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Abstract

We investigate the performance of North Macedonian economy in terms of
its capacity for acceleration of the real convergence process toward the EU living
standards. The holistic growth diagnostic approach is used in order to analyze
the country’s growth performance by investigating the current growth model and
to identify the main source and the most binding constraint. The results show that
the average growth rate of North Macedonian economy in the last two decades is
relatively lower than the other countries in the region, which delayed the process of
convergence of the country to the level of living standards of the EU Member States.
One of the reasons is the lower economic integration of a country with the advanced
EU countries in terms of trade integration (the export demand from EU and other
countries) and financial integration (FDI inflows and the foreign capital share in
the domestic banking sector). There have been expectations that the accession of
the country into NATO and its integration in the EU processes will automatically
increase the FDI inflows and the trade integration of the country. However, this claim
has not been supported by any objective evidence. It is true that the EU and NATO
accession may contribute to the acceleration of the countrys development process,
but how that process will impact the national economy to a large extent depends
on its government capacity to implement structural reforms, its ability to strengthen
its institutional capacity, and its ability to design economic and industrial policies
most conducive to improve its export competitiveness as a fundamental factor for
sustainable economic growth for a small open economy.
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Introduction

During the last two decades, North Macedonian economy has achieved
relatively slow development dynamics with an average growth rate of 2.7%
in the period 2001-2017, which, compared to the countries in the region,
lists the country in the group of countries with meager economic results. For
example, the average economic growth rate for Albania in the same period
was 4%, for Bulgaria — 3,7%, Serbia — 3%, Montenegro — 3%, Romania —
4%, Slovakia — 4%, Estonia —4%, and Poland — 3.6%.

Such economic performances have slowed down and delayed the
process of convergence of the country to the level of living standards of the
EU Member States. For illustration, in 1998 Macedonia and Bulgaria had
fairly the same level of per capita income, about 28% of the level of income
in the EU. In 2017, the per capita income in Bulgaria came close to 60% of
the EU income, while the per capita income in Macedonia remained at 35%
of that of the EU. If we compare this convergence speed with which the
Republic of North Macedonia has been closing the gap with the EU average
with the fact that Slovenia and Slovakia, two successful countries from the
CEE region, have reached more than 85% of the EU per capita income, we
can conclude that the previous model of growth of the North Macedonian
economy has not delivered the expected results and hence there is a need for
serious changes in the course of economic policies.

Actually, the growth model of the North Macedonian economy in the
last two decades has been based on the quantitative instead of qualitative
changes in the production factors (labour and capital); it has been based
on the demand-side factors (final household consumption and government
spending) instead of supply-side factors and finally the economic growth has
been driven by services instead of industry.

On the other side, the standard growth theory states that the only source
of sustainable economic growth for a small open economy, such as that of
the Republic of North Macedonia, with all its specificities and ideosychic
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conditions, is acceleration of the process of modern re-industrialization and
export diversification.

Such processes should enable increasing the total productivity of the
economy by diverting resources from sectors and industrial branches with
lower added value to those with higher productivity, and will, at the same
time, contribute to increasing the country's export competitiveness as a fun-
damental development process toward the EU accession path.

The paper is composed of three parts. In the introductory part we present
the main goal of the research, the methodology to be used and the expected
results of the research. The second part presents the results of the research
itself and the conclusions based on the obtained results. At the end, the
conclusion remarks are presented together with some policy suggestions.

Empirical analysis of industrial and export performance of
the North Macedonian economy

In the second part of the paper, our main goal is the detailed study of the
performance of the processing industry at the level of an individual industrial
branch and the analysis of the export structure at the level of an individual
product in order to address the challenges and identify the development
opportunities and potentials for restructuring the North Macedonian economy.

Analysis of the manufacturing sector performance

We begin the analysis with a detailed study of the trend of movement
of the processing industry share in the GDP of the country from the
Independence Day until today, as a synthetic indicator and an indicator for
measuring the performance of the processing industry. Namely, as can be
seen from the chart below, there is a serious decline in the relative share of
the processing industry in GDP (trend of deindustrialization) with a slight
improvement in the period after 2001 (with the exception of the period of the
Global Economic Crisis), which is not enough to achieve the desired goals
for faster economic growth of the country.
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Figure 1. Panel A — Gross added value of manufacturing, basic prices (000 US$)
and Panel B — Manufacturing (% of GDP) in the Republic of North Macedonia
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Source: Calculation of authors based on the World Bank database

In 2017, the relative share of the processing industry in GDP was 11.8%,
which is below the EU average of 14%. This level is significantly higher in
most of the more developed countries in the CEE region, such as Slovenia
(20%), Slovakia (20%), Czech Republic (24%), Hungary (19%), Poland
(18%), Romania (20%) and others. Practically, these are the countries which
the Republic of North Macedonia should try to follow if we want to aim for
faster growth in the future period.
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Figure 2. Manufacturing (% of GDP) in the CEE countries
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Source: Authors’ calculation based on the World Bank database

The analysis of the performances of the processing industry, seen through
the prism of the number of employees and the productivity per worker, shows
positive trends that are still insufficient to change the unfavorable situation
in the structure of employment in this sector. Namely, despite the fact that
the number of employees in the processing industry has increased by 20
187 new jobs (from 123 066 in 2006 to 143 253 in 2017), this increase is
significantly lower in relation to 140 000 newly created jobs in the services
sector (especially in non-market services and services that are not subject of
trading) for the same period.

Such slow dynamics of creating new jobs in the processing industry
does not contribute to more significant structural changes in the economy,
especially given the fact that a large part of the labor force is still stuck
in the agricultural sector (120 311 employees, or 16% of the total) and
construction (53 391 employees or 7% of the total), and that the service
sector has increasing importance (relative increase from 47% in 2006 to
more than 54% in 2017).

On the other hand, the level of productivity of the processing industry
(measured as the ratio between the gross added value at basic prices in terms
of the number of employees) in the analyzed period has slightly improved
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(from 8 485 US § in 2006 to 10 000 US $ in 2017) with cyclical oscillations,
especially during the Global Economic Crisis 2007/2008 and the 2011/2012
recession.

One of the main reasons for the poor performance of the processing
industry seen through the prism of gross added value, exports, the number
of employees, and productivity levels should be sought in the unfavorable
structure and slow intra- and intersectoral structural changes. Namely,
if we look at the structure of the processing industry, we will see that in 2010
the largest share according to the number of employees and gross added
value had the industries with relatively low productivity, such as the textile
industry (clothing and textiles), fabricated metals, leather industry, furniture
and so on. On the other hand, industrial branches with high productivity, such
as the chemical, pharmaceutical and machine industries, had significantly
lower relative share.

Analysis of the export performance of the North Macedonian
economy

In the past period, the Republic of North Macedonia recorded a significant
increase in the export from 1 billion euros in 2000 to 5 billion euros in
2017, which means that exports in the analyzed period grew with an average
rate of 10.7%. The largest part of this increase, especially in the period after
2007, is due to FDI and exports from Technological Development Industrial
Zones (TIDZs).

However, such an increase of export has not significantly contributed
to the dynamics of the economic growth due to the fact that it has been
characterized by a significant "import" component, which indicates that the
domestic added value in the export of foreign companies in the TIDZs has
been extremely low and has lacked significant multiplicative effects on the
North Macedonian economy.
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Figure 3. Export volume and coverage of import with export in Macedonia
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Source: State Statistical Office of the Republic of North Macedonia

The indicator which shows the percentage of of imports coverage with
exports in the analyzed period is still at the level of around 70%, and confirms
the above-stated conclusion that the country's exports do not contribute to
reducing the trade deficit and practically the reason why there has been a low
magnitude in the correlation between exports and economic growth should
be sought here.

Policy proposals for growth acceleration

The estimated results of the analysis of industrial and export perfor-
mance indicate that there are several fundamental binding constraints of the
North Macedonian growth performance: 1) the low level of industrialization
(manufacturing sector is less than 12% of GDP), 2) unsatisfactory export
competitiveness (the relative share of exports is 55% of GDP), and 3) unfa-
vourable industrial and export structure (predominant industrial and export-
ing sectors are textile, basic metals and agricultural products with exception
of the structure in TIDZs).

However, an increase of the level of industrialization and export com-
petitiveness, and improvement of the industrial and export structure are not
ad hoc processes that can be achieved in several years, especially not with-
out an effective and efficient development strategy. Hence, a clear devel-
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opment vision of the policy makers with a modern industrial and economic
strategy should be indispensable. However, the main thesis of the current
government is that the accession of the country in NATO and its integration
in the EU processes will automatically solve the economic problems which
constrain the country’s growth dynamics and will contribute to the increase
in the living standards of the North Macedonian citizens, which has abso-
lutely not been supported by any objective evidence.

The Republic of North Macedonia would accelerate its economic growth
and the real convergence to the living standards of the EU developed coun-
tries only if the government puts all its efforts on real structural reforms and
implements economic policies that would increase the country’s competi-
tiveness. In that context, we propose several policies which we believe can
contribute to a significant acceleration of the growth dynamics.

The first measure should be directed towards providing financial support
forinvestments of export-oriented domestic companies within the previously
addressed strategic sectors where the country has a latent comparative
advantage. The second measure refers to improving the personnel and
managerial capabilities of export-oriented domestic companies. In this re-
gard, our proposals refer to the creation of modern programs for improving
managerial skills through trainings for specialization of managers in domes-
tic export-oriented companies. The third measure refers to the redefinition
of the program for attracting foreign direct investments (FDI) in which
the focus will be put on attracting only those foreign companies within the
previously addressed strategic sectors and subsectors in order to put them in
function of the domestic economy by integrating domestic companies into
their supply chains. The fourth measure is directed towards the building an
infrastructure for Industry 4.0 because of the fact that global trends are
ruthless and the need for facing these global challenges as soon as possible
is necessary if we don't want to deepen the gap in the country's technological
development vis-a-vis the developed countries. Finally, the fifth, not less
important measure refers to strengthening of the institutional capacities
of the state and improving the business regulation. We are all aware that
the basic precondition for successful business practices are strong institu-
tional capacities, professional public administration and business regulation
that will be friendly to the private sector and without bureaucratic barriers
and selective treatment.
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Conclusion

The results of the economic performance analysis indicate that Macedo-
nia has experienced the lowest growth rate in the last two decades compared
with other countries in the region. For illustration, the average econom-
ic growth rate in Macedonia in the period 2001-2017 was 2.7%, while the
growth rate in Albania was 4%, Bulgaria — 3.7%, Serbia — 3%, Montenegro
— 3%, Romania — 4%, Slovakia — 4%, Estonia — 4%, and Poland — 3.6%.

There are many reasons which could explain the very low growth perfor-
mance and slow convergence towards the EU living standards of the North
Macedonian economy, such as weak institutional capacity, undeveloped fi-
nancial system, lack of skilled human capital, low technological progress,
etc. In addition to these factors, there are several fundamental binding con-
straints to the North Macedonian growth performance: 1) the low level of
industrialization (manufacturing sector is less than 12% of GDP), 2) unsat-
isfied export competitiveness (the relative share of export is 55% of GDP),
and 3) unfavourable industrial and export structure (the predominant indus-
trial and exporting sectors are textile, basic metals and agricultural products
with the exception of the structure in TIDZ).

However, the increasing the level of industrialization and export com-
petitiveness, and improving the industrial and export structure are not ad
hoc processes that can be reached in several years, especially not without
an effective and efficient development strategy. Hence, a clear development
vision of the policy makers with a modern industrial and economic strategy
1S necessary.

The Republic of North Macedonia would accelerate its economic growth
and the real convergence to the living standards of the EU developed coun-
tries only if the government puts all its efforts on real structural reforms and
implements economic policies that would increase the country’s competi-
tiveness. In that context, we propose several policies which we believe can
contribute to a significant acceleration of the growth dynamics.

225



Bibliography

Lavopa A, and Szirmai A (2014). Structural modernization and development traps:
An empirical approach. UNU-MERIT Working Paper 2014-076. United Nations
University — Maastricht Economic and Social Research Institute on Innovation and
Technology.

Lavopa A, and Szirmai A (2015). Industrialization in time and space. UNU-MERIT
Working Paper 2015-039. United Nations University — Maastricht Economic and
Social Research Institute on Innovation and Technology.

Lee K (2013). Schumpeterian Analysis of Economic Catch-up: Knowledge, Path-creation,
and the Middle-income Trap. Cambridge University Press. Cambridge, United
Kingdom.

Lewis WA (1954). Economic development with unlimited supplies of labour. The Manchester
School 28: 139-91. Lin JY (2011). New structural economics: A framework for
rethinking development. The World Bank Research Observer 26(2): 193-221.

Lin JY, and Chang HJ (2009). Should industrial policy in developing countries conform to
comparative advantage or defy it? A debate between Justin Lin and Ha-Joon Chang,
Development Policy Review 27(5): 483—-502.

Lin JY, and Monga C (2010). Growth identification and facilitation: The role of the state in
the dynamics of structural change. Policy Research Working Paper 5313. World Bank.
Washington, DC.

LinJY, and Treichel V (2014). Making industrial policy work for development. In: Salazar-
Xirinachs JM, Niibler I, and Kozul-Wright R, eds. Transforming Economies: Making
Industrial Policy Work for Growth, Jobs and Development. International Labour
Organization. Geneva: 65-78.

Lazarov, Darko and Kocovski, Mitko (2017) Empirical analysis of North Macedonian
export structure: the role of metal industry. Industry Journal, 45 (1). pp. 148-160.
Lazarov, Darko and Kocovski, Mitko (2017): Analysis of the development potentials and
possibilities for production diversification of the metal industry, Economic Chamber

of Macedonia.

Lazarov, Darko and Azeski, Branko (2018): Structural transformation and export
diversification as a fundamental factor for acceleration of economic growth in Mace-
donia, North Macedonian Academy of Science and Arts Proceeding.

McMillan M, and Rodrik D (2011). Globalization, structural change and productivity growth.
In: Bacchetta M, and Jansen M, eds. Making Globalization Socially Sustainable.
International Labour Organization. Geneva.

Palma G (2005). Four sources of ‘“de-industrialization” and a new concept of the
“Dutch-disease.” In: Ocampo JA, ed. Beyond Reforms, Structural Dynamics and
Macroeconomic Vulnerability. Stanford University Press. Stanford, CA.

Rodrik D (2013b). Structural change, fundamentals, and growth: An overview. Institute for
Advanced Study. Princeton, NJ.

Rodrik D (2014). Are services the new manufactures? Project Syndicate. October 13.

Rodrik D (2016). Premature deindustrialization. Journal of Economic Growth 21: 1-33.

Romer PM (1987). Growth based on increasing returns due to specialization. American
Economic Review 77(2): 56-62.

226



Rosenstein-Rodan P (1943). Problems of industrialisation of Eastern and South-eastern
Europe, Economic Journal 53: 202-11.

Timmer MP, Erumban AA, Los B, Stehrer R, and de Vries GJ (2014a). Slicing up global
value chains. Journal of Economic Perspectives 28(2): 99-118.

Timmer MP, de Vries G, and de Vries K (2014b). Patterns of structural change in developing
countries. GGDC Research Memorandum 149. Groningen Growth and Development
Centre, University of Groningen.

UNCTAD (2014b). The Least Developed Countries Report 2014: Growth with Structural
Transformation: A Post-2015 Development Agenda. United Nations. Geneva and New
York.

UNCTAD (2015a). Global Value Chains and South-South Trade: Economic Cooperation
and Integration among Developing Countries. United Nations. Geneva and New York.

UNIDO (2015). Industrial Development Report 2016: The Role of Technology and
Innovation in Inclusive and Sustainable Industrial Development. United Nations
Industrial Development Organization. Vienna.

227



	Еconomic Performance of the North Macedonian economy and the EU integration challenges - Darko Lazarov, PhD  Traiko Slaveski

