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OPENNESS TO TRADE AND ECONOMIC DEVELOPMENT OF TRANSITION
ECONOMIES

OTBOPEHOCT KA TPTOBUHU 1 EKOHOMCKH PA3BOJ TPAH3ULIUOHUX
ITPUBPEJIA

Summary: The purpose of this paper is to investigate the
connection between countries’ openness to international
trade and economic development, i.e. the standard of living
of umc citizens. Given that this is a frequently researched
question among economists with still open conclusions,
research on this topic always sheds some new light and
contributes to new conclusions on that aspect. The
methodology used in the paper is a correlation analysis,
where we compared different measures of openness with
economic development measured by GDP per capita
expressed in purchasing power parity. The sample on which
we performed the analysis is 16 countries, some of which
have completed the transition process like the countries of
so-called New Europe, and some are still stuck in transition,
such as our countries of our region. Each of these countries
continues to be subject of an analysis of transition progress
in the EBRD ’s Transition Report. The results clearly show a
strong and positive correlation between openness to
international trade flows and economic development, with
this relationship being stronger if we look at export flows
than import flows. The conclusion is that openness has no
alternative, and that the countries of the region must
strengthen their export base and export performance in
order to reduce the gap in relation to the countries of New
Europe, for which we can easily say that have successfully
completed the transition process.

Keywords: openness to trade, transition, import, export,
correlation, economic development.
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1. INTRODUCTION

Pe3ume: Cepxa o6oe pada jecme da ucmpasicu ee3y uzmehy
OmMBOpeHoCmuU  3emMasba  Ka MefyHapoOHO] Mp2o6uHu U
EeKOHOMCKOZ2 pa3g0ja, OOHOCHO JICUBOMHOZ CMAHOapod
epahana. O63upom 0a je 080 Yecmo UCMpPaNCUBAHO NUMAFbE
melly  ekoHomMucmuma ~ca  jow  YGujek  OmeopeHuM
3AKBYUYUMA, UCHPAICUBAFA HA 08y MeMy Yeujek bayajy
HEKO HOB0 c8jemio U 0ajy OONPUHOC HOBUM 3AKABYYYUMA NO
mom acnexkmy. Memooonoeuja xoja je kopuuihena y paoy je
KOpenayuona auamsa, 20je CMO Y O0OHOC CMA6baAu
pasauvume mjepe OMeOPEHOCmU Cad eKOHOMCKUM pa360jem
mjepenum BIII no enasu cmanogruka uspasjicen y napumemy
KynosHe mohu. Y3opax na xojem cmo epwiuau ananusy je 16
3emana 00 KOjux Cy HeKe 3aepuiunie npoyec mpanzuyuje, d
HeKe Cy joul YeujeK 3a21asbene y mpaHsuyuju Kao wmo cy
Hawe 3emme pecuona. Ceaxa 00 08ux 3emamna u oame je
npeomem aunanuze Hanpemxa y EBP/] Tpansuyuonom
ussjewmajy. Pesyimamu HedocmucieHo nokasyjy jaky u
NO3UMUBHU KOPENAYUoHy 6e3y usmehy omeopeHocmu Ka
MOKOBUMA MefyHapoOHe mp2ogute U eKOHOMCKO2 pa3eoja, ¢
mum 0a je ma 6e3a CHAJCHUjd aKo No2nedamo U3603He
moKoge Heco Y8O3He. 3aKwYYaK je O0da OmeopeHocm Hema
anmepnamugy, me 0a 3emmbe peuona mopajy 0a nojauajy
C80jy U3603HYy 0a3y U U3603He NepPopmance Kako Ou
cmareune jas y oomocy Ha semme Hoee Eepone, 3a koje
mooicemo  pehu  da ¢y ycnjewHo  3aspuiune  npoyec
mpaH3uyuje.

Kibydne pujeun: omeopenocm ka mpzoeunu, mpaunsuyuja,
13603, Y603, KOpelayuja, eKOHOMCKU pa360j.

JEL knacupuxammja: F14, F43, F63

The link between openness and economic growth and development is a widely

researched question among economists with still unclear conclusions. The vague relationship
between these categories is often associated with an inconsistent approach to measuring the
openness of countries.

There are basically two types of measures of openness: the measure of openness to
foreign trade flows and the measure of openness of the foreign trade regime. The most basic
measure of openness that takes into account foreign trade flows is the participation of the sum
of exports and imports in the gross domestic product, while no generally accepted measure
stands out as a measure of openness that takes into account the degree of liberalization or
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restrictiveness of the foreign trade regime. The focus of this paper is the openness of countries
measured by foreign trade flows, i.e. imports and exports.

The modern economic theory of international trade, based on the basic postulates of
economic liberalism since the time of Smith and Ricardo, generally claims that countries
benefit from international trade through specialization and exchange in that production in
which the country has comparative advantages. Specialization enables better use of
economies of scale, which is especially important for smaller countries. International trade
also serves as a diffusion mechanism through which modern technologies and knowledge are
transferred as an extremely important intangible resource in modern conditions.

Considering the largely failed import substitution strategies in developing countries
and the progress recorded in most out-ward oriented economies, existing research indicates
that there is a positive and strong relationship between growth and development and export
growth (Balassa 1985; Ram 1985; Anwer and Samphat 1997; Ekanayake 1999; Haddad and
Shepherd 2011). Researchers believe that such policies tend to accelerate the process of
getting out of poverty in backward economies (Daitoh 2008), and that economies that force
restrictive policies in terms of international trade liberalization fall behind and face low
standards and slow recovery and growth (Sachs and Warner 1995; Krueager 1998; Dollar and
Kraay 2001; Krugman and Obstfeld 2009; Kee et al. 2008).

However, there is a growing number of researchers who doubt the consistency of the
positive relationship between international trade and economic growth/development
(Rodriguez and Rodrik 2001; Baldwin 2003; Rodrik et. al. 2002; Rodrik 2006; Rodriguez
2006a; 2006b), and this is mainly as a result of the lack of a conceptual definition of openness
and its measurement (Baldwin 2003). Additionally, a high ratio of openness to trade, i.e. high
integration into the world economy implies a growing sense of insecurity and sensitivity to
external shocks (Montalbano et al. 2005).

While most empirical studies focused on the relationship between openness and
growth, Frankel and Romer (1999) investigated the relationship between openness and
income, ie. Standard of living of the population. In their analysis, the authors showed that the
impact of trade on the standard of living is significant because an increase in the share of
foreign trade in GDP by 1% contributes to an increase in the standard of living between 0.5
and 2% (Frankel and Romero 1999, 380).

Although most of the literature focuses on the relationship between trade and
economic growth, empirical research has focused on the relationship between exports and
growth (Levine and Renelt 1992). The basic assumption of the export strategy hypothesis
(export-led growth hypothesis-ELGH) claims that the orientation towards export and its
expansion is one of the main determinants of long-term growth. The countries of Southeast
Asia are a good example — Hong Kong, Taiwan, South Korea and Singapore or the so-called
"Four Tigers", achieved consistently high growth since the early 60s of the 20th century as a
result of building a market economy and orientation towards foreign markets (Medina-Smith
2001; World Bank 1993).

In the context of the research problem, there is generally little research devoted to
small economies. It is widely believed that small countries have a modest resource base,
which is why they are dependent on foreign trade and external resources. Exports are often
concentrated in a few sectors, and therefore such countries are more exposed to external
shocks. However, there are some other advantages of small countries that they could profit
from. In this paper, the sample countries consist of small countries, at a sufficiently similar
level of development, which have undergone or are still undergoing the process of transition,
i.e. countries with similar economic and social characteristics. As a measure of openness, the
participation of foreign trade flows in the gross domestic product is used in the work, and by
dividing foreign trade flows into import and export flows, we will give special emphasis when
observing the openness to foreign trade flows of a country in the context of its level of
development.
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2. METHODOLOGY OF ANALYSIS - SAMPLE AND METHODS OF
MEASUREMENT

The sample on which the hypothesis is tested includes 16 small economies, out of
which some finished their process of transition such as Central European Countries and
Baltics, and some are still in transition process. The sample is based on the countries that are
included in the Transition Report of the European Bank for Transition and Development
where their progress in finishing transition is measured by ATQ scores for six key qualities of
a sustainable market economy (EBRD Transition Report 2023,103).

In our sample, we can make a clear distinction according to how close the countries
are to membership in the European Union. Thus, we have the countries of the region
(Albania, BiH, North Macedonia, Montenegro and Serbia) that are not members, the countries
of the region that are members and the youngest ones (Bulgaria, Croatia and Romania), and
those countries that are called New Europe, the countries of Central Europe and the Baltic
States (Czech Republic, Estonia, Latvia, Hungary, Lithuania, Poland, Slovakia and Slovenia).

According to the definition of the International Monetary Fund and their database
World Economic Outlook, some of these countries are developed countries of Europe (Czech
Republic, Croatia, Estonia, Latvia, Lithuania, Slovenia, Slovakia), but most of them are
classified as emerging and developing economies of Europe (Albania, Bulgaria, BiH,
Hungary, North Macedonia, Montenegro, Poland, Romania, Serbia). Countries like Poland
and Hungary, Countries of so called Newe Europe are classified as emerging market and
developing economies together with Serbia, Romania, Bosnia and Herzegovina, etc. which is
surprising because according to the level of GDP per capita in purchasing power parity, these
two countries are far ahead of countries like Bosnia and Herzegovina, Albania, Serbia or
North Macedonia, and they are almost "side by side” with the other member countries of the
"New Europe”, such as Slovenia, Slovakia, Czech Republic, etc. This only confirms our
observation that the classifications of countries' development by international financial
institutions such as the IMF and the World Bank still suffer from inconsistency and
vagueness.

In this paper, foreign trade flows of countries include export and import of goods,
which are still the dominant item in world trade. According to the latest data from the World
Trade Organization, the share of world trade in goods is about 79% of total world trade, 20%
is services and 1% is intellectual property trade.

In order to test the connection between openness and economic development, two key
variables of our analysis, we applied the method of statistical correlation and analysis based
on correlation coefficients. First, we tested the relationship between openness to total foreign
trade (the sum of imports and exports) and economic development, and then we analyzed the
relationship between openness broken down on the import side and on the export side and
economic development measured by gross domestic product per capita according to
purchasing power parity. It was also examined what kind of connection the export of
manufactured or industrial goods has with economic development.

Data on export and import flows were used from the comprehensive statistical
database of the World Trade Organization - Statistics Database, while data on the level of
GDP and GDP per capita in purchasing power parity were taken from the IMF's statistical
database World Economic Outlook. All data values are expressed in current dollars, except for
GDP per capita, which is expressed in current international dollars.

GDP per capita is still the generally accepted and most commonly used measure of
economic development despite its shortcomings.

For each of the variables, the eight-year average 2015-2022 was analyzed, in order to
avoid the effect of shocks and crises that can obscure the actual results. Only the seven-year
average was analyzed for the variable export of manufactured goods because the data for
2022 is not yet available.
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The following 4 relations were therefore tested:

1. Correlation between openness and economic development, where "trade
intensity" is used as the most basic measure of openness, that is, share of imports and exports
in the gross domestic product;

2. Correlation between the share of exports in the gross domestic product and
economic development;

3. Correlation between the share of imports in the gross domestic product and
economic development;

4. Correlation between share of export of industrial goods in the gross domestic
product and economic development.

A summary table with all variables by country is shown below.

Table 1: Variables - export of goods, import of goods, export of manufactured goods, average

GDP, share of trade in GDP, share of export of goods in GDP, share of imports in GDP,
GDP per capita at PPP

GDP
Average Share per
Share Share of .
Reporting Average Average Manufactl_)red Average GDP of Share of of Manufacture capita at
Econom Exports Imports /Industrial (2015-2022) Trade Exports imports | d Exoorts in PPP,
Y| (2015-2022) | (2015-2022) Exports in inGDP | .7 EDP é’DP average
(2015-2021) GDP (2015-
2022)
Albania 2766000000 5961875000 1742142857 14855000000 0,59 0,19 0,40 0,12 13542
Bosnia and
Herzegovina 6878875000 11213000000 4437428571 20271750000 0,89 0,34 0,55 0,22 13991
Bulgaria 34270875000 38409250000 18457285714 67872750000 1,07 0,50 0,57 0,27 22650
Croatia 17719250000 28666250000 10817000000 59903000000 0,77 0,30 0,48 0,18 28535
CR:é;cuT)Iic 195472625000 | 178813000000 | 169892571429 | 240330750000 | 1,56 081 074 071 39347
Estonia 16738000000 18755375000 10737142857 30286250000 1,17 0,55 0,62 0,35 35184
Hungary 122067125000 | 119597625000 | 100590142857 153595500000 157 0,79 0,78 0,65 31477
Latvia 16454000000 19647375000 9307428571 33894875000 1,07 0,49 0,58 0,27 29807
Lithuania 33336125000 36604250000 20084571429 54320500000 1,29 0,61 0,67 0,37 35738
Montenegro 468375000 2740250000 118857143 5135500000 0,62 0,09 053 0,02 19995
North 6580625000 9035625000 5216285714 12160375000 1,28 0,54 0,74 0,43 16071
Macedonia
Poland 267810000000 | 268620375000 | 202939428571 | 577909125000 0,93 0,46 0,46 0,35 31981
Romania 75779125000 95622375000 58951142857 238423000000 0,72 0,32 0,40 0,25 28464
Serbia 19777375000 26607250000 12653142857 51753750000 0,90 0,38 0,51 0,24 17806
;'é’[‘)’j'g"c 89640250000 | 89134625000 | 78164142857 | 102889625000 | 1,74 0,87 0,87 0,76 31733
Slovenia 45530000000 44023125000 35223000000 52824875000 1,70 0,86 0,83 0,67 37911

Source: World Trade Organization for foreign trade data, International Monetary Fund for GDP and GDP per

3. RESULTS

capita at purchasing power parity data and author's calculation

Graph 1 shows the relationship between openness measured by the share of imports

and exports in gross domestic product (x axis) and economic development measured by GDP
per capita at purchasing power parity (y axis). The correlation coefficient is 0.62, which
means that there is a strong correlation between these two variables with a positive sign. We
can say that these two variables move together or that there is a positive interdependence of
these variables.
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Graph 1: Correlation between openness to trade and economic development
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Source: Author’s calculation based on the previous table

Graph 2 shows the relationship between openness measured by the share exports in
gross domestic product (x axis) and economic development measured by GDP per capita at
purchasing power parity (y axis). The correlation coefficient is 0.69, which means that there is
a strong correlation between these two variables with a positive sign, even stroger than
previous measure of openness. We can say that these two variables move together or that
there is a positive interdependence of these variables. When we exclude two countries in
which the export of tourist services dominates, Croatia and Montenegro, then the correlation
coefficient between the share of exports in GDP and economic development rises to high
level of 0.72.

Graph 2: Correlation between share of exports in GDP and economic development
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Source: Author’s calculation based on the previous table

Graph 3 shows the relationship between openness measured by the share imports in
gross domestic product (x axis) and economic development measured by GDP per capita at
purchasing power parity (y axis). The correlation coefficient is 0.47, which means that there is
a correlation between these two variables with a positive sign, but much lower than for the
exports which was expected. When analyzing the share of imports in GDP and economic
development, we can quite intuitively assume that the correlation coefficient cannot be high,
but it is important to note that this relationship has a positive sign, of course, with a
significantly lower value of 0.47. We can interpret this as the country's import capacity, which
ultimately results from its export potential.
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Graph 3: Correlation between share of imports in GDP and economic development
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Source: Author’s calculation based on the previous table

Graph 4 shows the relationship between openness measured by the share exports of
industrial goods in gross domestic product (x axis) and economic development measured by
GDP per capita at purchasing power parity (y axis). The correlation coefficient is 0.62 which
is unexpectedly lower than correlation coefficient of all exports and economic development. If
we go into a little deeper analysis, the countries that do not have high coefficients of the share
of export of industrial goods in GDP, and have a relatively high standard of living compared
to other countries in the sample, are the Baltic countries - Lithuania, Latvia and Estonia,
which due to their specific development, rely on financial services, information technologies
and technologies of the modern era, and practically do not base their economic development
exclusively on industry, such results for the correlation coeficient are logical.

Graph 4: Correlation between share of exports of industrial goods in GDP and
economic development
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Source: Author’s calculation based on the previous table
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4. CONCLUSIONS

The relationship between the country's openness to foreign trade and economic
development, although a widely researched issue in economics, remains extremely
demanding, methodologically undefined, but interesting for further research. Our analysis of
the problem showed that there is a significant positive correlation between the openness of
countries and economic development, but also that that the relationship between openness on
the export side is far stronger than the relationship between openness on the import side and
standard of living. This conclusion suggests that when analyzing openness, one should
distinguish between export and import flows, which is often not done in research.

The nature of the relationship between imports and economic development is of
positive sign, but the correlation coefficient is far lower than when we look at the link
between exports and economic development. This suggests that for small open economies it is
extremely important that they actually build their import capacity on strengthening their
export performance which is extremely connected with the issue of competitiveness.
Somewhat weaker connection between the export of industrial products and economic
development was shown, which can be explained by the deindustrialization that is present in
the modern world, where many countries base their development on new technologies, the
ICT sector, which is in our sample vivid on the example of the Baltic countries.

What is worrying is that the countries of the region - Albania, Bosnia and
Herzegovina, North Macedonia, Montenegro and Serbia lag significantly behind even the
youngest members of the EU in terms of living standards, and that the gap in relation to the
countries of the New Europe is even wider compared to some of our earlier studies (Trivic,
2018). In the context of the analysis performed in this paper, we can conclude that only by
strengthening the export performance of the countries of the region, this gap can be overcome.
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