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Europe needs social democracy!

Why do we really want Europe? Can we demonstrate to European citizens the op-
portunities offered by social politics and a strong social democracy in Europe?
This is the aim of the new Friedrich-Ebert-Stiftung project »Politics for Europex. It
shows that European integration can be done in a democratic, economic and so-
cially balanced way and with a reliable foreign policy.

The following issues will be particularly important:
— Democratic Europe

— Economic and social policy in Europe

— Foreign and security policy in Europe

The FES will devote itself to these issues in publications and events: we start from
citizens' concerns, identify new positions with decision-makers and lay out alter-
native policy approaches. We want a debate with you about »Politics for Eu-
rope«!

Further information on the project can be found here:
https://www.fes.de/politik-fuer-europa/

Friedrich-Ebert-Stiftung
The Friedrich-Ebert-Stiftung (FES) is the oldest political foundation in Germany
with a rich tradition dating back to its foundation in 1925. Today, it remains loyal
to the legacy of its namesake and campaigns for the core ideas and values of so-
cial democracy: freedom, justice and solidarity. It has a close connection to social
democracy and free trade unions.

FES promotes the advancement of social democracy, in particular by:

Political educational work to strengthen civil society

— Think Tanks

International cooperation with our international network of offices in more
than 100 countries

— Support for talented young people

Maintaining the collective memory of social democracy with archives, libraries
and more.

FES programme »European Economies of the East«

This publication is edited by the FES programme on Economic Development in
Central Eastern and South Eastern Europe »European Economies of the East«.
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CENTRAL AND EASTERN EUROPE
NEEDS INDUSTRIAL POLICY TO ESCAPE
THE MIDDLE INCOME TRAP

Since the early 2000s, the EU member states of Central
and Eastern Europe (EU-CEE) have achieved an impressive
economic catch-up process. However, the previously suc
cessful model of taking over labour-intensive production
steps as an ‘extended workbench’ of Western corporations
has reached its limits. Combined with major global challeg-
es such as decarbonisation and digitalisation, this makes it
essential for EU-CEE to develop a new, innovation-based
economic model. Only then will these states be able to
complete the catch up with Western Europe in terms of
productivity and living standards. The situation is exacer-
bated by the economic consequences of the war in Ukraine,
such as permanently higher energy prices and higher infla-
tion, which pose grave challenges for the region’s external
competitiveness.

The problem is that the central technological competences
and those parts of production with the highest added value
are located in the 'headquarter economies’ of Western Eu-
rope. Meanwhile, the EU-CEE countries — Poland, Czechia,
Slovakia, Hungary, Slovenia, Croatia, Romania, Bulgaria and
the three Baltic states — are still extremely specialised in la-
bour-intensive production. They depend heavily on lower la-
bour costs, and this restricts their prospects of catching up
economically with Western Europe. A good example of this
is the car industry, which is so important for the region as in-
dicated by its high share of value added, jobs and exports,
especially in the Visegrad states, Romania and Slovenia.

The study shows that the EU-CEE countries have so far
lacked a constructive approach to industrial policy in their
development trajectories. They have had a very broad
ranging FDI promotion policy, weak investment environ-
ments for start-ups, and the activities of state-owned en-
terprises have not been aligned with the greater develop-
ment goals. In general, there is a lack of state entrepre-
neurship in these countries that could nurture promising
industries. This is particularly challenging for regions that
are lagging behind within countries, as they lack the tech-
nical capacities for industrial policy. Due to these factors,
the study argues that the EU-CEE countries are struggling
to get out of their middle income trap.

Their EU membership offers unique opportunities for indus-
trial policy, but also challenges. On the plus side are access
to funds, participation in research networks and the oppor-
tunity to shape industrial policy on the EU level. Important-

ly, industrial policy in the EU has taken a much more prom-
inent role in recent years as shown by initiatives such as the
European Chips Act or the Important Projects of Common
European Interest (IPCEI). This provides some momentum
for the development of industrial policy in the EU-CEE
countries. Strict state aid rules and an EU competition poli-
cy that gives preference to free market principles, on the
other hand, are challenges for an effective industrial policy.

As discussed above, the growth model of the EU-CEE
countries must be made fit for the future. Decarbonisation,
digitalisation and a shrinking labour force require massive
efforts to be made. For countries like Poland, the green
transition is a major challenge. This transition can only be
managed through huge public investments in green tech-
nologies and digitalisation, combined with the right condi-
tions for private enterprise to thrive, to create a fully joined-
up approach combining the best of the public and private
sectors and academia. This means more money for educa-
tion, research and development, as well as active labour
market policies to manage the transition.

Above all, however, the countries of the region need a stra-
tegically oriented industrial policy to support the emer-
gence of more globally competitive companies and to em-
phasise their own economic strengths. While a true “entre-
preneurial state” may be too ambitious for many EU-CEE
countries in the coming years, steps in this direction are the
way to go. We propose eight steps, that should be taken:

1. Create a national innovation system in each country,
bringing together the private sector, universities, key
ministries, and business agencies. Within this biotope,
new ideas can be developed, tested, and financed.
Each country should define which sectors and special-
isations are promoted, rather than relying solely on ex-
ternal market forces.

2. Make full use of EU funds and maximise participation
in EU research initiatives to advance industrial policy
goals. Governments should also get more involved in
industrial policy debates at the EU level. Greater partic-
ipation in the EU's Horizon Europe research funding
programme or in the EU's Important Project of Com-
mon European Interest (IPCEI) initiative would also be
particularly important for the region's technologically
less advanced countries.
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3. Learn from each other's successes stories to emerge

as frontrunners in the digital economy. Estonia is
generally well prepared in this area and often raised
as an example. However, there are also other posi-
tive cases in the region. Romania and Croatia have a
particularly high proportion of graduates in ICT, rel-
evant for digitalisation. Czechia shines with its digital
start-ups, the Baltic states with the quality of their
digital public services. The Visegrad countries and
Slovenia have highly digitalised and automated in-
dustries.

. Harmonise investment schemes to attract foreign
companies with national industrial policy. Instead of
providing blanket support for all investments by for-
eign companies, national governments should strate-
gically consider which sectors and parts of the value
chain they want to attract, and create incentives that
maximise the potential for spillovers from foreign gi-
ants to domestic firms.

. Identify and exploit promising niches. Given the lack
of technological experience, the establishment of the
semiconductor industry in the EU-CEE countries, for
example, would not be very promising. However,
each country has traditional strengths that should be
built upon.

6.

Institutional reforms. In some states of the region, the
quality of public institutions has declined significantly
in recent years. This is worrying. Countries in East Asia
have a lot of experience in building adequate institu-
tions for an active industrial policy, even if the frame-
work conditions there partly do not meet Northwest
European standards. This experience should be used.

Structural change must be cushioned socially in order
not to lose the support of the population. EU-CEE
countries should aim for a flexible labour market to
ease the transition from old to new jobs, but underpin
this with extensive retraining programmes and a social
safety net that means that workers themselves do not
bear the costs of the transition.

Each country needs a tailor-made industrial strategy
adapted to its specific needs. While the Baltics, for ex-
ample, are well positioned for the digital transforma-
tion, they are struggling above all with distribution
problems and a shrinking population. Czechia, Poland
or Slovenia are industrially the most advanced, but
must make the transition from ‘extended workbench’
to innovative economy. For the less developed parts of
EU-CEE such as Bulgaria and Romania, the priority
should be on maximising the transfer and knowledge
and innovation from big foreign investors.
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COUNTRY BRIEFING
BULGARIA

COUNTRY OVERVIEW

Bulgaria is at the bottom of most EU rankings, including
those on industrial competitiveness, innovation perfor-
mance, digital performance and green transition. During
the transition from plan to market the economy suffered
deindustrialization of a massive scale and as a result all of
the previous industrial giants were either liquidated or rad-
ically downsized. The share of the manufacturing sectors in
GDP is much below the EU and EU-CEE averages. During
the past three decades the country also suffered a setback
in its global rankings on human capital development. Digi-
tal transition is one of the exceptions thanks to the preser-
vation of the tradition of good quality IT education and a
relatively well-developed IT sector.

Manufacturing employment is still dominated by low-val-
ue added sectors such as textiles and apparel (17.9 % of
total manufacturing employment), food products (17.7 %
of the total, basic metals (13.3 %). None of the more so-
phisticated manufacturing sectors is present among the
top 5 sectors by the number of employed. No global man-
ufacturing brand is present in Bulgaria with a large-scale
production facility. Moreover, large manufacturing facili-
ties generating economies of scale and supporting effi-
cient participation in global value chains are all but missing
in Bulgaria. For example, only four manufacturing compa-
nies are present among the 20 largest business employers
in Bulgaria.

While Bulgaria benefited from large FDI inflows after EU ac-
cession, most of this investment was directed to real estate,
tourism and finance, offering limited scope for industrial up-
grading. Manufacturing FDI in earlier periods was mostly di-
rected to small and medium sized facilities in traditional sec-
tors such as textiles and food processing. In the last decade
or so, especially after the accession to the EU in 2007, FDI
started to flow also to more sophisticated manufacturing
sectors but also in small and medium sized facilities. One of
the factors that contributed to the attraction of such FDI
flows was the establishment of several industrial zones and
the incentives they provided, initially under the general In-
vestment Act and later under the Industrial Parks Act of
2021.The ICT sector and the provision of ICT services is one
of the few success stories in Bulgaria’s recent technological
development. In 2021 the outsourcing industry accounted
for 4.0 % of the country’s total employment and contribut-
ed 5.5% of the GDP. In recent years it has also been the
fasted growing sector of the Bulgarian economy.

Targeted industrial policy actions have been all but missing
dung the past three decades and were partly revived
thanks to the participation in common EU policies and pro-
grammes. The recent Industrial Parks Act is probably the
only homegrown industrial policy legislation. The National
Development Programme Bulgaria 2030 specified five pri-
ority development areas including Innovative and Intelli-
gent Bulgaria, Green and Sustainable Bulgaria, Connected
and Integrated Bulgaria.

Industrial development - |

Competitive industrial

performance index

Manufacturing value added
(MVA) (% of GDP)

Medium- and high-tech MVA
(% of total MVA)

Bulgaria 0.05 12 33
EU-27 0.14 15 41
EU-CEE 0.10 17 38

Source: UNIDO

Note: 2020 values. The CIP index assesses the strength and complexity of an economy’s industry, with Germany claiming the maximum score in 2020 at 0.42.
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EU-CEE

Bulgaria

Human capital quality

EU-27

0.55 0.60 0.65

Human capital index (0-1)

Note: AHuman Capital Index of 0.75 means a child born today will be expected to be 75 percent as productive at the age of 18 as they would against a scenario of having enjoyed complete education and full health
Source: World Bank

0.70 0.75 0.80

INDUSTRIAL COMPETITIVENESS - SWOT

Strengths

Relatively diversified industrial and export structure
which contributes to higher resilience of the economy
to external shocks.

Industrial zones have become drivers of industrial devel-
opment attracting also new enterprises conforming
with the green economy.

The relatively large ICT sector with high quality IT spe-
cialists is among the few strong components of Bulgar-
ia’s economic structure.

Weaknesses

Aging population marked by a trend shrinking of the
workforce is a source of increasing labour and skills
shortages.

Manufacturing is still dominated by relatively unsophis-
ticated industries. High-tech, high value-added prod-
ucts account for a small share of the country’s exports.
Very low aggregate energy efficiency.

Very low levels of R&D investment by both the public
and the private sector; poor innovation performance.
Stagnation in the average quality of the workforce
which acts as a hurdle for the technological upgrading
of the industrial structure.

Lack of a coherent long-term strategy for green trans-
formation consistent with the European Green Deal.

Opportunities

Relatively low dependence on fossil fuels for electricity
generation.

The ICT sector and the digital economy have a potential
to grow in importance provided there will be targeted
policy support for an increase of the pool of ICT special-
ists.

The country is considered as an attractive destination
for the outsourcing of IT services.

Threats

Skill and labour shortages coupled with a continued ex-
odus of skilled labour may create increasing bottlenecks
both for economic growth and for the technological
upgrading of the economy.

Recurrent populist policy motions for postponing ener-
gy efficiency measures against the background of dis-
ruptions in energy supplies and rising energy costs.
Lingering political instability and lack of long-term poli-
cy vision and strategy may delay further the digital and
green transition.

INDUSTRIAL POLICIES AND STRUCTURAL
REFORM DEVELOPMENTS

FDI promotion and value chain upgrading

Bulgaria's investment promotion mechanisms apply to
both foreign and local investors.

Large investment projects, which are deemed particu-
larly important for the economy may be classified as
priority projects and be granted additional incentives.

There are no promotion mechanisms targeting specif-
ic sectors or industries or the entry to major global val-
ue chains

Industrial zones (Industrial parks) are probably the on-
ly mechanism promoting FDI by providing certain in-
centives to resident investors. Most of the industrial
zones are dominated by foreign companies and the
predominant share of their production is exported.

New technologies, digitalization, innovation

Bulgaria's draft Recovery and Resilience Plan (RRP) is
built around education and skills, research and innova-
tion, and the smart industry as primary targets for fu-
ture investment.

The Innovation Strategy for Smart Specialisation 2014-
2020 (ISSS) had identified several priority thematic
niches including Information and communication tech-
nology, Mechatronics and clean technologies, Indus-
tries for healthy life and biotechnology (including
food), New technologies in creative and recreation in-
dustries.

So far there has been no comprehensive assessment as
to what extent the ISSS succeeded in pursuing its ob-
jectives. But it is already a fact that one of the key stra-
tegic goals, namely that by 2020 Bulgaria would move
from the group of “modest innovators” into the group
of “moderate innovators” was not achieved.
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Green transformation of industry

The RRP sets rather modest targets for green spending
(27 % of the total), well below the EU’s 37 per cent cli-
mate-spending benchmark

The RRP mostly consists of long planned investment
projects that had not been implemented due to the
shortage of funding and lacks ambitious innovative
green economy projects

Little or no attention is assigned in the plan to RRF goals
such as the reduction and utilization of waste, sustaina-
ble and intelligent mobility, construction of green infra-
structure. The operationalization of such goals will be a
challenge as work will have to start from scratch.

COUNTRY-SPECIFIC RECOMMENDATIONS

In

the main report, we identify Bulgaria as one of the EU-

CEE countries falling most behind the technological fron-
tier. The priority should be to import knowledge and capa-
bilities in a strategic and targeted way via targeted FDI pol-
icies and greater participation in EU research and innova-
tion networks.

Focus policy efforts on a selected few priority ar-
eas and/or projects where industrial technologi-
cal transformation can bring tangible results, in-
cluding green transition. Establish a coherent plan of
action for pursuing the objectives in the priority areas
including milestones and measurable performance indi-
cators (see policy recommendation 5.1 in the main re-
port). As part of this plan, develop and introduce tar-
geted support instruments and mechanisms focused on
entrepreneurial innovation seeking technological trans-
formation in the priority areas. Allocate sufficient public
funding to back these instruments in the context of me-
dium- and long-term fiscal frameworks. Review and
amend innovation governance and coordination mech-

anisms in order to ensure efficient policy implementa-
tion. Organize monitoring of progress in implementing
the plan of action and introduce corrective mechanisms
and measures if needed.

Develop new incentive mechanisms and instru-
ments for attracting FDI in business activities con-
tributing to technological transformation and
aligned with the green transformation goals.
These should also include the above-mentioned priority
areas and/or projects (see policy recommendation 5.4 in
the main report). Build on the lessons of the successful
development of industrial zones to design and imple-
ment more effective and efficient policy instruments for
attracting FDI into the industrial zones. Plan to transform
FDI-driven industrial zones into powerful clusters which
can become drivers of economic growth and technolog-
ical transformation. Seek innovative approaches to the
management of projects with FDI participation including
through public-private partnerships and the use of
blended finance.

Develop a coherent strategy for prioritizing the fu-
ture development of the ICT sector. Develop a pro-
gramme for expanding the scope of IT education and
skill building with a view to increasing the pool of IT pro-
fessionals as a future niche for the country (see policy
recommendation 5.5 in the main report). Broaden IT
awareness raising among adolescents and young people
on the prospects of an IT professional career. Widen and
deepen the IT curricula in secondary and especially ter-
tiary education in close cooperation with the business
sector so that to match their current and future needs.
Introduce targeted support schemes for ICT entrepre-
neurs, startups and SMEs. Develop and introduce meas-
ures for speeding up the prevalent introduction of
e-Government. Consider introducing incentives for at-
tracting FDI in the ICT sector and the digital economy.

Industrial development - Il

Sector

% of manufacturing

employment

Textiles, apparel, leather and related products 17.9
Food products, beverages and tobacco products 17.7
Basic metals and fabricated metal products, except machinery 13.3
Rubber, plastics, and other non-metallic mineral products 10.5
Other manufacturing, installation of machinery and equipment 9.1

Note: 2020 values. Source: National Statistical Institute
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Transition performance scorecard

Transition performance index
(0-100)

Governance Economic
transition transition
Environmental Social
transition transition

—— EU-CEE —— EU-27 Bulgaria

Note: 2020 values. The TPI scores countries based on 4 pillars of a transition to a more sustainable, inclusive and resilient economy.
Source: European Commission
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Industrial Policy for a New Growth Model:
A Toolbox for EU-CEE Countries

This country briefing is a short summary of a much broader
study that deals with the perspectives of industrial policies in
Central Eastern and Southern Eastern Europe and the question
how these countries can avoid to get stuck in a middle-income
trap. The study has been authored by a team of experts from
the Vienna Institute for International Economic Studies on be-
half of Friedrich-Ebert-Stiftung.

The study argues that the EU-CEE countries have so far lacked
a systematic approach to industrial policy in their development
trajectories. They have had a very broad ranging FDI promo-
tion policy and weak investment environments for start-ups,
while the activities of state-owned enterprises have not been
aligned with the greater development goals.

Hence, the growth model of the EU-CEE countries must be
made fit for the future. Decarbonisation, digitalisation and a
shrinking labour force require massive efforts to be made. This
transition can only be managed through public investments in
green technologies and digitalisation, education and infra-
structure, combined with the right conditions for private enter-
prise to thrive.

The study includes eleven country profiles that analyse the eco-
nomic and industrial structures for their strengths and weak-
nesses and identify possible courses of action for an active in-
dustrial policy.

The full study can be found here:
http://library.fes.de/pdf-files/bueros/budapest/20260.pdf
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