions. Those countries that adopted the “shock” therapy promulgated
by the Washington Consensus, found that loosening the ties of the state created a weak
bureaucracy incapable of controlling the powerful entities of deregulation, capital
flows and privatisation. Thus, the notion that a weak state and the freedom that it
brings guarantees prosperity, is discredited (Rodrik 2012). Literature tends to focus
on transition or developing economies, defined as economies in transition from a
command to a market economy, with a need to develop institutional and structural
systems to support the change process. Literature analyses particular world regions
with differing economic paradigms, cultures, religions and political ideologies, which
exacerbates the difficulty of arriving at empirically based universal conclusions.
Criticism of the approach is that it is too prescriptive and fails to take into account
these issues, together with the welfare needs of individual countries; “the evidence is
now in, and it is clear that it does not work well enough. The dominant economic
orthodoxies have failed to generate sustained economic growth, poverty reduction, and
fair outcomes in many parts of the developing world” (Held 2005 pp. 99). There has
been a degree of critical commentary from the Asian financial crisis of 1997 through
the contrasting experience of Latin America, where the benefits of reform were
outweighed by lack lustre growth allied to an increase in inequality and poverty, to the
Eurozone crisis that engulfed Portugal, Ireland, Italy, Greece and Spain (PI11GS) with
increasing claims that the WC programme is flawed (Schmidt 2010; Rodrik 2012).

In relation to Asia, it can be argued that the financial crisis of 1997 was actually caused
by the IMF, firstly by an overreaction to the devaluation of the Thai Baht, which caused

a speculative run on other Asian currencies, including Australia and New Zealand.

Secondly, by shuttering banks to a degree that caused capital flight on an industrial

scale (Sachs 1998). This was accompanied by an apparent inability to understand the
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debt to equity ratio of Asian companies, which are inversely related to their Western
counterparts mainly due to the high savings rate prevalent within Asia. The subsequent
fall out led to bankruptcy, against a background of an inadequate legal system and
predatory behaviour by Western capitalists seeking undervalued assets (Wade &
Veneroso 1998).

The Asian experience contrasts with the Latin American Experience in that the
hegemony of the US has always resulted in tensions unique to the region, alleviated
by the post war success of the Import Substituting Industrialisation (ISI) programme.
This was an attempt primarily by developing countries to replace manufactured goods
imported from the developed world. Domestic production facilities were established
and tariffs imposed to protect the newly emerging industrial base (Baer 1972; Franko
2007). However, the internalisation programme stalled in the late seventies and Latin
American countries were forced to look to the US and the IMF for assistance with its
rising debt, runaway inflation and the flat lining of GDP growth. The imposition of
the policy reforms of the Washington Consensus programme undoubtedly brought a
number of benefits, particularly in relation to capital flows, reduction of inflation and
eventually stabilisation of currencies. However, these advantages were outweighed
by lack lustre growth, a continuing failure to improve productivity and
competitiveness, and in many ways, allied to an increase in inequality and poverty
(Krugman 1995 & Franko 2007). Of particular interest is the effect of the reform
package, which arguably has been found most acutely in Mexico due to its proximity
to the US and membership of the North American Free Trade Agreement (NAFTA).
It is self-evident that American influence, deeply resented amongst Latin American
states, has created an economic environment designed to provide maximum benefit to
US businesses (Grugel & Riggirozzi 2012). There now exists a more Keynesian trend
which, whilst not abandoning the beneficial reforms of the IMF, has introduced a more
state interventionist approach to economic development, where the need for a more
inclusive society is recognised as part of a key goal of government policy. This has
its problems, but the success of Brazil’s anti-poverty programme and Mexico’s cash
transfer initiatives may be a prelude to a new more statist paradigm, which will provide
a better welfare outcome for the nation states (Bresser-Pereira 2010). The issue is

whether the vested interests in the US will allow this to happen.
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One has to return to the literature of the 1990s for a body of evidence that is supportive
of the WC programme (see Dollar (1992), Sachs and Warner (1995), Edwards (1998),
and Romer and Frankel (1999), although the subject has recently been revisited by
academics who recognise that the term is a reasonable description of the neoliberal
agenda prevalent today (Babb 2013, Estevadeordal and Taylor 2013). Whilst Babb
(2013) emphasises the evolution of the original concept, Estevadeordal and Taylor
(2013) find empirical evidence to justify their claim that, from the perspective of trade
liberalisation, the augmented WC is alive, well and justifying its policy claims. Their
paper is an attempt to measure empirically the efficacy of the WC programme against
a control group, where they assemble a country group of liberalisers, based on tariff

reduction, against a group of non-liberalisers. They find that:

“the effect on the developing country liberalisers is that the impact of
tariff reduction looks quite beneficial and has a plausible magnitude
consistent with theory. The effects we find are not so large as to be
dismissed as implausible, but at the same time, our effects are still large
enough to make a nontrivial cumulative difference in outcomes over
the longer run. An extra 1% of growth each year may not sound like a
lot ............ is there any other single policy prescription of the past
twenty years that can be argued to have contributed between 15% and
20% to developing country incomes?” (Estevadeordal and Taylor
2013).

The evolution of the WC programme into what has been described by a number of

scholars as the augmented WC perspective includes:

The Original Washington Consensus items, plus:

. Corporate governance

. Anti-corruption

. Flexible labour markets

. World Trade Organization agreements
. Financial codes and standards

. ‘Prudent’ capital-account opening
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. Non-intermediate exchange rate regimes

. Independent central banks/inflation targeting
. Social safety nets

. Targeted poverty reduction (Marangos 2009)

Thus the debate continues, whether the addition of this augmentation reflects the
demise of the WC and whether we now enter a post Washington Consensus world.
The reality is that the WC programme came under pressure from the problems of
implementation, as the differing economic and political problems of the various nation
states met the conditionality imposed by the IFls (Naim 2000). Neither the WC, the
augmented WC nor the post WC programmes were ever a universal consensus.
Easterly (2001), Rodrik (2002, 2006), and Stiglitz (1998,2000,2002) were particular
and constant critics: the augmented WC having been drawn up by Rodrik (2007) as an
objection to the original and continuing attraction of the WC to the IFls, and to their
continued application of the conditional approach to developing economies (Marangos
2009). Gereffi (2014) claims that global value chains and the emergence of
competitive regions of economic and political influence mark the end of the WC.
However, although there may have been a number of iterations, variously described as
“augmented, “post” or “after”, the WC has not been replaced by an alternative
paradigm. The neoliberal consensus that unites Western governments, the political
and corporate elites and the fragmented nature of the development economic debate,
shows little sign of abating, therefore “it seems likely that no transnational policy
paradigm will replace the Washington Consensus in the near future” (Babb 2013
pp.291).

It is important to emphasise Williamson’s (2009) objection to the comparison of the
WC programme with neoliberalism, which he states emphatically in a paper entitled
“A Short History of the Washington Consensus”:

“[W]hen a serious economist attacks the Washington Consensus, the
world at large interprets that as saying that he believes there is a
serious intellectual case against disciplined macroeconomic policies,
the use of markets, and trade liberalization-the three core ideas that

were embodied in the original list and that are identified with the IFls.
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Perhaps there is such a case, but | have not found it argued in Stiglitz
(2002) or anywhere else. If the term is being used as a pseudonym for
market fundamentalism, then the public read into it a declaration that
the IFIs are committed to market fundamentalism. That is a caricature.

We have no business to be propagating caricatures”.

Nevertheless, it is difficult to argue that the WC programme has not become a
shorthand term for the neoliberal agenda. Furthermore, there is significant literature
implying that Williamson is being disingenuous when he distances himself and his
creation from neoliberalism. There are claims that globalisation itself is not the issue,
but the form of it promulgated by the WC programme, which is the root cause of poor
economic performance and deterioration of national welfare (Chang and Grabel 2004a,
2004b; Marangos 2014). As a student of Fritz Machlup, a prominent member of the
MPS, Williamson himself makes the connection between the Mont Pelerin Society,
neoliberalism and the WC (Williamson 2003). However, this research study limits

itself to the effect of the programme in relation to firm level performance.

2.3 A Political and Sociological Perspective of Neoliberalism

It is important to distinguish between classical or neoclassical liberalism and
neoliberalism, since there is evidence of some confusion. The success or failure of the
neoliberal paradigm is debated against a backdrop of its perceived hegemony since
1980, when the Thatcher led conservative government in the United Kingdom and the
Reagan led administration in the United States championed Hayekian economic
policies in the interests of their perception of national welfare (Harvey 2007). This
contention of state capture has its roots in the Hayekian and Friedman inspired school
at the University of Chicago, which itself grew from the Mont Pelerin society founded
in 1947. The founding members were Friedrich Hayek and Milton Friedman and
amongst others, Ludwig von Mises, James Buchanan and Karl Popper. This context
is of interest since three of these economists have received the Nobel Prize for
Economics. The Chicago School was pivotal in the creation of partisan economic
think tanks like the Institute for Economic Affairs in London and the Heritage
Foundation in Washington DC (Mirowski and Plehwe 2015).
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Straying into the field of politics and sociology, there is a persuasive argument that the
influence of neoliberalism and its apparent dominance of economic thought and
practice is the result of a “thought collective” ("Denkkollektiv" in German). This was
developed by Polish/ Israeli physician, Ludwig Fleck, to explain how a cohort of
researchers jointly develop and elaborate, from a shared framework of ontological and
epistemological ideas, knowledge, experience, beliefs and cultural background to

produce a universal truth in relation to a particular concept (Harwood 1986).

In relation to neoliberalism, the claim is that members of the Mont Pelerin Society,
through Hayek and Friedman, became influential in both the Chicago School of
Economics and the London School of Economics and both these establishments
became thought leaders in the post war debate between Hayek and Keynes. The fact
that the individuals purportedly leading this thought collective have continually denied
its existence, is an argument that is unappealing to leading researchers on the subject.
Mirowski (2014) claims that:

“[W]hat is noteworthy about the neoliberals is that they forged a
unified doctrine and institutional structure to do just that: they can
reassure themselves that no human being is capable of second-
guessing the Truth of the Market, and therefore spreading ignorance
about their own true motives is not duplicity, but rather, foaming the
runway for the bearers of real civilization to land and take over. There
is no better modern exemplar of the core of the Straussian political

doctrine of the noble lie”.

Whether there is empirical evidence to support the claim that the five hundred
members of the Mont Pelerin Society had a profound effect on economic outcomes
and policy, is addressed in these research papers. The Marxists held the view that
capitalism should be encouraged and supported to such a degree that that an overly
repressed proletariat would rise and support their political objectives (Mirowski 2014).
However, the real evidence exists in the actual events and in the known members of
the society who emerged since the transition from Keynesianism to neoliberalism in
the early 1980’s. Following the Pinochet coup in Chile against the democratically
elected socialist government of Allende, which chimed with the collapse of the Import
Substitution programme that had successfully regenerated much of South America, the
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subsequent recession required an economic solution. It came in the shape of a cohort
of United States economists who became known as the “Chicago Boys” due to their
allegiance to the teaching of Milton Friedman. From the point of view of the Chilean
economy, their successful introduction of what subsequently became known as the
Washington Consensus programme was the direct application of all they had been
exposed to while studying at the Chicago School, and the shock tactics they
implemented received Friedman’s full support (Silva 1991). Solow (2013) regarded
him as an ideologue, echoing his support of Reagan and Thatcher, and stating, “I think

that Milton Friedmans are bad for economics and bad for society”

A body of opinion claims that the Western world did not have a monopoly on
neoliberalism. Prior to the end of Soviet hegemony in Eastern Europe and Central
Asia, academic economists in the region were part of a transnational network sharing
with Western participants the results of what was seen as the impact of socialism
against a background of the neoliberal thought collective (Bockman and Eyal 2002).
These academics espoused the view that such transnational conversations formed the
bedrock of the ready acceptance of neoliberal reform in Eastern Europe and Central
Asia, which in turn suggests an international alignment of the Mont Pelerin thought

collective.

2.4 The Internalisation of the Washington Consensus within the

European Union

The most recent examples of the programme in action are found in Europe, although
it is first necessary to contextualise the reference. Literature suggests that the EU has
gone further than any other group of member states to embrace the principles of the
WC and, while there is significant reference to the WC, what is “less widely recognised
is that there really exists only one pure laboratory experiment implementing the
Washington Consensus in the Western World: Europe. [It] ....... has gone very far in
the internalisation of the Washington Consensus; in fact, it has devised constitutionally
a form of government that has no choice but to implement it” (Fitoussi and Saraceno
2013 pp. 1). It can be argued that, in so doing, Europe laid the foundation for the poor
growth it is currently experiencing. There is also some evidence of convergence of
IMF and EU funding policies, with the EU adhering to a much more orthodox
monetary regime than the IMF (Lutz and Kranke 2014).
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Essentially, the new member states of the EU had no choice but to incorporate the
Acquis Communautaire (accumulated body of EU law and protocols since 1958) into
their legal and regulatory administrations. Whilst the accession states had no choice
but to engage completely in the process, it is irrelevant whether the debate is based on
the WC programme or any augmented or post application. To have done otherwise
would have led to denial of entry. Those Western Balkan countries in the accession
process face the same dilemma in a one-sided negotiation, where the conditionality of
membership is non-negotiable (Lavigne 2000). This will result in the same systemic

change as that enforced on the countries of Central and Eastern Europe.

Following the Eurozone crisis, the internalisation of the WC can be epitomised in the
formation of the Troika, consisting of the European Commission (EC), the European
Central Bank (ECB) and the IMF, to bail out Portugal, Italy, Ireland, Greece and Spain
(the PIIGS). The policy of austerity, demanded in return for money, is the very bedrock
of the IMF’s strategy of external conditionality and serves to demonstrate the extent
to which the EU has internalised the WC (Featherstone 2015). This view is further
emphasised by the crises in Hungary, Latvia and Romania in 2008/09 when the EU
and the IMF cooperated to provide a rescue package. It should be noted that the
conditionality imposed by the EU was far stricter than recommended by the IMF (Lutz
and Kranke 2014).

There have been a multiplicity of interpretations of the WC policy, although the reality
is that it is associated with orthodox macroeconomic policies established and pursued
by international financial institutions, including the IMF and the EU. It was the EU
however, which proved the most recalcitrant, pursuing an aggressive contractionary
and pro cyclical programme conditional on the award of loans to Hungary, Latvia,
Romania, Greece, Ireland and Portugal (Marangos 2009a and 2009b; Lutz and Kranke
2014; Babb 2013). A particular example was its treatment of Romania where severe
austerity measures were demanded, including a 25% cut in public sector pay and a
15% cut in pensions, followed by further cuts in return for additional funds. In
contrast, the IMF believed a far less austere regime could have been agreed. This
demonstrates that, by internalising the WC programme, the EU’s adherence to the
established paradigm necessitated a far stricter observation of economic orthodoxy
(Lutz and Kranke 2014).
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The complete supremacy of the EU Commission is apparent in the control exerted at
supranational level on trade, competition and, in the case of the Eurozone, through the
monetary policy of the European Central Bank. Even in the area of fiscal policy there
are constraints established by the Stability and Growth pact. Essentially therefore, the
neoliberal agenda is established with the reduction of the presence of government,
insistence on a balanced budget, control of inflation and the increase of competition
through market mechanisms (Fitoussi and Saraceno 2013). Add the privileges of the
common market and the customs union, and an augmented WC programme is

complete.

2.5 The Transitional Countries and Process

The relationship between the institutional paradigms of the EU and IMF provide the
opportunity for several strands of research at the microeconomic level using firm level
data. Neoclassical orthodoxy hypothesises that privatisation, trade liberalisation,
international trade, foreign ownership and access to finance, including FDI, have a
beneficial effect on national welfare. Within the WC, these key areas are described as

trade liberalisation, FDI flows, privatisation and deregulation.

The existence of the economies of Eastern Europe at arguably three different levels of
transition, allows for an analysis of the efficacy of the WC programme on the
performance of firms in regions that have adopted either a total or piecemeal
application. In the NMS of the enlarged EU, there is evidence that protocols that led
to accession were essentially based on the Washington Consensus programme, as
epitomised by the EU. This programme was complete both in an institutional and
economic sense (Fitoussi and Saraceno 2013). In countries of the former Soviet Union
and Eastern Europe, the emphasis was on privatisation and the abolition of price
controls, ignoring the weakness of institutions and the imbalances of supply and

demand created by a command economy (Gabrisch and Holscher 2006).

The transition process, following the collapse of the Soviet hegemony over its
European and Central Asian states, was epitomised by the stark reporting of the tearing
down of the Berlin Wall in November 1989. It is somewhat ironic that the symbolism
of the collapse of the Soviet Union came in a state, namely, the German Demaocratic

Republic (GDR), which was to have an extremely short period of independence. The
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fall of the Berlin Wall and the growing realisation that the Soviet Union would not
continue to bolster the repressive regime led by the East German Socialist Unity Party
(SED) brought significant numbers of people out onto the streets in protest. Stripped
of its protection, the SED was deposed and replaced with a government committed to
the establishment of democratic rule. However, the country’s economy was in a
parlous state and the opening of the border with West Germany brought a wave of
emigration which threatened to destabilise both countries. Therefore, for economic
and public order reasons, reunification became inevitable and on the 23rd August 1990
the GDR declared its accession to the Federal Republic of Germany and therefore, by

default, was also absorbed into the EU.

The disintegration of the Soviet Union resulted from factors which were political,
cultural, and ideological and above all, economic, with several decades of economic
stagnation (Svejnar 2002). The central planning functionality, which failed to balance
supply and demand, allied to the significant expenditure of its military industrial
complex, challenged the ideological appeal that had sustained the Soviet Union since

its inception.

“In its last years the ideological appeal of the regime had long been
dead, and its capacity to deliver economic growth had been exhausted.
In 1990, among all the consumer goods in the Soviet Union only 11%
could be found easily in the shops, the other 89% were consumer goods
in shortage. So Soviet order was paralysed by the deadly combination
of political stability and economic inefficiency” (Krastev 2012 pp.3;
Khan 2009).

The notionally independent states of Central and South East Europe (Poland, Hungary,
Czech Republic, Slovak Republic, Slovenia, Croatia, Bulgaria, Romania, Serbia,
Montenegro, Bosnia Herzegovina, Kosovo, Albania and FYR Macedonia) were free
of the Soviet hegemon and figure 2.1 below shows their geographic location in relation

to both the Commonwealth of Independent States and the major countries of the EU.
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Figure 2 1 Political Map of Europe

Eastern Europe

Py p—r————

Source: pocket-talk.org

The first eight states listed, together with the Baltic states of Estonia, Latvia and
Lithuania, joined the EU between 2004 and 2013. The independence declaration of
the Baltic States in 1991 was the forerunner to the departure, later that year, of the
balance of states of the former Soviet Union (Armenia, Azerbaijan, Belarus, Georgia,
Kazakhstan, Kyrgyzstan, Moldova, Russia, Tajikistan, Turkmenistan, Ukraine and
Uzbekistan). A time line of events is shown in table 2.1 below. These are sovereignty
declarations followed by independence within a relatively short timescale. Note that
the dissolution of the Soviet Union did not take place until the 26th December 1991,
by which time all states had already declared unilateral independence; a measure of
the abrupt loss of control of the Union by the Soviets.
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Table 2.1 The Date of Sovereignty and Independence Declarations of

the New Commonwealth of Independent States

Sovereignty Independence Date
Country .

Declaration
Azerbaijan 30 August 1991 18 October 1991
Georgia 18 November 1989 9 April 1991
Lithuania 18 May 1989 11 March 1990
Estonia 16 November 1988 20 August 1991
Latvia 4 May 1990 21 August 1991
Russia 11 June 1990 12 December 1991
Uzbekistan | 20 June 1990 31 August 1991
Moldova 23 June 1990 27 August 1991
Ukraine 16 July 1990 24 August 1991
Belarus 27 July 1990 25 August 1991
Tajikistan 24 August 1990 9 September 1991
Armenia 23 August 1990 21 September 1991
Kazakhstan | 25 October 1990 10 December 1991
Kyrgyzstan 15 December 1990 31 August 1991

Source: Author

The transition process, from a command to a market economy that began in 1991, led
to a decline in output and a significant underestimation of the difficulties associated
with achieving this transformation. (Svejnar 2002). Beginning in the mid-nineties,
following this initial output decline, all economies began to recover, albeit at varying

rates.

At this stage, it is appropriate to divide the transitional region into three distinct areas,
namely the Central and Eastern European states (CEE) including the Baltics, the
Former Soviet Union (FSU) and the Western Balkans, including Albania and the
Former Yugoslav Republic of Macedonia (WB). This distinction allows the
identification of the CEE as the accession states of the enlarged EU, the WB as the
pre-accession states, and the FSU being members of the Commonwealth of
Independent States (CIS), the latter being an economic bloc led by Russia. Following
an initial decline, improvement began in the mid-nineteen nineties when the CEE and
WB states fared better than those in the FSU, albeit that even amongst the former there

were both early and late reformers. This was primarily due to the introduction of early
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structural reform and stabilisation measures, allied to inflation control policies, which

proved key to improved growth profiles (Fischer and Sahay 2000).

The use of all or aspects of the Washington Consensus programme was a key feature
in the transitional journey and adopted by a number of states, including the provision
of economic shock, rapid privatisation and price stabilisation. However, there were
also states that rejected this approach, preferring a more gradual implementation of
both price stabilisation and institutional reform (Gabrisch and Hélscher 2006). A total
of seven states adopted and maintained the economic shock approach (Slovenia, Czech
Republic, Slovak Republic, Poland, Latvia, Lithuania, Estonia) with a further four
starting but aborting the process (Macedonia, Bulgaria, Albania, Russia). The balance,
with the exception of Turkmenistan and Uzbekistan who elected not to reform, adopted
the gradualist approach (Lenger 2008). The importance of the adoption of one or other
approach is the subject of continuing debate, despite Popov (2000) claiming to have
concluded the discussion by maintaining that the speed of transition was of secondary
importance to the unevenness of the initial economic environments in each state, allied
to the subsequent strength of the institutions. The debate is further complicated by the
recipients of the shock therapy becoming EU member states, further compromising the

apportionment of causality.

There is a universal acceptance of the importance of institutional development, but
with this conclusion came the claim that those adopting economic shock as a means of
transition, neglected this aspect, thus creating an unacceptable economic risk profile
(Gabrisch and Holscher 2006; Holscher 2009). In contrast, Hartwell (2013) finds that
those states that accelerated the speed of transition have made the most significant
macroeconomic progress, which suggests that economic rather than political
institutions are a more important influence. The economic institutions are defined as
business freedom, ownership, size of state, financial and monetary entities, whilst the
political are the type of government, judicial systems, executive and legislative
powers, associated with the danger of corruption, abuse and state capture.
Additionally, he claims that these states have successfully developed their political
institutions to ensure support for a market economy. This would suggest that the
driving force for political institutional development is the fast and successful

propagation of economic institutional reforms, which in turn implies a degree of
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support for the implementation of the Washington Consensus programme. It may
therefore be that the relative economic success of the economic shock countries is tied
to their striving to meet the criteria of the Acquis Communautaire and the

conditionality imposed by the EU.

The WC and its 10-point implementation programme has been a source of
controversial debate for the last two decades. Some scholars argue that it has been
adopted by the EU, which has internalised it as a template for economic and financial
governance within the community. However, it has been much criticised in relation
to its rationale and negative implications for national welfare. The neoliberal concept
embodied in the WC maintains that, in part, it provides a platform that encourages
growth, improves income and alleviates poverty. Many dispute this believing that
empirical evidence exists to disavow such claims. The WC programme emphasises
the need for institutional reform, evidenced in literature as an important element of
economic growth. In general, researchers have focussed on individual elements or
countries, concentrating on specific cause and effects to determine outcomes. Where

appropriate, their findings are then applied universally (Rodrik 2006).

There is universal acceptance that the NMS have benefitted economically from
membership of the EU, but they still fall short of the ultimate objective of full
convergence with the EU15, with a danger that the whole process will stagnate
(Halmai and Véasary 2010; Epstein and Jacoby 2014). The reality is however, that the
economic benefits far outweigh any influence on democratic development and there is
evidence of state capture on both the political and corporate fronts. While the NMS
are economically more prosperous, and their actions recognise this, they continue to
fall prey to populist illiberals who push the boundaries of the Acquis Communautaire
and tolerate corrupt practices in pursuit of their own agendas (Epstein 2014; Houghton
2014, Jacoby 2010; Medve-Balint 2014; Innes 2014).

An arguably greater challenge now emerges; the accession of the Western Balkan
states. Albania, Bosnia and Herzegovina, Kosovo, Macedonia, Montenegro, and
Serbia who are all in the accession process and present the EU with a dilemma, given
the continuing challenges presented by those Eastern European countries who are

already members. The issues raised by the ethnic wars of the 1990s still resonate today
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and these must be resolved before accession can be contemplated (Vachudova 2014;
Howard-Jones et al. 2018).

2.6 Key Themes of the Research

2.6.1 European Union Membership

The transition process in Eastern Europe and Central Asia has seen most countries
adopt market orientated policies and create institutional environments in which to
develop. However, the greatest progress has been made by those countries that have
become members of the European Union with the process of accession encouraging
economic and institutional reform (Cameron 2009). To some degree this was a process
predicated on EU conditionality of membership, where the principles of enlargement

were stated in the Copenhagen Council of 1993:

“«“

. membership requires that the candidate country has achieved
stability of institutions guaranteeing democracy, the rule of law, human
rights and respect for and protection of minorities, the existence of a
functioning market economy as well as the capacity to cope with
competitive pressures and market forces within the Union. Membership
presupposes the candidate’s ability to take on the obligations of
membership including adherence to the aims of political, economic and

monetary union” (European Council, 1993).

This was a political process aimed at reinforcing peace and stability in Europe and
creating a democratising environment in countries at the EU’s Eastern border where
previously there had existed a number of illiberal and authoritarian states which
threatened peace. (Vachudova 2014). However, this political construct began to
narrow its criteria throughout the 1990’s, until the focus at the beginning of the 21st
century was almost entirely a transition to a market economy, allied to macroeconomic

criteria relating to deficits, debt ratios and price stability.

The process was not a harmonious one with the Southern European Union states
expressing disquiet at the enlargement process and concern about the fiscal support

available to them post enlargement (Agnew 2001).
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Effectively the new member states of the EU have gone through a conditionality
process having to adopt the EU systems of governance where rules are transferred from
the Union to the accession state. The process is one of providing rewards in return for
rule acceptance and implementation. It is graduated, beginning with financial
assistance, trade agreements and finally full membership. It is a prescriptive,
exogenous process where reward only follows acquiescence. The problem with this
approach is that it loses its resonance post accession, when disgruntled rentiers have
an opportunity to undermine the system in the absence of further incentives
(Schimmelfennig and Sedelmeier 2004). The effect of membership suggests that the
benefits are more economic than democratic, where continuing tensions reflect the
historical divisions between Eastern and Western Europe with evidence that all the

NMS have problems with democratisation (Epstein and Jacoby 2014).

However, this has to be placed in context. The EU was working towards the political
stabilisation of Central and Southern Eastern Europe for a decade or more before any
enlargement occurred and, whilst economic convergence between East and West
continues to be a distant prospect, there is little doubt that membership of the EU
provides more economic opportunities (Epstein 2014; Medve-Balint 2014; Jacoby
2014; Langbein 2014). Additionally, the requirement to adhere to the Acquis
Communautaire curbs the worst excesses of authoritarianism and gives some comfort
to the liberalisers that reform is still achievable (Sedelmeier 2014; Haughton 2014;
Dimitrova and Buzogéany 2014; Langbein 2014).

In relation to firms, the impact of the Washington Consensus programme and
accession to the EU pivots around privatisation, FDI, firm ownership and exports.
Agency theory suggests that privatisation would strengthen the principal/agent
relationship and the management team’s motivation to improve performance.
Findings in literature suggest that privatised firms in foreign ownership or investment
display efficiency improvements whereas those in domestic ownership do not.
Possible reasons for this may centre on governance and the strength of institutions,
with foreign investors providing firms under their ownership with clear managerial
and technological support to ensure compliance by local management. In the domestic
arena the agency relationship is ill defined, giving the management team too much

autonomy (Buck et al. 2008; Meyer and Peng 2005). However, the route to foreign
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ownership was not necessarily direct since, at the beginning of the privatisation
process, there is little evidence of FDI with transactions being limited to domestic
participants and it is these who subsequently encouraged the substantive flow that

emerged (Bevan et al. 2004).

The most important elements of FDI into the transition economies of Eastern Europe
appear to be labour costs, proximity relating to the gravity theory, market size and
institutional development (Bevan and Estrin 2004; Bevan et al. 2004; Meyer and Peng
2005). The institutional factor being particularly relevant in that the conditionality
imposed by the EU on candidate states for membership, ensured a strong institutional
platform, which underpinned potential investee decision making. Additionally, the
gravity model is important as the bulk of FDI came from countries with close
proximity to the NMS, particularly Austria and Germany. The motivation was
twofold; firstly, horizontal investment to take advantage of market and price
liberalisation and, in the case of the service sector, the development of market
orientated support mechanisms and opportunities in utilities. Secondly, vertical
investment designed to exploit the comparative advantage of cheap, skilled labour

aimed at incorporating firms into international production networks.

The objective being to import technologically complex inputs for assembly using
lower cost labour, thus increasing value added to the investing company. This latter
form of investment has proved important in relation to export volume from the NMS,
but has not necessarily benefitted domestic firms in relation to knowledge and
technological spillovers, other than those with foreign investment or part of the
upstream supply chain (Hunyar and Richter 2011, Bucar et al. 2009; Javorik 2004;
Markusen and Venables 1999).

Exporting from the NMS is dominated by foreign owned firms; however, this is
primarily as a result of vertical investment and membership of international production
networks. The significant volume of technological inputs results in cheap labour being
the only major source of value added and reduces the opportunity for an export

multiplier.

This impacts negatively on GDP and is exacerbated by repatriation of profits and

unfavourable exchange rates (Bérocz 2012). Additionally, the dominance of foreign
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firms and the perceived economic necessity of encouraging FDI in the competitive
environment of the accession countries, has led to the danger of corporate state capture
(Drahokoupil 2008; Fernandes 2009; Blagojevic and Damijan 2012; Innes 2014). The
subsequent infrastructure expenditure on assets geared to the needs of foreign owners
leads to an asymmetry detrimental to national welfare, including the potential for

reducing the State’s ability to improve absorptive capacity.

EU membership has undoubtedly benefitted the NMS, which are economically and
institutionally improved as a result. However, the effects are not universally beneficial
and fourteen years after the first eight countries joined the EU there is little sign of
economic convergence and some evidence that the democratisation process is under
threat. The overall effect is a suggestion that despite the benefits of EU membership

there remains an East, West divide (Epstein and Jacoby 2014).
Hypothesis 1. Firms within the NMS are more productive and profitable.

2.6.2 Firm Ownership

The two seminal works on the nature and existence of firms have been written by
Knight (1921) in his “Risk, Uncertainty and profit” and Coase (1937) in “The Nature
of the Firm”.

Both had a fundamental effect on the traditional economists’ view of perfect
competition in an unregulated environment governed by supply and demand, where
the former attracted the latter and determined price, which was in turn controlled by
price increases and the appearance of other suppliers attracted by the prices obtained.
The subsequent reduction in price kept an efficient market in equilibrium (Smith
1776). Knight argued that, in these circumstances, profit should not be possible and
introduced the concept of entrepreneurial risk and reward where the nature of
transactional uncertainty motivated individuals to transfer the risk to a larger entity of
a firm. Coase was more concerned with transaction costs and the manner in which the
firm managed and minimised those costs by its organisational power and size (Demetz
1988).

Firms emerging within Eastern Europe lacked the entrepreneurial nature of Knight’s
risk and reward and the market orientated transaction cost of Coase, since they lacked

a functioning capital market and a well- developed institutional support mechanism.
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What has been observed is that the potential for firm growth depends on ownership
concentration and the strength of institutional support. In the case of the former, the
lower the ownership concentration the higher the problem of agency with the
asymmetry of information allowing managers to pursue their own interests at the
expense of shareholders and firm growth. Weak institutions limit the opportunity for
firms to grow. However, as ownership concentration grows, a negative relationship
occurs, with firms slowing their rate of growth. This may suggest a reluctance amongst
controlling shareholders to allow the necessary additional capital to accrue for fear of
diluting the benefits of ownership. Equally, in such a volatile relationship potential
investors may be inclined to avoid the present dangers of agency (Balsmeier and
Czarnitski 2017). Further observations suggest that in the absence of strong
institutions and a developed market economy, a more informal structure of cooperation
between firms is formed by pooling resources and creating an informal network, which
provided a platform to survive and grow in a weak institutional environment, although
such environments depend both on the ability of managers and the size of the

transaction cost (Peng and Heath 1996).

The characteristics of firms in transition economies are, to some degree, influenced by
the environment from which they have emerged. Older, larger firms have emerged
from state ownership and a command economy into a price liberalised market
economy as a result of a privatisation process but, as institutions and infrastructure
develop, may find the new environment challenging (Shinkle and Kriauciunas 2010).
Younger, de novo firms tend to be smaller and more entrepreneurial and demonstrate
greater flexibility and growth characteristics. However, they are also the most
financially constrained with a problem of access to finance (Beck and Demirguc-Kunt
2006). Particularly in the NMS of the EU, the emergence of significant flows of FDI
has seen a proliferation of firms wholly or partially owned by foreign entities. These
have proven more productive than domestic companies and led to the inclusion of
NMS into international production networks and a burgeoning export trade led by
foreign owned and more productive firms (Bijsterbosch and Kolasa 2010, LiPuma et
al. 2013). It is therefore essential to control for these factors when measuring the key

determinants of firm performance.
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2.6.2.1 Firm Ownership: Age and Size

Larger, older firms are likely to have been the main target of the privatisation process
and the most attractive to foreign entities recognising the potential for both horizontal
and vertical investment. To put this into perspective, in 1989, firms in Czechoslovakia
and Poland with fewer than one hundred employees accounted for 0.1% and 1.4% of
employment respectively. This confirms the predominance of heavy industry (96.5%
in Czechoslovakia) and suggests an emphasis, in economic terms, on the second round
of privatisations, which involved the larger and, by definition, older firms (da Rocha
2015).

When evaluating the effect of firm age on productivity, there is evidence that older
firms have a positive outcome within the EU but a negative one within the CIS. Prior
to transition, given that all older firms would have been involved in the state planning
process, this suggests a discrepancy between the restructuring processes of firms

within the two regions.

The indications are that there was greater attention given to productivity enhancing
restructuring within the EU than outside it, which may be the result of the significant
level of foreign ownership. However, even when foreign ownership is compared
within the EU and outside, the same result is observed. This may indicate a difference
of approach in terms of knowledge and technology transfer between the two regions
(De Rosa et al. 2015).

There is a tendency in literature to view size and age in the same dimension and growth
models have been built based on the premise that they represent the same fundamental
concept and enjoy a linear relationship (Greiner 1972). However, the age of firm
appears to have a distinct effect on performance, regardless of size. There is evidence
that, as they age, firms have higher levels of productivity and profits, lower debt ratios
and a propensity to convert sales growth into increased profitability, although there is
also contradictory evidence that aging firms suffer from deteriorating sales,

productivity and lower profits (Haltiwanger et al 1999; Coad et al. 2013).

This contradictory evidence provides an opportunity for this thesis to contribute to the
debate by analysing the effect of age of firms on productivity and profitability. The
heterogeneity of both countries and firms may explain the contradictory findings,
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although there are a number of influences at work. The selection effect is the result of
attrition. The passage of time eliminates the least productive firms and increases the
productivity level of the rest, indicating that there may not necessarily be any
improvement in the performance of individual firms, but the net effect is an apparent
growth in productivity as firms age (Janovic 1982). The aging process allows firms to
gain more experience and knowledge in their productive process, which, in turn,
results in productivity improvements as firms identify those processes that retard
efficiency and thus create new techniques to resolve underlying problems (Vassilakis
2008). The de novo firms are particularly affected. From the outset they are in a cycle
of learning, particularly when competing with older firms with market power,
established supply chains and greater experience. Their survival depends on the
intensity of their learning capabilities (Garnsey 1998; Sgrensen and Stuart 2000;
Chang et al 2002). Finally, the inertia effect can be created when firms fail to adapt to
the new challenges of technology and market development. Failing to move with the
times and adapt, they become prone to the predatory effect of the more productive and
to the new entrants. (Coad et al 2013).

In the long run theory of production, all factors are variable. Arguably the most
important are economies of scale and scope since, in the case of scale, the cost per unit
of output is reduced and an expansion of product range provides further competitive
advantage as overheads are spread across a broader range of output (Sloman and Wride
2009). Thus, size of firm provides advantages of both economies of scale and network
effects. There is ample literature on the influence of firm size on markets and most
support the long run theory of production, but there is little that explains why firms
grow. The quality of institutions is a prerequisite for economic growth and provides
the environment for both individuals and firms (North 1986, 1993). De novo firms
appear to grow faster than older ones, although the rate of growth slows as firms’ age
(Navaretti et al. 2014; Coad et al. 2013).

There is considerable literature on firm age, size and growth in transitional economies,
which can be condensed into highlighting the importance of institutional development,
particularly the freeing up of markets, the protection of property rights and contracts,
and the business specific determinants which flow from them. With developed

institutions in place, FDI is particularly attracted to the privatised sector and domestic
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firms are challenged by foreign importers (Wagner 2012). In his review of literature,
Tybout (2003) concludes that foreign competition causes price cost mark ups to fall,
and locally based firms to contract or even exit the market. International trade allows
larger more productive firms to expand their market base creating greater efficiency,
while exporters increase in size, are more efficient and supply better quality products.
Hence, unfettered access to the developed market economies of the EU15, allied to
increased competition as a result of imports from the same source, conform to Tybout’s
findings and new trade theory. Increased competition promotes greater firm efficiency

with the least productive exiting.

FDI is attracted by either horizontal or vertical opportunities with the latter being part
of international production networks capitalising on the comparative advantage of
skilled cheap labour offered by the transitional economies, particularly those of Central
Eastern Europe. The presence of exporting multinational enterprises and access to a
wider market for goods and services, has resulted in the most productive firms self-
selecting as exporters. Together with improved technology and managerial skills, the
presence of increased competition has encouraged innovation in both the
manufacturing and services sector. A combination of these factors increases
productivity and profitability and contributes to national welfare (Hoekman and
Smarzynska Javorcik 2006; Ter Wengel and Rodriguez 2006; Beck et al 2005; Shinkle
and Kriauciunas 2010; Becker et al. 2010; Bijsterbosch and Kolasa 2010). It is

therefore important in any firm level research to control for age and size.

2.6.2.2 Firm Ownership: Foreign Direct Investment

FDI and international trade theories have existed since Adam Smith (1776) postulated
that markets both created and dictated trade. David Ricardo (1817) claimed that
countries should concentrate resources on products in which they have a comparative
advantage. Heckscher and Ohlin (1933) espoused a factor proportion theory whereby
countries would specialise by utilising their most abundant resources to maximise
comparative advantage. More recently, the discussion has become more nuanced
when Hymer (1976), in his posthumous Ph.D thesis, argued that overseas investment
was predicated on firm level advantage over internal competition and resources in the
target country. In particular he developed the notion that multi-national enterprises

(MNE’s) were the main drivers of FDI. Hitherto, portfolio capital flows were the main
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focus of international trade economists (Hymer 1976). This theory was further
developed by Dunning who developed the eclectic paradigm of Ownership, Location,
Internalisation (OLI) in which he proposed an approach that is encapsulated as;
ownership, allowing an MNE to exploit firm specific advantages against competitors;
location, that the firm has a choice of locale; internalisation, providing the operational
capability of utilising assets to reduce costs in both the host and guest nation (Dunning
& Rugman 1985).

The gravity model relates international trade flows to the distance between the exporter
and importer, implying that the shorter the distance, the greater propensity to trade.
Additional variables can be used to enhance the model including size of the economy,
language and common borders. There is evidence that Germany, the near neighbour
of the NMS, increased its business with the group in relation to both FDI and trade, to
a significantly greater degree than any other state within the EU15, albeit that trade
grew strongly with the Euro area as a whole. This conforms to the gravity theory of
trade (Bussiere et al. 2005)

The motivation for FDI is divided into three categories; horizontal, when the
investment is internalised, platform, when the objective is exporting, and vertical,
when the purpose is to utilise a country’s comparative advantage within an
international value chain. It is not the intention of this research to distinguish between
them. Over the past 25 years, the proponents of FDI and trade liberalisation have
argued that the presence of foreign firms has improved allocative efficiency, and that
has become an accepted premise on which to base policy (Topalova & Khandelwal
2011). The empirical evidence is more contradictory however as different studies find
both confirmatory and contradictory evidence, probably due to the different

methodologies used in research.

By definition, the Washington Consensus prescription favours the advantages of trade
liberalisation and it is therefore useful that studies have been conducted which allow a
review of literature where countries have been the subject of such a regime. In India,
when the balance of payments crisis in 1991 resulted in the IMF imposing trade
liberalisation policies in a highly regulated and tariff driven regime, has yielded
contradictory results from two particular research studies (Epifani (2003) and

Topalova & Khandelwal 2011). The earlier study, which includes econometric
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modelling based on previous research papers using firm level data, concludes that
productivity improves following trade liberalisation, with reallocation of output share
and that increased competitiveness of import competing sectors are the major winners
(Epifani 2003). However, the same author finds that results for India contradict this
trend, as a series of negative coefficients leads to the conclusion that, despite reform,
India tends to be an over regulated and tariff promoting regime in need of further
deregulation (Epifani 2003). Later work (Topalova & Khandelwal 2011) contradicts

these findings claiming:

“this study contributes to the literature in important ways. First, this
paper provides direct evidence that trade policies are endogenous to
productivity levels, a fact that to our knowledge has not been previously
shown. Moreover, we account for the endogeneity by exploiting a
narrow time frame in which tariff movements are plausibly exogenous.
Second, the paper not only disentangles the role of import competition
versus access to better and cheaper inputs for productivity
improvements, but also examines how this impact is shaped by
industry, firm, and environment characteristics” (Topalova &
Khandelwal 2011).

Contradicting Epifani, they found the process improved firm level productivity with

improved access to foreign inputs being a major contributory factor.

Using firm level data obtained from the World Bank Enterprise Surveys, Walkirch
examines the effect of the presence of foreign firm across 118 developing countries.
Using regression with fixed effects and measuring separately foreign and domestic
firms, he concludes that any productivity gains are restricted to the cohort of foreign
firms with, at best, only a marginal spillover effect on domestic firms. Encouragingly,
he maintains that his work is only the beginning and further work needs to be

undertaken, which is part of the object of this research (Walkirch 2014).

It is clear that work on productivity is at times contradictory with arguments both for
and against the influence of FDI and trade liberalisation, particularly on domestic firm
productivity. Essentially the argument distils into those looking at single countries
(see Pavenik 2002, Amiti and Konings 2007, Topalova & Khandelwal 2011) who

61



found evidence of productivity improvements, and those researchers carrying out cross
country regressions where the results are less conclusive, some finding that trade
liberalisation has little or possibly a negative impact on a country’s productivity (See;
Freeman 2003; McMillan and Rodrik 2014). Significant literature on the subject
seems to indicate heterogeneity between industries and firms within sectors, with some
finding little spillover to domestic firms from the presence of foreign firms or capital.
Productivity seems to be driven by the presence of foreign firms with superior
technology and management, allied to the exit of less productive domestic firms.
Furthermore, in the productivity gains achieved at firm level, there seem to be

significant differences within industries (Greenaway & Kneller 2007).

Hypothesis 2. Foreign owned firms are more productive and profitable.

2.6.2.3 Firm Ownership: Privatisation

A key factor in the transitional process is the role of the privatisation of state owned
companies. There was an assumption amongst economists that the privatisation
programme undertaken by the Eastern European transition economies would result in
a significant improvement in firm level performance. The result has been more
nuanced, with firms bought by foreign investors being significantly more productive
than those in domestic ownership (Gabrisch and Hélscher, 2006; Wagner, 2006; Estrin
et al., 2009; Irdam et al. 2015; Waldkirch, 2014). The primary purpose was to
encourage greater economic competitiveness, creating a more productive and efficient
environment. Literature reveals that a more competitive market results in improved
productivity (Bridgeman, 2010). Clearly, membership of the EU significantly

increases the competitive environment.

Within the transitional economies, there were concerns about the development of
competition policy, although these have been largely allayed (Gabrisch and Holscher,
2006). Within the NMS, there is evidence that “a well-designed and well implemented
competition policy has a significant impact on TFP [total factor productivity] growth”
(Buccirossi et al., 2013; p.1334). The inclusion of competition is predicated on the
new trade theory and specifically Tybout’s (2003) conclusion relating to the effect of
foreign firms on local pricing and firm survival. The influence of competition also

resonates with international trade, which suggests that larger, more productive firms
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increase in size and are more efficient. Thus, the breakup of state monopolies was an

important event in the creation of increased competitiveness.

Three methods of privatisation were used, namely, direct sale, vouchers, and
management and employee buyout (MEBO) and these were designated as primary and
secondary. In Hungary, direct sale was the primary method with MEBO as the
secondary. The direct sale method is self-explanatory and designed to attract large
scale investors, particularly foreign entities bringing new technology and management
expertise into firms with a monopolistic soft budget constraint mind set. Soft budget
constraint is defined as "firms are bailed out persistently by state agencies when
revenues do not cover costs” (Kornai 1998, p. 12). Soft budgets are defined as "the
expectation of the decision- maker as to whether the firm will receive help in time of
trouble . .. " (Kornai 1998, p. 14). MEBO were defined as insider transactions plagued
by a lack of capital and technology and constrained by behavioural and cultural issues
deriving from their previous existence, buoyed by soft budgets and monopolistic
advantage. Vouchers or mass privatisation involved the award of vouchers (share
certificates) to the population at large leading to a dispersed shareholding and the
problem of asymmetric information between managers and shareholders. These firms
inherited debt without the guarantee of state support, resulting in financial difficulties
for the nascent banking industry saddled with non-performing loans. In turn this led
to credit constraints for the de novo small and medium enterprises established as a
result of the formation of market economies. In total, eight states used direct sale as
their primary process and a further ten as their secondary. Nine states used vouchers
as primary with a further eleven as secondary. MEBO was used by eleven states as
their primary and six as their secondary process (Gabrisch and Hélscher 2006;
Gabrisch 2015).

The majority of transitional economies quickly liberalised their trading policies which,
allied to the break-up of monopolies and the creation of a competitive market, led to
improvements in productivity. Subsequently this led to a reduction in the influence of
soft budget constraints, which forced firms to either become more efficient or exit the
market. This process included the dismantling of the large monopolies into separate
entities and allowed the entry of de novo firms (Djankov and Hoekman 2000; Lizal et

al 2001). The economic impact of privatisation is significant on firms outside the
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Commonwealth of Independent States with Central and Eastern Europe showing the
greatest benefit. From a performance perspective, worker and state ownership show
the least gains; the greatest being seen amongst investment funds and foreigners and
where ownership is more concentrated. The former Soviet Union was particularly
adversely affected with the disintegration of its internal market, allied to the
introduction of imported competition into the newly independent states (Djankovic
and Murrell 2002; Djankov and Freund 2002; Bennet et al. 2004; Estrin et al. 2009).

Privatisation was a key plank of the transition from command to a market economy,
although there is evidence that the form of privatisation was also important. Different
outcomes were experienced, not only between the NMS and the CIS, but also between
states within both regions. This would suggest that the quality of privatisation may
have influenced the outcome, with the superiority of outcome being particularly

noticeable between foreign and domestic buyers (Brown et al. 2006).

2.7 Exports

The characteristics of exporting firms suggest they are more productive, capital
intensive, larger in size, and employ more people and at higher wage levels than non-
exporters (Bernard and Jensen 1999). This begs the question whether there is a causal
effect of exporting or whether firms self-select as exporters as a result of performance
and asset-based characteristics. In the case of Sweden, Greenaway et al. (2005) find
that there may not be an exporter productivity premium suggesting that this may be
the result of a significant exposure to international trade. This may indicate the more
international the state, the more productivity convergence between exporters and non-
exporters should be expected. The focus on exporting in relation to productivity and
profitability is the emphasis on the superior performance of exporters. Associated with
firm growth and survival, this is particularly important in the context of institutional
support for smaller de novo exporting firms (Ter Wengel and Rodriguez 2006;
Sapienza et al. 2006; LiPuma et al. 2013). The Melitz (2003) predictive model
suggests that the most productive firms do self-select into exporting and this is
supported by an empirical literature survey (Wagner (2007, 2012). However, only a

small group of companies export while the majority concentrate on domestic markets.

64



The countries of Central Eastern Europe demonstrated that labour force productivity,
together with research and development, firm size, foreign ownership and the stock of
human capital, were significant determinants of the propensity to export. In relation
to exporting, the emphasis on firm size indicates the importance of economies of scale.
The exposure of exporters to international markets, technological advancement and
experienced professional management reinforces their productive superiority (EFIGE
2011, LiPuma et al. 2013; Cieslik et al. 2014). However, this exposure implies that
some benefit accrues to the exporting firm and that there is a learning process.
Evidence suggests that learning by doing (exporting) is most apparent in de novo firms
and those furthest away from the production frontier. More established and
experienced firms, with prolonged exposure to the potential spillover benefits,
demonstrate a less observable effect (Bernard and Jensen 1999; Girma et al 2004;
Greenaway and Kneller 2007).

To a certain degree, the learning effect depends on the quality of human capital. There
is evidence that as far as the transition economies of Eastern Europe are concerned,
higher levels of productivity equate to the proportion of graduates in employment and
investment in research and development. Additionally, the propensity to export is
stronger in foreign owned firms, which tend to be larger in size (Cieslik et al. 2014).
These findings demonstrate the importance of absorptive capacity to productivity.
Kneller (2005) finds that there is a relationship between domestic firms and foreign
frontier technology dependent on the quality of absorptive capacity but decreasing
with distance between the technological source and host country. This finding has
particular relevance to the NMS due to the proximity of the investing countries, which
implies that distance is not an issue in relation to the benefits of the frontier technology
of foreign investors. A survey of 54 micro-econometric studies in 34 countries,
published between 1995 and 2006, shows that exporting firms are more productive
than non-exporters (Fryges and Wagner, 2008). Thus, it is important to establish a link

between exports, EU membership and productivity.

2.7.1 Exports: International Production Networks

The relevance of foreign sourced technology has to be viewed in the light of the fact
that a significant percentage of FDI was invested in privatisation, which in turn became

a platform for membership of international production networks (Hunya 1997). These
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production networks consist of the core of the process, namely, the assembler of the
finished goods and supplier to the consumer, and those supplying raw material
components and services, arranged in a complex tier supply chain. In relation to the
NMS, the core companies invested in privatised entities and, later in the process, in
greenfield sites to benefit from the comparative advantage of cheap labour. Tier 1 and
tier 2 suppliers were encouraged to invest in local companies to minimise distance and
maintain the integrity of the just-in-time principle. Nevertheless, a significant quantity
of inputs is imported (Djankov and Hoekman 2000; Meyer 2000), implying that the
potential for domestic firm spillovers is limited to those in receipt of foreign
investment and that the significant content of foreign inputs limits the opportunity for

an export multiplier.

The evidence for spillovers to domestic firms within the transitional economies of
Eastern Europe is contradictory. Gorg and Greenaway (2004) find a paucity of
empirical evidence to support the principle that FDI brings positive benefits, which
conforms with Stan¢ik (2007) who found a negative effect of FDI in the Czech
Republic, particularly in the upstream sectors. Javorik (2004) found evidence of
upstream spillovers, but primarily when domestic suppliers to multinational
enterprises have an element of foreign investment. There is evidence that European
automotive manufacturers encouraged their tier 1 and 2 suppliers to seek joint ventures
in host countries to ensure a robust supply chain (Humphrey and Memedovic 2003).
Gorodnichenko et al. (2007) came to a similar conclusion, also finding little evidence
of horizontal spillovers except for older, larger firms in the service sector, where the
transparency of managerial know how and the necessity to share intellectual property
made the process simpler. Findings that domestic firms with foreign investment are
the more likely beneficiaries of spillovers, and the paucity of evidence that wholly
owned foreign firms share any appreciable level of technology, are constant refrains

in literature (Damijan et al. 2003; Havranek and lesova 2011)

The importance of absorptive capacity in the spillover process is emphasised by
Kneller (2005) and Girma (2005), both of whom find that the benefits obtained are
influenced by the human resources available. The former finds that the shorter the
distance between investor and investee the greater the effect, whilst the latter claims

that a base level of absorptive capacity is required for a positive result. In relation to
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distance, there is evidence from Mexico that FDI from South Korea and Germany has
a positive spillover effect, whereas investment from the United States of America is
negative. Whilst this appears to contradict Kneller (2005), the nature of United States
investment has to be recognised as primarily into assembly mAcquisladoras, with 80%
of inputs emanating from the investing country (Palma 2005). It is also true that
spillovers are more likely to be positive where competition and the rule of law are

strongest (Sabirianova and Terrell 2005b).

The introduction of the NMS to international production networks has its roots in the
Washington Consensus programme, originally designed to cure the ills of the import
substitution industrialisation (ISI) policy when it failed in Latin America due to the
1973 oil shock and the limitation of market demand. This resulted in a change of
emphasis from ISI to export orientated industrialisation and allowed multinational
enterprises to seek comparative advantage in low cost countries in the developing
world (Gereffi 2014). However, the term global value chain may be a misnomer, since
proximity continues to be an important element of the supply chain, and the core
element of international production networks is in fact regional and divided into three;

namely, Europe, North America and Asia (Baldwin 2012).

The accession of the NMS provided opportunities for EU15 firms to both offshore and
outsource production, following the Ricardian and Heckscher Ohlin trade theories by
taking advantage of the most abundant factors of production, particularly that of
cheaper skilled labour (Marin 2006). Membership has been a significant influence in
the inclusion of the new member states into international production networks, with
the benefits going beyond comparative advantage to an extension of the national

product offerings (Martinez-Zarzoso et al 2011).

This vertical integration trend led to the new trade theory (NTT) hypothesis that the
main factor determining international trade is economies of scale and network effects,
occurring in key industry sectors. These can be sufficiently significant to outweigh the
more traditional theory of comparative advantage. This thesis concentrates primarily
on the “new” trade theory, originally espoused by Krugman (1979), in which he
developed his general equilibrium model of non-comparative advantage trade, arguing
that returns to scale were an important determinant of growing international trade. This

has led to research seeking to determine the effect of trade policy and multi-factor
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content on productivity, profitability, exports, firm age and size, imports and the effect

on local producers.

In relation to spillovers to local producers, there is evidence of downstream
advantages, although these mostly occur in domestic firms with foreign investors
(Damijan et al. 2003; Javorcik 2004) with some evidence that, because of domestic
representation, these firms are more likely to source inputs from indigenous companies
(Javorcik and Spatareanu 2008). There is little evidence of spillovers from wholly
owned multinational firms who have clearly little incentive to share technology
(Javorcik 2004). Where there is a degree of convergence in relation to technology,
there is a tendency for the generation of competition effects (Nicolini and Resmini
2010).

There are some discordant voices in relation to spillovers with Stancik (2007) finding
that, in the Czech Republic, there was evidence of negative backward and horizontal
spillovers from FDI. This implies that domestic firms are having difficulty responding
to increased competition from more efficient foreign companies. However, even in
this scenario, Stancik (2007) admits that FDI improves infrastructure and institutional

development, together with productivity, in foreign invested firms.

A further aspect of international production networks when located in countries where
the comparative advantage is cheap labour, is the nature of the export related platforms
established to reduce the final product cost base (Pavlinek 2015). The complexity of
these networks means that inputs into final assembly come from across the globe,

resulting in a degree of difficulty when calculating the export multiplier.

Examples abound where NAFTA has provided the opportunity for US multinationals
to set up assembly plants, known as the mAcquisladoras, along their Southern border:
these were essentially assembly plants with high imported input content. There were
several consequences, the primary one being the collapse of an export multiplier and
the absence of forward or backward spillover linkages (Palma 2005). The Chinese are
now the world’s largest exporter, but value generation is limited by its membership of
international production networks and an increasing use of imported inputs resulting

in the erosion of value-added content. An example is the Apple iPhone, where a
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$194.04 exported product only realises $6.54 of value added for the assembler (Gereffi
2014).

There are striking similarities to the situation in Eastern Europe, particularly where
they relate to countries in close geographical proximity. Following accession to the
single market and customs union, Hungary, Poland, and the Czech and Slovak
Republics have seen significant transfers of manufacturing seeking the comparative
advantage of cheap labour, which is particularly true of the automotive industry
(Ellingstad 1997; Pavlinek 2016). This leads to “low wage, low or medium skill, low
value added manufacturing” (Ellingstad 1997, pp. 9). The attraction of FDI to the host
country is the opportunity, through spillovers and a domestic supply chain, to develop
a domestic economy by promoting indigenous firms. However, in the build up to
accession, the imperative of creating a market economy, allied to the failure of early
economic strategies, led to competition amongst states, using an increasing amount of
state investment to tempt the global players with appropriate infrastructure and
regulations (Cerny 1997; Drahokoupil 2008). This process was assisted by comprador
elites, aligning with multinationals, to mould the state into the creation of an
exploitative regime to maximise the environment in favour of the foreign actors
(Drahokoupil 2009a). This resulted in what was essentially corporate state capture
and, in the case of the automotive sector, encouraged the major companies, followed
by their EU15 based component suppliers, making it more difficult for purely domestic
firms to achieve traction from spillovers, or any other learning process (Phelps 2000,
2008; Sturgeon et al. 2010).

The dominance of multinational companies, together with their foreign suppliers and
external control of operation, allied to corporate capture, has resulted in the crowding
out of domestically owned firms. Furthermore, the favourable corporate tax regimes,
together with the low value added, makes it difficult for states to invest in education,
innovation and an industrial strategy to support domestic firms (Pavlinek 2016).
Additionally, the repatriation of foreign firm profits, the incentive to maintain wage
gaps between the EU15 and the new member states, and a lack of incentive to improve
domestic technological development, makes it difficult to achieve an export multiplier

and develop a viable economy based on domestically owned firms (Pavlinek 2016).
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Hypothesis 3. Exporters, particularly foreign owned firms, are more productive
and profitable within EU.

2.8 Loans

Whilst this study is not confined to research on SMEs, they represent over 80% of the
sample. Loan accessibility is an important element of SME development. It forms an
intrinsic part of the economy and contributes significantly to economic growth. Access
to finance is essential to fund investment, ensure businesses reach their full growth
potential and facilitate new business start-ups (EBRD, 2016). A study by the World
Bank (2014) revealed that, in emerging markets, more than 50% of SMEs are credit
constrained, 70% do not use external financing from formal financial institutions and,
of the 30% receiving credit, 15% are underfinanced from formal sources (Holscher et
al. 2016).

Access to finance by SMEs has long been problematical. Debate has focussed on
whether the existence of information asymmetries creates circumstances of credit
shortages or credit gluts (EBRD, 2016). According to Stiglitz and Weiss (1981),
information asymmetries, considered under a basic theoretical analysis of conditions
of imperfect information, suggest the existence of credit gaps and that there will be
insufficient credit available for all but ‘bankable’ propositions. They argued that the
problem of adverse selection and finance rationing can also occur when banks require

collateral.

Their most important conclusion being that information asymmetry, in the form of
adverse selection and moral hazard, is the source of market inefficiency in developing
countries, leading to low risk borrowers such as SMEs, being side- lined or even

excluded from the stream of potential lenders (Stiglitz and Weiss, 1981).

In this study, the basis of the analysis of loans on firm level performance is contained
in Levine’s (2005) review of the theoretical and empirical literature on finance and
growth. Levine identifies five main ways by which, in theory, finance contributes to
economic growth: the availability of savings, investment information, the management
of risk, the existence of a due diligence process and the facilitation of trade in economic
commodities and services. Such considerations provide good reason to suggest that

finance has an important role to play in development. However, as Levine (2005)
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argues, they do not constitute a rationale for the preference of banks over other forms

of finance.

Although some authors argue in favour of a bank based system over equity (see
Stiglitz, 1985), the reason for the emphasis on loan financing is rooted in Estrin and
Uvalic’s (2016) hypothesis that the paucity of FDI into the Balkans may mitigate
against an equity based system. They conclude that even when there is FDI, there is
little evidence of spillover effects, and suggest that this is “explained by various factors
— institutional, economic, and political — that have constrained FDI effects in the
Western Balkan economies in comparison to the Central East European countries”

(Estrin and Uvalic, 2016; p.1).

According to Levine (2005), the dominant form of empirical research has been a cross-
country study linking economic growth to a measure of financial development. The
potential importance of firm-level studies to resolve a number of issues, including
better detailed information, causality and firm heterogeneity, have long been
acknowledged in literature. Nonetheless, there are few firm-level studies on the effects
of finance on productivity and other aspects of firm performance (Holscher, et al.,
2015).

A recent study by Levine and Warusawitharana (2014) makes a significant
contribution, in part, by enhancing the theoretical foundations for the link between

finance and productivity growth.

They find that financial frictions affect both investment and output per worker. Using
firm-level data, Berman and Héricourt (2010) found that productive efficiency, when
allied to access to finance, increased the propensity to export. Using Italian firm level
data, Minetti and Zhu (2011) found that firms facing credit constraints exhibited a
weaker export performance.