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Abstract

In front of fiercer competition from outside Europe (especiafpm emerging countries)of the contraction of the
internal European demandollowing the crisis and thproblems with public financesnd of the process of European
integration that fostered increases in both wages and inflation in Eastern couniigepean countries can no longer
prosper without a clear longun developmentstrategy as they used to do before 200his paper aims at describing
the longrun outcomes emerging frompossiblealternative growth strategiesdifferentiated betweenCEECs and EU15
countries. Tk analysis invohsthe development of scenarios oveltime span of 18 years, from 2012, the latest year
with actual data, up to 2030. Results show tlastrategy of modernization dEEECsconomiesleads to a more
expansionary scenario; this strategy pays the most for Eastern countries if Western cousuiesoale towards an
industrial strategy. Interestingly enough, this choicelgassociated to lower increases in regional disparities.
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1 Introduction

Europe is at a crossroads. The economic crisis that began in tlexddi®d its most relevant effects in
Europealtering the medium to long run development patterns Europe was usgbtdsides, globalization,

and the rise of emerging countries, increasingly expose EU weaknesses. Finally, despite the first ten years of
Central and Eastn European countries (henceforth, CEEEI$)membership, the process of economic and
political integration between Western and Eastern European countries is still to a large extent incomplete
moreover, the crisigltered the nature and speed tis proess

The precrisis, mediurrrun development patterns of the EU were quite clear. While EU15 courtiads

been focusing for the two decades on a mix of high andvalue added service activiti€Belloc and Tilli,
2013) CEECs attracted manufacturing péaonff-shored mostly from Western EU countries and Foreign
Direct Investment (henceforth, FDI) from all over the world, thus enjoying remarkable productivity gains.
However, such development patternscould be considered more as a way to adapt be tworldwide
globalizing trends i yieldingway, rather than a conscious choice trangdtinto a fultHledged growth

policy.

The economiccontraction that begun in 20072008 exposed the limitations associated with these
developmentprocessesBecause othe slowdown of the EU econonwith respect to (hereaftew.r.t.) the

major competitorg the crisiscalls forconsciousg and different w.r.t. the past, growth strategies This
paperaims at describing the possible lengn consequences stemming froatternative growth strategies

that the EU countriezould chooseén this respect. In order to reach this godlig paper describes possible
alternative strategic responses of the EU to the relevant economic problems caused by the crisis. This
analysis is cailed out on the basis of a scenario building exercise, whereby different combinations of
strategies adopted in Western and in Eastern European countries are combined to produce different
development trajectories for these two groups of economies.

This execise is helpful for the debate that is taking place at the European and country level, related to the
role Europe wants to play in the new world economic order. Facing a newpaldti global economy, and

the emergence of new powerhouses such as Chinayeus no longer the core continent and struggles to
identify a new economic role, after thfailure of the Lisbon strategy, the incomplete achievementthe

first years of the EU 2020 strateggnd the presenteconomic crisisideally, this role shouldlso take

9 dzNR LJS Q a anfl $d&ia) \BeNake@nd way of living specificities into accoBntt more than that, the
paper is useful for understanding the advantages that CEECs reachtheéhesy towards an endogenous
growth pattern, through modernizatiorand reconversion to high valwedded production activities, is
undertaken in a decisive way.

The paper focuses on the economic aspects and analyzes two opposite economic development strategies
for the two groups of countries forming the European Union.

CEECs, whose membership of the EU is more recent, are assumed to increasingly face the choice between a
modernizingindustrial strategy and a conservativened ¢ KS FA NBR i ModlexdizingEBEEES | 0 ¢
involves a shift from traditional to more advanténdustries, the strengthening of the system of second

rank cities, and a general improvement of the research and innovation systems. This first approach implies
that CEECs will move from their traditional costmpetitive strategy and attraction of foigm capital

towards a more endogenous mode midustrial RS @St 2 LIYSy (& ¢ KS & STodioral & ( NI
industrial CEEGs represents a scenario based on the assumption that CEECs will try to maintain their cost
competitive approach and focus thegrowth potential on their capability to attract the efhoring of
Western firms and export.



The growth effects of these strategies are however not independent fsoinich strategyWestern

countries will choosén turn. Western European countriesre assume to choose between two different
strategies to deal with the economic crisis and maintain a role in a globalized world. The first of these
A0 NY G§S3IASaIndistiial EULS ST FR &§20dzaSa 2y | NELINAR&S 27
manufacturing centreThis is made possible by the shift towards higher quality manufacturing, customized
productonandrea K2 NAy 3 (G2 O2y iNRBf LINPRdAzOGAZ2Y |IROEENOBHEaR Sa (¢
EUIE T AY GKA&a OFaSsz 2 SadSNYy mamdhNRutid§, ddotalizhgall praigciond S i S
functions and concentrating on the provision of advanced services on a global scale. The latter strategy
involves a shift from lovlevel labourintensive service activities to knowledg@ensive business servise

All these strategies represent a discontinuity with the jprisis development patterns; in fact, also in the
case of a procrastination of the current dualism between a manufacturing Eastern Europe and a tertiary
EU15, our scenarios will assume a camseidecision to improve the quality of the existing production
infrastructure; as above anticipated, this would lead EU15 countries towards specializing in advanced
services, while CEECs would occupy higher niches in the markets for products.

The combination of the possibkdternative strategies by CEE amitlJ15countries produces four different
scenarios, whose consequences will be analyzed at a disaggregated spatial level by using the last (third)
version of the macroeconomic sectoral regibmggowth model called MASSTCapello et al., 2014)The

time span of the analysis covers 18 years, from 2012, the latest year with actual data, up to 2030.

This paper is structured as follows. Section 2 summarizes the stylized facts that characterizeolubien

of growth trajectories in the EU before the inception of the ongoing crisis (Section 2.1), and the ensuing
discontinuities that justify the analyses here presented (Section 2.2). dtioBe3 we describe the way
development strategycenarios fo Europe are built, on the basis of the four possible combinations of the
strategies for EU15 and CEECs countries as above summdiigednain assumptions needed for the
simulation of the four scenarios are summarized in Section 4, while Section 5 @ffietsiled account of

the main empirical results for the scenario simulations. The policy implications that can be derived from our
results are offered in Section 6. Section 7, finally, concludes with the main messages from our analyses.

2 EU precrisis stategies and crisis discontinuity: stylized facts

2.1 EU strategies before the crisis

The EU faces arucial crossroads(Podkaminer, 2013)The combination of the incomplete transition of
CEEC economiéBobrinsky and Havlik, 2018hd the relevant impact of the presently ongoiagonomic
crisis(Capello and Perucca, 2Q1@apelloand Caragliu2014)sum upto make the weaknesses of the EU
economy even more evident.

The average small size of firms in Southern and Eastern Europeatiesinas alsavorsened theimpact
of the economic downturnon those areas and labour market policies aiming at stimulating full

SYLX 28YSyild KIFI@S 2yte LINIGAFIffe &dzOOSSRSR Ay YAyA"
2013).

A worldwide ush for the latest scientific discovery and the primacy in knowledge and innovation adds
further pressureonthe EB al O1 = HAamMn T awhNeSin tBigirespettditie LisbanvandiEU2020
goals have been so far only partially reached, the main cditgpg, most noticeably China and India, have
grown in their turn and are now chasing the EU in terms of R&D expenditure. The EU transition, and in
particularthe evolution of CEECs, has been focusing on fundamental and applied sciences; yet, the increase



in absorptve capacity of these areas hastrmeen matched by an equally large improvement in research
relevance and impact (Radosevic and Yoruk, 2013).

All these endogenous elements intertwine with the new emerging trends of the vast process of
globalizaton (Honglin Zhang, 2014\While the impressive process of transnational outsourcing is not new,
globalization has entered a second, more complex stage, whereby outsourcing from high labour cost
countries involves no more only letech manufacturing, but lao, and increasingly so, higdch
manufacturing, and service industries (Damijan et al., 2013).

During the last decade&U economies have been steadilgreasing the service sectdfigures 1.a and 1.b
showthe shares of manufacturing and serviemploymenton the basis of data on-tligit NACE industries
calculatedfor the EU,the two most important developed competitors (the US and Japandl the four
countries encompassed in the BRIC acronym

Figurel. Location quotients for manufacturing and service activities, EU28 and selected competitors,
19962012
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Figure 1.asuggestsa clear process of manufacturing outsourcing from the EU, US, and Japan t@imes
andIndi@ $KAES 9dzNRPLISQa FyR (KS ! {Q akKINB 2F YIlIydzZFI O
time,* in fact, China, India, and to a lesser extent Brazil lmen creating tens of millions of new jobs in

this industry Figure 1l.bshows instead that all analyzed countries have bémreasing their tertiary
activities although at different scales (China and India having a lower share of jobs in the tierdiasyry)

An explanation to thicontradiction is linked tdhe different relevance of primary activities in advanced

and developing economiedhhile EUcountries, Japan and the Utave a limited share of workers in
agriculturerelated activitiesChina ad India are rapidly turning millions of primary jobs into manufacturing

and tertiary ones so that the growth rate of tertiary jobs has been roughly equal in developed and
developing countries

CEECs have instead benefited from the lomy process of eawomic integration into the market
economies of their Western European counterparts. After the fall of the Iron Curtath9 /radidlydre

oriented their external relations towards Western Eutopd A f RS0 NI} Yy R | Yy RBecals®ldf = H 5.
the large EastWest wage differentials, coupled with the availability of a skilled labour force, several
multinational companies located in the EU15 began rearing one or more stages of theialuechains

to CEECs (Tesar, 2006). This translated into a remargaiveh of FDI inflows into CEECs, as evidenced by

L with a process of specializatidtomogenization between EU15 and CEECs, arguably because of the increase integration in the
(monetary) union (Blankart, 2013; Capello and Caragliu, 2014).
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Figure 2, which shows the shares of total FDIs directed to EU28 countries in terms of relative-Eastern
Western shares. Given the relatively stable total amount of FDIs inflowing into the EU as a whodée2 Figu
suggests that over the 15 years period before the inception of the 2008 crisis a remarkable growth of

FDI inflows into CEECs took place.

Figure2. Relative share of Edounded FDlIs, EU15 vs. CEECs, 2942
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However, Figure 2 also shows after 2007 FDIs inflowing into CEECs stabilized in terms of share over total FDI
inflows into the EU. In fact, in search for cheaper factor prices, FDI inflows deviated towards countries at
the Eastern border of the EU, as also evidenced in Capello and Caragliu (2014). This Figure, therefore,
suggests that the previous pattern of development can no longer be pursued in the absence of a EU
strategy for either fostering endogenous demand, oot(mecessarily in contrast with the previous
approach) stimulating the attraction of FDIs from other countries, or towards higher value added
industries.

2.2 Qisisdriven discontinuities

The precrisis longrun trends in the patterns of economic development in the EU came to an abrupt halt
with the inception of thepresently ongoing crisis. New economic phenomena came to theddoe EU
countries, most noticeably this refers to macroeocanic constraints that financial markets made more
evident. Traditional patterns of development have been to different extents changed. In general, the crisis
elicits a conscious and fidfledged response of the EU to a set of challenges that need to k&ethdest EU
countries lose ground to the main competitors.

Such challengesra describedoelow. Three main aspects are taken into consideratioompetitiveness,
macroeconomic constraints, and trade and FDIs.

2.2.1 Competitiveness

Despite the debated firstvave of globalization that took place over the early years of th& @@ntury
(Bordo et al.,, 1999), the relevance of the presently ongoing global integration of trade flows is



unprecedented. Alsohie way growth is taking place iemerging countries is imany respects rather new.

In fact, mther than competing only on lower prices, BRICs have, to a certain degree, managed to erode the
competitive edge of the EU, US, and Japan in many advanced industries. Produativigrgingcountries

has grown in abdute terms much fastethan in developed ones (Figure, 3Yhile salaries haveemained
relatively stable; as a result, real productivity has been relatively stagnatidgveloped countries, and
enjoyed remarkable growth iemergingones.

Figure3d. Total Factor ProductivityTFP)n selected countries, 195Q012(USA=1)
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Figure4. Real wages in JapablSA and EU28 in awstant exchange rates, 2001=100
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While Japan managed to hold the growth eat wagesinder strict control, thus offsetting the effects of an
insufficient TFP growth, the USA and the EU increased real salaries by about 10 per cent in real terms over
the past decade (Figud), even in face of a poor productivity performanees in the EUase Thus, real
productivity levels in developed countries have been losing against catching up countries.

In terms of knowledge production, once again competition from BRICs has proved to be daunting for the
EU. Ambitious Lisbon Strategy and EU2020 daale only partially been met, and while R&D expenditure
has been growing both in absolute terms as welinag. t. GDP (Figur&), emergingcountries, above all
China, havéeen growing even faster and wilh the absence of corrective measureepn catch up with
European standards.

Figure5. R&D expenditure /GDRniselected countries, 1992012
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2.2.2 Macroeconomic onstraints

The most apparent effect of the presently ongoifigancial and real economy crisis has been &lta
macroeconomic levelYet, despite the direstraits, or at least the doldrums, through which several EU
countries have been sailing in the last seven years, the evidence about the effects of the creation of the
European Union in terms of financial stability for the member countries is at least mixed

On the one hand, the stock of public debt in several EU countries hasgoeeimgrapidly in reaction to

0KS FA&OFt YR RSYIYR O2y (N} OQlAz2y 2F GKS ftlLada &St
debt is rapidly reaching the infamou® ®er cent threshold suggested in Rogoff and Reinhard (2010) as
being detrimental to longun economic growth. Some individual member states have been subject to the
speculations of international markets and the price paid by public administration foicsey\their debt

has been for a long while higher than before 2007, and, for some countries, unbeétigleer costs and
insufficient private demand prompted the formulation of Keynesian policies leading to the increase in the
stock of delbb over GDP; hoever, as Figure @isplays, this process of debt accumulation has been ever
more relevant in developed competitors, viz. Japan and the US.

2 This crisis led Spain, Ireland and Greece to renegotiate in various terms their debt.
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Figure6. Debt/GDP ratio fo selected countries, 1992013
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In terms of monetary stability, instead, the EU can be considereckamplary success story. Figurgldts

the inflation ratefor both advanced anémergingcountries, pointing at a relevant effect tife adoption of

the Euroonto the limitation of inflationary pressures in EU economies. Presently, the inflation rate in the
EU28 is close tnihil, and this is even engendering worries about possible risks of deflation (Miller, 2014).

Figure?. Inflation rates n selected countries, 1992013
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2.2.3 FDIs and international trade

A final set of remarks concerns the trends in FDIs and international trade, that have beahp\as
anticipated, rapidly mutating both worldwide as well as within EU boundaries. In the years preceding the
financial crisis, i.e. before 2007, the effectiveness of the first waves of CEECs accession has been based on
the high relevance of FDIs inflowirinto Eastern countries, in particular directed towards manufaaty

(Capello and Perucca, 2Q13Vhile the fact that these FDIs are presently fleeing Eastern EU member
countries and pursuing cheaper factor prices in countries on the Eastern bordex inibin, less inspected

is the progressive decrease of relevance of the EU dsoéevas dDldestination.

Figure8 shows the slow but steady decline in the role of EU member states in the global flow of foreign
direct investment. Conversely, China, andatlesser extent India, have been conquering relevant positions.
While the distance in absolute terms is still clearly rather large, if present trends are not offset, &igure
suggests a likely catch up of China as the main global destination of FDxstiethext few decades.

The nature of incoming FDIs is also rapidly changing. Figsltews the evolution of industrial composition

of incoming FDIs in the EU. While the relatively limited relevance of FDIs in agriculture remained stable, in
the last two decades the main destination of Hldunded FDIs shifted from manufacturing to service
activities. This poses a serious challenge for EU countries, especially those holding a relative comparative
advantage in manufacturing activities (Germany and ltalyragriBU15 countries, and many CEECs).

Figure8. FDIs inflows as a % share of global FBIsalected countries, 1992012
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All these elementprovidea complex picture of rapid change to which EU countries must adapt, in order to
cope with the existing and forthcoming challenges. Can the history of the last two decades in the EU and
emergingcountries be compared to the tale of the tortoise and the hale®rder to answer this question,

this paper adopts a scenario approach with the aim to depict the possible bifurcations EU15 &sdafeEE
facing. The effects of these scenarios will then be tested with the latest (third) version of the
MAcroeconomic, Seégral, Social, TerritorialMASSY model. Section 3 presents therefore the philosophy

on which the scenarios are build.



Figure9. Percentage of total FDihflows into EU OECD countries, 199612.
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3 Scenarios of European development strategies

Our scenarios are based aaternative, and rather oppositejevelopment strategies for eacblock of
countries, giving rise to four alternative scenarios, represented in Figure 10.

In particular, ve foreseethat:

CEECs can choosi¢gher a major modernizatiorstrategy or a traditionaleven if renewed, industrial
growth strategy The transitionprocess that has so far proved successful, based on attracting
mediumto low tech manufacturing FDIs in search for cheaper factors could represent a burden for
their future development. Now that wages in these countries are no more as competitive as
immediately after the end of the socialist period, these countries tignand regain productivity
increases attrad FDI - inverting the trend presented in the previous sectierand foster the
creation of an endogenous manufacturing activity through &iillovers(defined asTraditional
Industrial CEECsrategy); however, they can also embark into a lemgp, virtuous process of
industrial reshuffling. Such process would encompass the growtheafium andhightech firms,

and, consequently, the emergemof highvalue added tertiary activities typically attracted by such
secondary industries. In this second casepnomic activity would also increase secondrank

cities thus strengthening and balancing the urban system, which is instead presentlgrrath
hierarchical] and global demand would be partially replaced by endogenous demand as a
destination of local productshis is labeled Modernizing CEEGEategy.

EU15 countrieshave instead reached a high degree of welfare, which can either turn imo a
economy fully based on advanced servicésbeled Postindustrial EUl5strategy), or imply a
restructuring of the manufacturing industries towards higher orfiemctions, even in sectors of
traditional specialization for this group of countri@abeledIndustrial EJ15 strategy). The process

of increasing service activitieand in particular the loss of manufacturing jobs in these countries, is
already evident in the data (see Section 2). However, so far the EU15 adopted a rejatidihg

10



ScenarioD

CEEC:s play the role of theCE#dlvanced manufacturing belt, while
the EU15 countries provide the services needed for such produc

A traditional dual Europe

EU15 countries proceed in their loagun trend of tertiarization,
possibly concentrating on higialue added service industries.

CEECsegain productivity level®f the precrisis period attract FDI
and increase the creation of endogenous manufacturing diet#vi
through FDI spillovers

Postindustrial EU15

ScenaricA

Aclear and distinct division of labour betweamanufacturingeastern
economyand a Westernservice economy:

An advanced dual Europe

EU15countries proceed intteir longrun trend of tertiaristion, possibly
concentrating on higivalue added service industries.

CEECsucceed in modernizing their economies, leaping on higher or
manufacturing industries, and further developing their tertia
industries. A network of growing secomdnk cities enrich their urdn
systems.

Traditionalindustrial CEECs
ScenarioC

Advanced manufacturing in the Western part and traditional industr,
in the Eastern part

An industrial segmented Europe

EU15regain competitiveness in the manufacturing industry, increas
specialization in highalue added, highech production.

CEEC=egain productivity levelsf the precrisis period attract FDI and
increase the creation of endogenous manufacturawgivities through
FDI spillovers

Scenarios Modernizing CEECs

Possible ampetition between the two blocks of counti€&EECs strategy
complemented by similar choice of Western countries
An industrial Europe

EU15regain competitiveness in the manufacturing industry, increas
specialization in higlvalue added, higttech production.

CEECsucceed in modernizing their economies, leaping on higher ot
manufacturing industries, and further developing their tertiandustries. A
network of growing secondank cities enricasthe urban system these

countries

Industrial EU15

FigurelO. Possible alternative development strategies by blocks of European countries
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i.  attitude towards these events, creating several jobs in relatively low value added service industries
Moreover, this allowed EU15 countries to hold control of unemployment, at least before the
inception of the crisis. On the other hand, new jobs in loadoictivity serviceindustries contribute
to the explanation of the poor productivity performance of several EU countries before and during
the crisis (Section 2 above).

The continuation ofncreasing the servicprocess here assumed does not imply a passixtrapolation of

the pre-crisis trends, but rather the conscious policy to invest in figluie added services. Analogously,
because the existing productive infrastructure in the EU is mostly concentrated in mégiahm
manufacturing activities, the clice to stimulate manufacturing industries assumed as a possible
alternative to the previous strategy implies the future growth of higilue addedmanufacturing, which is,

to date, relatively less relevant in EU15 countries.

The combinations of these two bifurcations suggest the need to assess the consequences of the choice
made bythe two blocksof EU countries in terms of four scenarios, summarizedigure 10The result of
combining the two alternative strategies for CEE®d EUL15 countries produces four possible scenarios,
here described from the first (NortRast) quadrant.

¢KS TFTANERG a0 ydvhhked DualtELra@pScerart® Rscetario A)mplies a modernization of
the CEECs arah evolution of the presentlpngoingincreasing service activitigsend in EU15 countries
towards higher productivity, higher value added service industgesng rise to a clear and distinct division
of labour between Eastern and Western countriesr this reason,he labé incudes a flavour of duality:
CEECsvould play the role of the BEadvancedmanufacturing belt, while the EU15 countries would
provide the services needed for such production.

In ScenarioBX  f I AS induRrialcEurope>  / 99/ & | NB | aadzySR G 2whilr2 RS NY
EU15 countries are hypothesized to revert to manufacturing, and in particular to upgrading towards high
value addedproducts Ay fAYS gA0K GKS NBOSyYyld Ay RdaElropkant LJ2 f
IndustrialRenaissance EG2014) This scenario can also reflect some competition between the two blocks

of countries and the question is here wheth€EECs strategy to move towards an advanced industrial
strategy is not obfuscated by a simitdroice of Western countries.

In Scenaric= R S P lyidBdRial Segmented Eurdpg 9! mp O2dzy i NASa | NB | 3 A
value addednanufacturing, thus inverting the loaAgin increase in service activitieBlowever, this strategy

is coupledwith a lack of fulfledged modernization of Eastern economies, which would choose to reinforce

their present role of mediunto-low tech manufacturing bel\ith respect to scenario B, the difference lies

in the geographical segmentation of productionEarope: advanced manufacturing in the Western part

and traditional industries in the Eastern part.

Finally,ScenarioDz £ | cASradiiéhal bual Europé > NBLINBASyGa GKS SyR23ISy?
picture described in Section 2.1 above. While, however;qoiss longrun trendscould be conceived of as
stemming from a relativelyielding attitude of EU countries towards context conditions, this scen#s

built around the idea thatboth CEECsind EU15 countriesvill voluntarily make square around their
traditional growth potential, increasing the quality of their strategies within their traditional specialization
patterns In particular, CEECs wouldcfis on mediuriech manufacturing, with the benefits of
technological spilloversdm and increased inflow of FDighile EU15 countries would specialize in higher

value added stages of theerviceactivities.

Before turning to thedescription of the quantative assumptions needed for the simulation process, it is
worth emphasizing that none of thescenarios can be considered anteasbetter than the others.

12



Postindustrial EU15

Scenario D) A traditional dual Europe
Postindustrial EU15
LYONBIF&aS Ay (GKS ljdzZ t A& 27F eichangd Mig) f
Increase of skilled labodiorce (Increase in unifibourcosts)
Stability on international financial markets (decreadeirderest rates on public
bonds)
Partial dissolution of social capiial core areagdecreased trust)
Increase in seige activities (gpwth of tertiary industries)
Increasel highvalue functions, especially in core areas (increased share of |
level professions)
Geographial diffusion of R&D activities
Traditional Industrial CEECs
Increase shar of blue collars (decraa in wnit labourcosts)
Decreased demand of highdz £ A i@ LINRRdzOG& 6 RSJI f g
Increased traditthal manufacturing activities (gwing specialization in low an(
mediumtech manufacturing industries)

Scenario A) An advanced dual Europe
Postindustrial EU15

LYONBIaS Ay GKS ljdzatAde 2F AYyaGSNYyI f
Increase of skilled labour forcen@irease irunit labour costs)

Stability on internationkfinancial markets (decrease interest rates on public bonds)

Partial dissolution of social capiial core areagdecreased trust)

Increase in service activitiegrowth of tertiary industries)

Increasel hightvalue functions, especially in core areas(@ased share of higlevel professions)
Geographical diffusion of R&D adties

RSY y R

Modernizing CEECs

LYONBIaS Ay GKS ljdzatAde 2F AYyaGSNylI f
Increase of skied labour force (increase imit labourcosts)

Stabilityon international financial markets (decreaskimterest rates on public bonds)

Increased quality of public services financed through public resources (increased public expet
and higher tax rates)

Increased CEE@®mpetitiveness on world marketarowth of exports)

RSY y R

Traditionalindustrial CEECs

Scenario C) An industrial segmented Europe
Industrial EU15
Increasel share of blue collarélecrease in nit labourcosts)
Decreased demand diighj dz £ A i & LINPRdzOG& 6 RSJI f g
Increased industrial competitiveness of EWthintries on world markets (gwth
of exports)
Increased R&D activities (especially in strong greas
Increase advanced manufacturing activities f@wing specialization in higtech
manufacturing industries)

Traditional Industrial CEECs

Increase share of blue colladetrease irunit labourcosts)

Decreased demand of highdz £ A i@ LINPRdzOG& 6 RSJI f g
Increased tradittnal manufacturing activities f@gwing specialization in low an

mediumtech manufacturing industries)
Precrisis FDI attractiveness

Scenario B) An industrial Europe Modernizing CEECs

Industrial EU15

Increasel share of blue collars étrease irunit labourcosts)

Decreasedlemand of highj dzI f A i@ LINRPRdzOGa O6RSGIfdzr A2y 213
Increased industrial competitiveness of BB tountries on world marketsr@wth of exports)
Increased R&D activitiesgpecially in strong areps

Increasel advanced manufacturing actividgs (gowing specialization in higtech manufacturing
industries)

Modernizing CEECs

LYONBIaS Ay GKS ljdzatAade 2F AYyaGSNy!I f
Increase of skied labour force (increase in ungbourcosts)

Stability on internationkfinancial markets (decrease ioterest rates on public bonds)

Increased quality of public services financed through public resources (increased public expet
and higher tax rates)

Increased CEE@@mpetitiveness on world marketgrowth of exports)

RSYI y R

Industrial EU15

Figurell. Qualitative assumptions for thalternative development strategies by blocks of European countries
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Because each of the possible combinations of strategies is the result of a conscious dédmstahaxrtors

¢ policymakers and entrepreneurs above glleach strategy comes after a botteap process of
rediscovery of competitive advantage is completed. This process of discovery shows clear links with the
recent literature on Smargpecialisationtgategies (Coffano and Foray, 2013).

4 Scenariadescription: qualitative assumptions

The scenariosare first theoreticallydesigned by making assumptions on the evolution of the major existing
trends and on the paths assumed by the possible fuhifercations (Capello et al., 28 Assumptiongire
formulated atboth nationalandregionallevel, and summarised in Figure 11.

For the four scenarios of this paper, the qualitative hypotheses will be described in this sdbion
gualitative assumptios are translated and inserted in MASST3 as levers of the mibad, values are
presented in theFigures othe TechnicaAppendix

In the first scenarigScenario AAn advanced dual Europd&U15 countrieadopta postindustrial strategy,
while the New 12 follow a modernisingone. It is therdore a scenario of courageous strategies both
blocks of countries, calling for deep structural chandasthis scenaripa process of modernisation of
CEECs matches a faijh-profile knowledge economfor Westerncountries This promps the growth of
internal demand and a general reshuffliafproductiontowards higher market niches. A revaluationtioé
9dz2NR | NBI Q& { SsNavidthis das officdvdREfinahdal rhagkétsn terms oflower interest
rates on EUbublic bondsin this scenarioregionsreinforce theirproductivespecialisationmovingtowards
an increase in quality and intensity thieir historicalproducton.

Besides,n this scenariocCEECs benefit from the ongoing modernisation of their economies and in¢hease
quality of public services offered, whithfinanced vith an increased tax rate. Thaevelopment pathof
CEECs moves towards an endogenous model of gréegsgependenton FDIsand more on selustained
industrial activities This strategy require an increase innnovation effortsin all regions,with a less
concentrated pattern in EU15 countries ange@netration ofthese kinds of activities also secondrank
areasin CEEC%\ generalised increase in control and hlghkel functions will alsoatke placegspecially in
core urban areas typically hasy advanced servicem Western countriesand a diffused trajectory in
CEECs.

Finally, a partial dissolution @bcial capitaln core areas in both CEECs and EU15 countries is expected to
take placein this scenario. In Eastern countrigbe complete transitionprocessand the diffusion of
production capacitytowards secondank areasmeans that someof the old mental schemes arl
procedureschange and consequentlypeople feel less protected by social tiéSkuliczKozaryn, 2014;
Lenzi and Perucca, 2014atusek and Cogk012. In Western countries, the transition towards high level
services increases the distance between thable to take advantage of it€. the skilled and educated)

and those whose competences are scarce or obsolele, are left behind.

Becausescenario A acts as a benchmark, the qualitative hypotheses of the other scenarios follow
accordingly. These hypweses depend on whether the CEECs are unabliiltp pursue a modernizing
strategy andfocus on regaining the competitive advantage (mostly FDIs and externally deitbaugh

with technological spillovers driving the emergence of local firthey enjged before the inception of the
crisis and on whether theeUL5 countries are pursuing, rather than a pasdustrial strategy, an industrial
one, in which they focus aifie sectors abandoadin scenaricA.

Scenario B(An industrial Europedifferentiates for the choice of EU15 countries to focus again on
manufacturing activities, and in particular on advanced industrial production. In this scenario, CEECs are
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instead still assumed to proceed towards full modernization. In order to formé#tizeframework, an
increase in the specialisation of EU15 countrietigh value addednanufacturing activities takes place,

with an ensuing growing share of blue collars and a consequent growth of cost competitiveness (i.e. a
decrease irunit labour cods). A decreased demand of higlality products engendsra devaluation of

the exchange rates of thdsuro against other major currencies, which further strengthenthe EU
competitiveness. As a consequence of all above mentioned assumptions, an increthgeifustrial
competitiveness of EU15 countries on world markeitgyersa remarkable growth of exports.

Scenario Balso impliesan increasedintensity of R&D increased production ofigh value added
manufacturinggoodsin Western countriegmplies thegrowth of innovative activities needed to stay on the
technological frontierCEECs are still assumed to fully modernize, hence shifting their production towards
quality competition on international markets, along with the increased cost of labour assddia this
process and théncreased stabilityf interest rates on public bonds.

In the C scenarigAn industrial segmented Europenstead, while EU15 countries are still assumed to
follow a reindustrialization pattern, with the hypotheses qualitativelescribed in the previous scenario,
CEECs are assumed to regain competitiveness in the way they proceeded before the inception of the crisis,
i.e. on the basis of an exogenously, HiNen path ofdevelopment.Besides the increased relevance of
manufacuring activities, with the consequent decreaseuriit labour costs, which they share with EU15
countries, in this scenarithe specialisation pattern of CEES€Hifts towards traditional manufacturing
activities FDIs regaimsteadthe relevance they hath these countries before the crisis began (Capello and
Caragliu, 2014)with a progressive process of spinoff generation of a universe of local firms, benefiting
from technological spillovers generated by this renewed inflow of .FHas, for CEECs an exogenous
pattern of production, based on externalfijnanced investmentcan also foster the strengthening of a
fabric of local firms.

Finally scenario D(A traditional dual Europerepresents the less courageous scenario among the fo
presented: CEECs remain in the logic of prmmpetitiveness, and of FDdsiven growth. At the same
time, Western countriespt for a postindudrial strategy and reinforce the knowledge economy paradigm,
giving up the attempto regain core manufacting activitiesR&D efforts remain those of the past for both
CEECs and EU15ile both groups of countrieseinforce their historical specializatipmpgrading it low-

tech manufacturing activities in Eastern countrigslarging the spectrum towards tigr functions and
mediumvalue sectorsand service activities in Western ones. In the latter, an effort is made to move from
low- to highvalueaddedservice activities.

With the combination of these strategies, the four scenaidepicted in Figure 1tan be translated into
guantitative assumptionshat are included irthe MASST3 model with the values which are preseiirted
detail asTechnicaAppendix®

5 Regional growth and disparities in Europe in the four scenarios

This sectionpresents the results of the simulations with the MASST3 model in the four scend@nos.
purpose of the MASST model is to create territorial scenarios under different assumptions about the main
driving forces of change that will act in the futuaad, forthis reason, thejuantitative results of the model

% For all thequantitative hypotheses that needed in the MASST3 model and are unaffected by the assumptions of the
four scenarios, the values of a baseline scenario simulation are kephaBkline scenariassumes that the actual
economic trend situation is kept comstt, and that no new policies are applied. For a detailed description of the
baseline, se€apello et al. (2014).
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are notto be read agrecise values of specific economic variables in the futsmeh as in a forecast, but
depict the tendencies and relative behavioural paths of regimaaiablesin countries and reipns when
certain conditiongake place

Tablel showsthe annual averagé&sDP growth rates in the four scenariég. European levekcenarios B

and C are more expansive, Baropean growth rategend to reflect thevaluesof EU15 countries, which
accountfor a large majority of European population and GDP. Western countries grow more if they do not
give uptheir manufacturing base, but upgrade it, as in ttese of thed A Y Rdza G NA | f L&ihgup ¢ &
manufacturing altogether, on the contrary, brings kmgrowth rates, because high level services bring
developmentonly in core areaswhere service activities are concentratel@aving behindregionsless

endowed with skills and education.

For Eastern countries, the result depends on their strategy andaswhat Western countries decide to

do. A courageous strategy pays the most, as Eastern countries benefit from a modernizing strategy with
respect to a traditional industrial strategy. Their GDP growth rate is higher in scenario A with respect to
scenarioD and in scenario B with respect to scenario D (Table 1). It is especially beneficial, with a difference
of 0.29% annual growth rate, in case the EU15 pursue aipdsstrial strategy, meaning thatthe EU15 is

no longer a manufacturing zone, the CEBE@sefit more from shifting to an endogenously driven growth
pattern, in which they do not depend on EU15 FDIs

Tablel. Annual average GDP growth rates in the four scenarialssolute values and relative to scenario
A

Annual average GDP growth 2012030

Scenario A B C D
An advanced dual An industrial Europe An industrial Atraditional dual Europe
Europe segmented Europe
EUZ 1.70 2.20 2.18 1.68
EU15 1.67 2.18 2.18 1.67
CEECs 2.07 2.43 2.17 1.78
Annual average GDP growth with respect to scenario A. 20230

Scenario - B c D

EUZ 0.50 0.48 -0.02
EU15 - 0.51 0.51 0.00
CEECs 0.36 0.10 -0.29

SourceMASST3 model results

Besides Eastern countries strongly benefit from the presence of a fast growing WestEumope The
growth rate of CEECs, in scenarios B and C, when the EU15 grows more thanks to an industrial strategy, are
significantly higher than those in scenarios A and D, where the EU15 adoptsiadusttial strategy. This
depends on two factors. On pe hand, there are strong spillover effects from Western to Eastern countries,

in terms of demand for goods and, more recently, services, being these economies strongtyviimeet.

For this reason, if the EU15 grows more, this brings more demand, arsgqaently more exports and
growth, to Eastern countrieOn the other hand, there is also an impact due to the type of strategy
pursued in Western countries. The two strategies of Eastern countries, in fact, are both largely based on
manufacturing, thougtin the Modernizing CEEG#rategythey are able to upgrade and modernize their
structure and in theTraditional Industrial CEEE&Isategythey rely on a traditional industrial strategy. Being
close to a manfacturing Western Europe generates, therefoaes advantage in terms afhe intensity of
technological spillovers intrendustry trade generated. This Bven more relevant for the Traditional
Industrial CEEGdrategy, whichdependson EU15 delocalization, but also when CEECs modeasibeing

close b high leveMWestern manufacturergeneratesdemand and technological advantages.
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The MASST 3 model produces results at regionaRRIld¢Vel,and this represents a crucial asset w.other
scenario modelghat usuallyprovide results at nadnal levelonly. Figurel2 depicts the average annual
GDP growth rate in the regions of the EU27 from 2010 to 2030, as obtained by the simulations, in four
separate maps.

The first map(Figure 2a)RSLIA Ol a (GKS | 0a2ftdziS INRBoUGK OSHHNBLIEE I {
where the EU15 follows a postdustrial strategy and the CEECs a modernizing one.

Figurel2. Annual Average GDP growth rate
Postindustrial EU15
d) A traditional dual Europe a) An advanced dual Europe
(value relative to scenario)A (absolutevalue)

Traditional -
Industrial Modernizing
CEECs CEECs

¢) An industrial segmented Europe b) An industrial Europe
(value relative to scenario)A (value relative to scenario)A

Industrifll EU15

Legenda) Absolute annual GDP growth rat®; c) and d) annual average GDBwth with respect to scenario A
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