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Montenegro — microstate

Abstract

Over the last 130 years, public consumption in ytsddeveloped countries has increased
from 10% of GDP to around 45%. The sixties and stes were years when the idea of
great power of Government was extraordinarily sgrenthese were the golden years of
Keynesians. Reganism and Thatcherism were the diege policies aiming to reduce
public consumption and to redefine the role of $tege. New industrialized countries in
the world, which have achieved high economic groraties, have had almost two times
lower public consumption than developed countries.

Does this indicate that high public consumptioneags economic development?

Where is Montenegro positioned in terms of the eifzés state administration?

All indicators show that Montenegro has high pulgamsumption, at the same level as
the most developed countries in the world, and évdas much as newly industrialized
countries. How should Montenegro deal with the leimgles and necessities of its new
institutional framewaork and increase efficiency@dvernment and state administration?
In this paper, some elements of the concept Mogrenas a microstate are presented, as
the answer to these questions. Our hypothesisatspfoducts from Montenegro cannot
be competitive in the global market with such hagiblic consumption.
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Preliminary remarks

The ISSP has developed the idea of Montenegronaisrastate over the last five years.
Microstate, in the sense we are using it here, asenfocused on the state playing a
minimal role in the economy and having limited goél power, as opposed to the
mechanistic application of criteria concerning rmostates (size of territory,
population...). When you apply the criteria of mininstate governance to a small state,
the result is a microstate.

We wanted to discuss the idea of a microstate duan international meeting of
reputable participants in Montenegro, such as tms. Up to now, the concept of
Montenegro as a microstate has been discussegierateneetings organized abroad, and
the idea attracted attention and interest. On tbmestic scene, it was politically
unacceptable and also attacked the famous senS®mEnegrin size and importance,
which would have been negated by the term “micte&tdn order to understand this
term in Montenegro, maybe it is time to start regdNegos’s »L&ia mikrokozma,
instead of his »Mountain Wreath «!

The purpose of this meeting is to discus some duestconcerning the idea of
Montenegro as a microstate. Above all, to discugstjons on economic policy making
in:

=

A small state, like Montenegro

2. In the time of the creation of a new developing adagm based on
globalization and informatization, aka, the devebtept paradigm of the
twenty-first century

Three key issues to be discussed today are comtemth: (a) Tax rates and
protectionism; (b) competitiveness policies ane firade (c) size of state administration!
A significant number of other great issues, | hopdl be discussed in some other
conference!

Discussion of these issues should serve as artief@nswer to at least three challenges
Montenegro is facing:

1. Challenge of globalization

2. Challenge of harmonization within state union ahdl E

3. Challenge of new Constitution of Montenegro. Then§litution as a
strategic vision of development, but not purelegal act!

! Montenegro is a small state, with populaton of,860 people. Gross Domestic Product (GDP) in 2082 w
€ 1,850 per capita.



This conference is attempted to make discussioh,vefore all, young generation,
young people, who know, on one hand, that theylwd in a globalizing world, and on
the other, the necessity to retain their cultural aational identity!

The objective of meetings like this is not to makey final decision, but to send strong
and effective messages. Messages based on argurhérdpe this approach will be
adopted by those who have opposite opinions, ds wel

1. Relation between state and economy
Discussion of the role of state in economy is esglle
Three elements are important in order to underdtiaadole of state:

1. Increase in the role of state, especially measimgdarticipation of public
consumption in GDP, evidenced during past 130 ye&sgsording to Vito Tanzi,
around 1870 (Berlin’s congress), public consumptsrpercentage of GDP, was
10,8%, 1913-13,5%, 1920-19,6%, 1960-28%, 1980-41,9986 — 45%. This
45% is not equally distributed among different coi@s. For example, in France
it was 55%, Germany 49,1%, Italy 52,7%, Sweden %4 &hile in Switzerland
39,4%, Austria 35,9%, US 32,4%. Chile 19,9%, Argemt22,5%, Malaysia
22,6%, Mauritius 25,4%.

How to limit the growth and influence of public gamption is a question that,
during the 1980s, was being asked across the wiale.

2. Twentieth century is the century of socialism- megra strong, paternalistic state
in East Europe. In West Europe we had and stilelsvcalled snailing socialism,
or the welfare state. The paternalistic state ist Eaurope went to bankruptcy.
But, concerning welfare state, | am in a dilemnra asking: What is the future
of European capitalism?Is the welfare state simply a replacement for the
paternalistic state? Does the path from a patatiabtate to a welfare state have
to pass phase based on cheating?

3. Is democracy, understood only as a majority rolenwvim free parliamentary
elections (which is the way most transition cowdriinterpret democracy)
sufficient protection for individualism, or the intual? Should we believe more
in honesty of political parties and politicians, ior constitutionally arranged
limitation of their power?

Does the mental framework for understanding thatiet between the state and the
economy, based on three elements (high state cqtsunmnwelfare state and unlimited

% Tanzi devides states into three categoris: srhaig than 40%), medium sized (40-50%) and big (more
than 50% share of public consumption in GDP)

% Vivien A. Schmidt: “The Futures Of European Calpsta”, Oktoih, 2002

* See Bjukanen: The Economics and The Ethics of @atisnal Order, The University of Michigan Press,
Ann Arbor, 1991



power of majority) provide enough scope to chaigedgconomic and political system in
Montenegro?

My question is: what is more important to be chahddeas or interests. Here we are
facing key philosophical differences between AdamitB and John Maynard Keynes;
Adam as the founder of economic theory, and Johth@gounder of macroeconomics.
Maybe it is an important fact that both were bonrtlee same date (June 5), showing that,
even when though there are significant differertoetsveen their ideas, the base is the
same.

Actually, Smith insisted on personal interest, slimn of labor and free trade, spontaneous
market order, as Hayek said; while Keynes on thpomance of planned, introduced
planning, constructivism in economy.

The question is: Does higher public consumption amay lower level of economic
freedom), lead to higher economic growth (as Ke\ggeory claims), or, higher level of
economic freedom lead to faster growth?

Sixties of the previous century were golden yedr&eynesians! Those were years of
high optimism and belief that state is capableobfing all economic and social problems
by increasing public consumption (increase of &es, customs, and public debt).

Empirical analysis of Vito Tanzi shows this idean@ supported by indicators. As Tanzi
says, “our analysis does not show that small gowems (less than 40% share of public
consumption in GDP-V.V) produce less desirable s@conomic indicators than big

states” (more than 50% share of public consumptidBDP-V.V)?2

Additionally, in a significant number of papers astlidies, the level of relationship
between economic growth and economic freedom walyzed. In a paper by Naau and

® “Each person”, Adam Smith said, “has its own etipiand non-egositic part. Smith said that nature o
humans recomends to each individal to take cat@m$elf, and it is more natural to take care of $eith
than of someone else. Even we asume that indiViduég be selfish, it is obvious that some principie
human nature exists making him to be intersetchéginess of others and provide some joy, evenishat
the only can get helping to the others” (Wealtimation, Volume IV, page 43)

® »Adam Smith was the fiorst who proved that pdditimterferance into free market trade, reduce
economic wealh and individual freedpomd. But, Smis naive, because he believed that government,
when finaly acpet that fact protectionism-merkdimtisnakes only demages, rationaly eliminate bareers
We know that government wont do that. They will acbrding to theirs interests, to atract votershis

will initiate game bewteen interests to introducetectionism« (DZ. Bjukanen: The Economics and The
Ethics of Constitutional Order, The University ofdligan Press, Ann Arbor, 1991, page 247)

" Generation of old economists criticize liberal agzh and economic freedom, as resulted of their
»ideological« basis and makes an argument thahesld return in sixties (or even thirties — Keyiaesl
Galbrajt). But, question is, if that model was ss=xful, why failed? Maybe, as Madzar said, modal wa
self-destructive? Why that system, created aftgrERionomic Crisis (1929-33) and Second World War
(1939-1945) didn't survive big oil crisis from saties? Where are from reganomism and Thatcherism as
philosophies to increase economic freedom fromtigh

8 Vito Tanzi, L.Schiknecht: Public Spending un mié'Zentury, Cambridge, 2000, str.119. »In areas as
economy, labor marker, financial management, envivent protection, small government makes better
results than in countries with big government aubllic consumption« (page.119). See table Il (Annex)



Sterr!, where this interrelation was analyzed for theiquerl975-1992 in 80 countries,
and based on Index of Economic Freedom by HeriEEmendation and Fraser Institute,
the final conclusion is that economic freedoms ke economic growth, but also that
the level of economic freedom does not directlyuarfice the level of economic growth.
Toretenjson showed that insecurity in terms of prgprights protection leads to a
slowdown in economic growth

Analysis of public consumption done by Vito Tanmi mew industrialized countries
shows that in these countries, the current levalogio-economic development has been
achieved with lower levels of public consumptioower share of PC in GDP). Also, the
level of public consumption in new industrializeduatries is still lower than
industrialized economies, and amount to 18,2% oPGD

These indicators from new-industrialized countri@ngapore, Korea, Hong-Kong,
Chile, Mexico...) should be analyzed in termapélerstanding the role of staten those
countries. Their approach is not based on the pnsumption attitude that was
characteristic of western countries during 60-ied Z0-ies in the previous century. While
many industrialized countries did experiments Wiynes and created welfare states,
new industrialized countries encouraged econonuevtfr and economic policies based
on market and economic initiatives, while retainipgblic consumption at the same
level}2 Also, in successful new industrialized countriegeistment in human capital was
high (education and health). Structure of publiostonption in these countries is,
approximately: one third for government consumptiome third for subsidies and
transfers and one third for public investment. tAbse cumulated is less than one fifth of
GDP.

Even though public consumption in these stateslavasaverage growth rates were three
times higher than in developed countries. Thesmtties still have good performance in
terms of economic and political freedom and empleythas we can see from the table
attached in annex (table’fj The experience in new industrialized countrieegjius the
message that those countries achieve the sameoiegebnomic and social indicators as
developed countries; even public consumption isiBagntly lower. Why?

® Jakob de Naau, Jau-Edgert Stum: On The Relatiptmtiveen Economic Freedom and Economic
Growth, University of Groningen, 1999

9 Tortenson J. (1994): Property Rights and EcondBnimnth, An Empirical Study, Kuklos, 47

' Annex: table |

2 »In Singapore, Lee Kuan Yew, architect of the gaisiial success, believed that policie should $oon
a few key principles of good governance promotedhlayy political philosophers, including Adam Smith
or David Hume, such as: »maintaining the rule of &nd the sanctity of property rights, fair comniarc
practices, a level playing field between all playathether they be well-connected insiders or uneoted
outsiders, and transparency and accountabilitggisibn making«. The application of these prin@gias
made Singapore one of the freest economic areag iworld today.

In Hong Kong, governments did not reject publi@mention as a matter of principle but believed:tha
»The primary role of government is to provide palsiervices and economic infrastructure which olnéy t
government can sensibly provide« (Haddon-Cave, 1984his, Haddon-Cave is essentialy restating
Adam Smith’s views on the proper role of governm&he provision of services was often transferced t
the private sector, and consumers had to pay é&fulhcosts of services.

13 Annex: table Il



2. Re-definition (new definition) of role of state

Analysis of Public Spending in developed countviesldwide shows the necessity of re-
definition of the role of state, or level of pub&gpenditures. The question is, what level
of public expenditures is necessary to responchétlenges of growth and globalization
in XXI century. The answer is: It is not necesstarjave such high public consumption.
This is shown by experience from new-industrializeguntries, as well as from
experience from some transition countries. The omggee-definition of the welfare state
starting with Regan and Margaret That¢fieand privatization of public services in
western countries, also support this view. At theotetical level, these issues are being
discussed between monetarists and supply-side eost®® and new institutional
economist®. More or less, the accepted conclusion is thit itecessary to reduce the
size of the state in industrialized countries bgrdasing public consumption.

Many changes inside countries and in the internaticommunity influenced the need
for important reforms. Reforms which were not pbksin the past, but today are. The
state has to use all advantages from the new emagat (globalization, informatization,
openness), has to reform its fiscal regime, bub &bsreduce its role in production of
goods and services. Its new role has to be in kestaly adequate game rules, for
economic actors and for itself'More realism what state should do as well as press
from globalization for small and efficiency goverem, enforce change of role of state in
that direction. Privatization in many governmentvges, including infrastructure,
reform of education, pension system and healtresysin direction of more involvement
from private sector, is the basis for state refamnmdustrialized countries. This should
lead to a reduction in the so called distributigke rof state or, to avoid that individuals or
households are at the same time getting a semooe government and pay taxes (»Fiscal
Churning«). Avoiding »Fiscal Churning«, Vito Tarestimated that public consumption
would be reduced from 50% of GDP to 32%An indicative goal of public
consumption reduction is to 30% of GDP in industridized countries and around
20% in new industrialized countries’®,

3. Where is Montenegro in the context of the mega trah of the reduction of
public consumption and redefinition of the role ofstate?

1 Harvey Feigenbaumol and other: »Shrinking thee&taEambridge, 1999

!5 Lukas Robert, Jr. and Thomas J. Sargent: RatExgectations and Econometric Practice, Volume 2,
The University of Minnesota Press, Minneapolis, U%881

16 Oliver Williamson and Scott Masten: »The Economtit3ransaction Costs«, An Elgar Writings Reader,
UK i US

Y Table IV (Annex)

18 Vito Tanzi; ibid, “Our short survey indicates thhe role of the state declined in several cousisiace
the early 1980s. Our review of public expendituresiany countries has convinced us that 30 pefent
GDP may be a reasonable target for public speridinglustrial countries. This is, of course, onty a
indicative target that can be used as a genemarte for industrial countries. One would expbat t
some countries would aim at higher and some atvardigure. Newly industrialized countries may belw
advised to maintain the public spending level atal20 percent of GDP.



The answer has to start with an explanation ofva fiacts concerning Montenegro.
Actually, there is no universal recipe for trarmitias a whole, as well as for the role of
state in that context.

Population of Montenegro is 660.000, Area of 13.8&#, or per capita 0,02 KnGDP
in Montenegro in 2002 was € 1,221 million or € D&fer capita.

Official number of employed in Montenegro is 114Q00vhile in state administration
37.336. Estimated number of employed persons 19202

Does Montenegro has »the biqg state «?

In order to analyze this, we will take two indicato

1. Share of public consumption in GDP
2. Index of Economic Freedom in Montenegro

Public _consumption. Analysis is based on official fiscal statisticsxckding
expenditures related with new union of states obiaeand Montenegro.

Table 1: Share of public consumption in GDP in Mwor&gro

Gross Share of
Domestic Public
Public Product Consumption
Year | consumption (GDP) in GDP
Million € Million € %
1994 255.7 524.8 48.7
1995 243.3 536.4 454
1996 290.0 718.2 40.4
1997 470.3 729.1 64.5
1998 349.8 751.0 46.6
1999 320.8 694.8 46.2
2000 374.0 781.3 47.9
2001 443.6 1,049.0 42.3
2002 507.t 1,221.( 41.€
2003 555.¢ 1,327.( 41.¢
2003** 600.9 1,327.0 45.28

*Data in current prices. Nominal
yearly changes

** Finance of Union of States of Serbia and Montgoeincluded



Share of public consumption in GDP-%

70.0

/\

. /\
\\/ —~

40.0

30.0

20.0

10.0

0.0
1994 1995 1996 1997 1998 1999 2000 2001 2002 2003

If we include expenditures dfnion of States of Serbia and Montenegrdinanced by
Montenegro (around € 45 million), share of pubboisumption in GDP would be 45,2%.

In chart below, position of Montenegro comparedhwpbsitions of industrialized and
new-industrialized countries is presented

Chart 1. Share of public consumption in GDP
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- “Big state” — share of public consumption in GDPrenthan 50%
- “Medium sized state” — share of public consumpiioGDP between 40- 50%
“Small state” — share of public consumption in GIegs than 40%

In table below, participation in finance of statg papita is presented.



Table 2: Public Consumption per capita
Public
Consumption GDP per

Year per capita capita

EUR EUR
1994 402.5 826.1
1995 381.0 839.9
1996 451.1 1,117.1
1997 727.2 1,127.3
1998 537.6 1,154.4
1999 490.1 1,061.5
2000 568.1 1,186.9
2001 669.9 1,584.1
2002 763.3 1,836.5
2003 832.8 1,988.0

Public services arenain_employersin Montenegrd’. 37,336 people are employed in
public sector (Education, Ministry of interior, 8aAdministration, Health and other
services). It makes 32,8% of official employmentMontenegro. Salary expenditures
(wage bill) are 55% of public consumption, respesti, according to estimation of
World Bank, 12% GDP.

19 Tabel 3. Public Sector Employment in Montenegro

Public Services No. of Employees
Education 13,525
Ministry of Interior/Police 7,718
State Administration 5,985
Other 1,608
TOTAL PUBLIC SERVICES 28,836
Health Services 8,500
PUBLIC SERVICES +HEALTH 37,336
Total Employement 202,000
Officcial Employment 114,000
Public services +health as % of total 18,5%
employment

Public services +health as % of 32,8%
offcial employment

1C



Graph 2. Participation of Wage Bill Graph 3. Participation of Employed in
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Weight oftax burden that is determined at work is quite high, even wgtlite low-level
incomes. Marginal tax rate is high even for minirealary of € 50 — is 37%, while at
salary of € 300 - is 45%.

Besides, employee pays direct taxes and contoibsitemployer also pays direct taxes.
When direct taxes paid by employee and employemdded, then at gross salary of €
300, net salary is almost equal to amount of ditexes’. Should it be expected that in
those conditions employers would seek for new eggae and decrease of gray economy
(non — taxed economy)?

20 Tabela 4. Tax Burden on salaries

Kategorija € € € €

1. Gross salary of a employee 50,00 100,00 200,00 00,08

2. Employers expennditure 61,00 122,00 244,00 66,0
3. Net salary of a employee 40,00 71,50 133,17 831,
4. Direct tax gap (=2-3) 21,00 50,50 110,83 174,17
5. Tax gap as % of net salary of a 52,5% 70,6% 83,2% 90,8%
employee

11



Graph 4: Tax Burden on Salaries
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Characteristic of present tax rates is:

1) High public consumption
2) High tax burden

Tendency in the world in decrease of public condionpto 30% of GDP in
industrialized countries respectively to stay aiwd?0% in new industrialized countries
(much more developed then Montenegro).

Problem of Montenegro is how to shift from then 468public consumption in GDP to
20%? Is Montenegrin product with participation abfic expenditure of 45%competitive
at world market?

Graph 5: Participation of Public Consumption in GDP
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Another indicator of state size are economic freedns. One of the measures of
economic freedoms isdex of Economic Freedomsf Heritage Foundation.

From 156 countries Serbia and Montenegro are raakddl9 together with Uzbekistan
and Belarus. If economic freedom, as surveys aosvisly, is assumption of growth,

12



should we expect economic growth under existingtitii®onal framework in

Montenegro?

Table 5. Components of index of economic freedom several countries — comparative analysis

Component of index S&M Estonia | Lithuania Cuba Albania | Slovenia
1. | Trade policy 4 1 2 3 5 4
2. | Fiscal limitations 3,5 3,5 3,5 4,5 3,5 4
3. | State interventions 4 2 2 4 3 2
4. | Monetary policy 5 2 1 5 2 3
5. | Foreign Investments 5 1 2 4 2 3
6. | Banks and finance 4 1 2 5 3 3
7. | Salaries and prices 3 1 2 5 2 2
8. | Property rights 4 2 3 5 4 3
9. | Regulations 5 2 3 4 4 2
10. | Gray economy 5 2,5 3 5 5 2,5
Index of economic freedoms| 4,25 1,80 2,35 4,45 3,35 2,85
Rang in world 149 6 29 155 104 62

Index has four scales of freedom:

1. Free countries — countries with score 1,95 and less

2. Mainly free (score from 2 — 2,95)

3. Mainly non-free (score from 3 — 3,95)

4. Non - free (repressive) — (over 4,0).
Source: 1993 Index of Economic Freedom, Heritage Foundation

If level of economic freedoms is assumption of exoit growth in Montenegro, and it

is, then the question istow to increase economic freedom in Montenegro?

Graph 6: Index of economic freedom
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Based on this data, | do not have a question whéfloatenegro with such high public
consumption can survive, as many raise it, inclgdgiome international organizations.

Question raised by researchers of ISSP is different

How should Montenegro develop? How to provide snatde level of modernization
and cultural renaissance?

13



Our answer is that Montenegro in the longer termukh follow development concept
named'Montenegro as a microstate”!

4. Montenegro — microstaté’

Today’'s event has as a goal discussion about soagenents of this concept.
Respectively, those are polices applicable at ratate. Other question will be
successively discussed.

Concept of Montenegro as a microstate is concepbwoiprehensive political, economic
and cultural turnover. It is about change of conadsystem and institutions that would
enable faster integration into region, Europe, danganizations. A result of that should
be increase in quality of life of its citizens.

Our starting point is that each country in trawsitihas its specificities, cultural,
historical, mental and others that should be takeo consideration while choosing
reform model and way of their implementation. Thé&eno universal solutions and
mechanical transfer of others experiences. Typeefoirm undoubtedly depends on size
of state, population, resources, geographic positio

Key idea of microstate is to build, instead of pa&t allover present but weak state as we
have now, minimal but strong state.

It is liberal approach to development of relatidme$ween state and economy. Approach
that refuse concentration of power and stress iddal and its freedom in creation. This
approach specially shows importance of:

1. Moral
2. Law
3. Institutions

for behavior of people.
Liberal economy is not non-regulated economy, ai a® relations in majority of
families are not without regulation. Liberalizatisrule of law, rules, institutions, and

not rule of citizens, leaders, groups, politicattigs, ...

According to this approach, our Institute and owo®omic Reform Network do not
understand economy as omgganism, as engine searching for engine driver

21 More details: Veselin Vukati«State and transition«, Milocher conference, 200dMontenegro —
microstate«; Veselin Vukotic: Macroeconomic trendsd Economic Reforms in Montenegro,
Suedosteuropa-Gesellschaft, Germany, 2003

14



Buccanen’s understanding of economy, as group leérand institutions that influence
the behavior of an individual is acceptable for us.

»Economy doesn’'t have a purpose, or goal, or caresys Buccanen. An important
mental conclusion deriving from this isconomy is different from a company

Company has a purpose — it is a creation of piroft market game!

Economy, by itself, does not have a purpose —ahigstitutional framework for game.
What is the subject of reforms?

Concerning that question, our Institute and Ecocamfiorm network are different from a

large number of local experts, NGOs and politicaltips: In our opiniongubject of
reforms is institutional framework, rules of game and not just a game!

Our critics say that subject of reforms is als@eng, actually that state has to be included
in work of enterprises, to help them, invest momethem (where does state get money?)

Our concept is that state is the same as the eefergport. Protect change of rules made
in a democratic procedure. Performs it very sijatlithout exceptions and transparently!

Criticizers of liberal approach, especially poliigs, say that state has to “participate in
the game”. Respectively, how enterprises know vty should “if | don’t show them
that”! Imagine referee in sport participating themge? What does “rule of law” look like
in that case?

Our concept is not based on the engine- drivetpoomotives pulling forward, at tracks
constructed in advance leading to an exactly deteungoal. In our concept each
individual is important, its energy and creatioacle entrepreneur, investor, manager is
important ... In our concept people are not justsp@s passengers in a locomotive
driven by an “all-knowing engine- driver’! Beforé is a set of attempts and mistakes,
then it is a ride on tracks toward a bright future!

There is no constructivism in our concept nor dobgéeve in all-knowing individuals
and a so called all-knowing mind! Knowledge of eawetlividual is limited! Life has

much more spontaneity and non-determinacy than fililowers of Newton’s

understanding think. This is the time when Einsgeinelativity principle” is accepted,

or Haizenberg's “principle of non-determinacy” dildck holes of universe” of Steve
Hoking, ...

Devotion to a minimal role of state means:
1. Openness of micro state in all areas (»open state«)

2. Small but strong authority in legal protection
a. Rights of individuals

15



b. Protection of property rights
c. Protection of contract freedom and execution oti@mh
3. Transparency

Why can’t a microstate or a very small state relyo@ paternalistic power?

1. Microstate has to avoid imitation of big statesespect to the structure of public
administration. It makes large expenditures, whiatteases taxes and decreases
competitiveness.

2. Large administration in small state creates a datigg majority of population
works in state administration and Para-state utgtins. It endangers democracy
and sovereignty of individual (dependence frome3tatVho is going to make
income for such large administration? Who is gdmgay tax in order to support
such large administration?

3. If a state is small, its internal market is smahis is the case of Montenegro.
Companies cannot grow very large based solely market of such small power,
but have to focus on export markets out of Montemeghich requires openness
of the economy.

4. The power of the economy has to be greater thapdiner of state, specifically
politics. Our insisting on openness and market am@Ably raises the question:
how to increase competitiveness of Montenegrin pectsl at market! Increased
competitiveness is the essence of the conceptroti@state!

5. Microstate, or how to Increase Competitiveness of Bhtenegrin Products to
a Wider Market?

Discussion about this question includes:

1. Selection of type of economy and macroeconomiccyedi
2. Reform of administration
3. Constitutional and political changes

a) Selection of Type of Economy and MacroeconomicRcies

State has to stimulate type of economy that is dbase economic freedoms, on
entrepreneurship, on individual creativity, on @t management. The role of new state
administration in macroeconomic policy in Montereegthould be considered in this
context, and particularly how this influences thigesand organization of state
administration.

Macroeconomic policies in our model are based erfalhlowing principles:

Monetary policy. By the introduction of the Euro, the function of metary authority no
longer rests with Montenegro.
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Foreign trade policy. Openness of microstate requires a liberal tradicypoi.e.
abolition of all barriers, quotas, contingentsiftsr

Fiscal policy. More and more international standards shoulddoemed, lower taxes,
and a wider tax base, a transparent budget.

Policy of requlation of utilities (especially after their privatization, in area of
telecommunications, energy, media, water supplh@guRation should be based on
international standards.

Development policy.Attracting investors and development of entrepuesigp as well
as investments into human capital.

In order that the state answers these macro eceonguolicy requirements, a new
organization of state administration should beldisiaed, with a professional instead of
political basis.

A new understanding of the role of state adminigtna its size and organization in
respect of macroeconomic policies, is influenced by

1. Necessary increase of participation of private @ett public services. Public
services shouldn’t be organized just by the staiealso by private investors and
entrepreneurs. It is a mega trend in the world

2. Transparency and the importance of transparenaynmcrostate. It is much more
important in a microstate then in a large statesafling rent-seeking and
corruption).

3. Role of independent institutions, associations a@0Os should increase!
Governments are losing monopoly positions! Addiiby a larger number of
people is included in the creation of market ingitins and participates in public
life!

Based on this role of state and macroeconomicipslievhat type of economy is suitable
for a microstate?

1. Entrepreneurial economy, economy where market isemmportant than
state, big companies than political parties, econtiran politics.

2. Importance of non-material factors of productionthat type of economy is
enormous: knowledge, information, and services s&Hactors are becoming
more important than its resources.

3. Importance of small and medium enterprises and fleibility.

Does state redistribution increase income? Canelieve in the statement: higher state
consumption has multiplicative effects on developtferhat is not the case in a small
state!

In short, if they want next generations to liveteetcitizens of Montenegro will have to

produce more goods and services that are not sely on natural resources, but on
knowledge, creation and entrepreneurship above all!
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b) Organization of state administration

In order to satisfy requirements of entrepreneulyae f economy, it is necessary to
establish and build newrinciples of functioning of state administration at all léve-
municipality, local and republican.

Key principles are:

N S

o

N

Practicality, i.e. efficiency in production of se&s (importance of results)
Rationality: total costs of administration havebobearable for citizens.
Directness: direct connection with citizens (desesia transaction costs)
Internationalization of business and behavior: ighito communicate with
environment

Transparency and publicity: holding back persordétions and discretionary
power.

Anticorruption: reduce possibility of using pubfimction in private purposes
Professionalism: creation of professional insteafl molitical obedient
administration at all levels

Some practical steps:

1.

O N OTRW

9.

Strategy of marketization (“narrowing state”): @iization of state companies
and introduction of private sector in public seeadstrengthening role of private
agencies)

Decrease of administration at all levels (not meatadly but in accordance with
concept of microstate). For example, decrease nuofoministries to maximum
7.

Montenegro, in this concept, doesn’t need army iitary service.

Decrease of police and increase of their profesdism.

Montenegro has to have just several embassiesepnelsentative offices abroad.
Introduction of E-governance and government withgager.

De-monopolization of state education and University

Reform of education financing and preparation fdraduction of vouchers in this
area.

Introduction of English language as second offitaaguage.

10. Development of philanthropic activities.
11.Larger investments into culture, art, sports.
12.Development of NGO and institutions of civil sogiet

c) Political reforms in Montenegro

All of these ideas have to be considered in theesaaf changes of Constitution and
political reforms in Montenegro, policies of chasge
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One of the questions is whether Montenegro hasttoduce presidential system or more
efficient combination of presidential — parliamesystem! It is a question for serious
discussions, special conferences. We are, in thissgy supporting introduction of
presidential system.

6. Instead conclusion
There are three key messages of this paper:

1. Motto of our understanding of economy is »Even Gethcourages
Entrepreneurs«. Why shouldn’t state and state adtration encourage them
too?

2. If we want to live in the light of integration andternalization then we have to
understand that Smith’s free trade and divisioworfk is a precondition.

3. If we want to live in peace, we have to understelayek’'s message that »the
market is a mechanism that makes friends from exemi
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Annex

Table I: Size of Government and Public Expenditure Composiaibout 1960 and 1990
(percent of GDP)

Industrialized countries
Big Governments Medium-sized Small Governments Newly
Governments industrialized
countrieé
1960 1990 1960 1990 1960 1990 1990

Total 31.0 55.1 29.3 44.9 23.0 34.6 18.6

expendituré

Consumption 13.2 18.9 12.2 17.4 12.2 15.5 9.1

Transfer and 11.9 30.6 10.4 21.5 6.9 14.0 5.7

Subsidies

Interest 1.5 6.4 1.3 4.2 1.3 2.9 1.5

Investmenrlt 3.1 2.4 3.2 2.0 2.2 2.2 2.7

Expenditure

by function

Health 2.6 6.6 3.0 5.9 2.3 5.2 1.8

Education 4.5 6.4 2.9 5.6 3.4 5.0 3.3

Social 13.5 19.5 9.6 13.9 6.2 7.9 1.0

Security

Research and 2.0 1.6 2.0

Development

Environment 0.6 0.8 0.7

Source: Compiled by Tanzi and Schuknecht from jnevitables

& Belgium, Italy, the Netherlands, Norway, Swedemb{jt expenditures more than 50% of GDP in 1990)

® Austria, Canada, France, Germany, Ireland, Newartkl Spain (public expenditures between 40- 50% of
GDP in 1990)

¢ Australia, Japan, Switzerland, UK, USA (public erditures less than 40% of GDP in 1990)

d Chile, Hong Kong, Korea, Singapore, early 1990s

° Please note that the components of total do mbt@dthe totals because some expenditures areettetn
out from the subcategories

" Central Government, 1972 instead of 1960 for &xeand dividends. Transfers and subsidies for 1960
mostly general government.

Copyright © Jun 2003 SSP

Sva prava zadrzana. Ni jedan dio ovog rada ne mhdzeeprodukovan, presnimavan ili prenosen bilo
kojim drugim sredstvom, elektronskim, mekbikini, za kopiranje, za snimanije ili na bilo koji diumnacin,
bez prethodne saglasnosti izddaa



Table Il Size of Government and Governance-Relhatditators, about 1990 (Percent of GDP)

Big Governments

Medium-sized governmentg

Small governments

Economic and Political freedor
indicator®

Political rights 10.0 10.0 10.0 7.5
Civil liberties 10.0 9.9 10.0 7.5
Economic freedom 6.6 7.2 7.6 7.5
Administrative efficiency indicatdts

Efficiency of judiciary system 9.3 8.6 10.0 8.3
Red tape 8.1 7.8 9.0 8.9
Corruption 8.2 8.2 8.1 7.2
Regulatory Efficiency indicators

Size of shadow economy 17.7 12.0 9.4

Patents/10.000 populatig 2.0 2.3 8.6

(intentiveness coefficient, 1990)
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Table Il Government Performance Indicators, SeléciSmall« Governments, and Newly Industrializedr@ges, Early 1990s (% of GDP)

Industrialized countries

Newly industrialized countries

United States Japan Switzerland Chile Korea Singapore
Economic Indicators
Economic Growth (percent, 1991-5) 2.3 1.3 1.6 7.4 59 8.8
PPP-based per capita GNP (US$, 1995) 26.980 22.110 25.860 9.520 11.450 22.770
Inflation (1991-5) 3.2 1.4 3.2 13.9 6.2 2.5
Gross Public Debt (1994-5) 64.3 81.3 48.2 7.4 8.0 15.2
Labor market indicators
Unemployment (mid 1990s) 5.4 3.3 4.7 4.6 2.4 2.7
Social and distributional indicators
Life expectancy (1995) 77 80 78 76 72 77
Infant mortality (per 1000 live births) 9 4 6 12 10 4
Secondary School enrollment ratio 97 96 91 70 93 84
Educational attainment (mathematics 500 605 545 607
scores, eight grade students, 1994)
Income share of lowest 40% of 154 17.7 18.1 10.5 19.7 17.3
households (about 1990)
Economic and Political freedor
indicator®
Political rights 10.0 10.0 10.0 7.0 9.0 7.0
Civil liberties 10.0 10.0 10.0 8.0 8.0 7.0
Economic freedom 8.0 7.3 7.9 6.2 6.7 8.2
Administrative efficiency indicatdts
Efficiency of judiciary system 10.0 10.0 10.0 7.3 .06 10.0
Red tape 9.3 8.5 10.0 9.3 6.5 10.0
Corruption 7.8 6.7 8.8 7.9 4.3 9.3

SourcesTables 2.10-2.12a
@ External Debt only

® Ranking between 0 = worst and 10 = best
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Table IV. Level of Fiscal Churning in Selected Isttial Countrie$ (%)

Country/Year Churning as a Government Public expenditures
percentage of income | expenditure as a % of without Churning
taxes and transfers GDP
United States (1995) 9.0 32.9 23.9
Japan (1994) 11.6 34.4 22.8
Germany (1994) 15.7 48.9 33.2
Italy (1993) 22.7 57.4 34.7
Canada (1994) 11.7 47.5 35.8
Australia (1993-4) 6.5 36.8 30.3
Belgium (1995) 23.7 53.8 30.1
Denmark (1994) 28.0 59.3 31.3
Finland (1995) 15.5 57.9 42.4
Netherlands (1994) 21.1 52.8 31.7
Sweden (1994) 34.2 68.3 34.1
Average 18.2 50.0 31.8

Source: Arranged from OECD Economic Outlook (jus8g), p.163

2 Fiscal churning measures the extent to which éineeshouseholds both receive government payments and

pay taxes.
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