Future scenarios for productivity growth

Productivity scenarios describe the
potential changes in global value
chains and what these entail for
Estonian companies, the develop-
ment of their business models,
strategic decisions, and coopera-
tion. These also give an indica-
tion of the risks and opportunities
inherent in each development

avenue. The scenarios can be
useful when designing policies
that support business and produc-
tivity growth, mitigate possible
risks and address the challenges
that could arise in different sce-
narios. As an open economy,
Estonia is sensitive to what is

going on in global economy. This

WHAT CHARACTERISES LIBERAL TRADE IN GLOBAL ECONOMY?

e the institutional architecture of global trade remains the same regardless of the
dissatisfied countries constantly trying to change the rules in their own favour;

threatening with trade wars does not lead to the collapse of the institutional
architecture of global trade despite its dangerous aspects;

trends accompanying globalisation continue after a period of fluttering;

there might be no considerable expansion in the user sphere of multilateral

contracts.

is why the scenarios give primacy
to the directional developments
that could possibly happen in the
global economy: first, the opposi-
tion between possible trends that
would affect international trade:
liberalism and new mercanti-
lism; and second,
and demand in global economy,

competition

between the so-called old type
of demand that prefers mass
production and the so-called
new type of demand that pre-
fers personalised products and
services.

WHAT CHARACTERISES THE NEW MERCANTILIST TREND?

backlashes due to negative side effects of globalisation;

trade wars breaking out between large countries;

the spreading of protectionism in international trade and attempts to

constantly change the rules of the game.

WHICH DEVELOPMENTS SUPPORT THE CONTINUATION OF THE

OLD TYPE OF DEMAND?

e consumer habits of the growing middle class will not change and the
consumer-driven world that prefers mass production will perpetuate,
boosted by the growing middle classes in Asia and Latin America;

¢ in developed countries, there is little variation in consumer preferences.

WHAT CHARACTERISES THE NEW TYPE OF DEMAND AND

MOTIVATES ITS EMERGENCE?

e changes in production and supply patterns resulting from the application of
breaking technologies, while the importance of the consumer’s geographical
location diminishes;

barriers to companies entering the market lower, which also changes their

pricing policy;

changes in the age structure and lifestyles of the consumers bring about

changes in consuming preferences.
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Future scenarios for productivity growth

OLD TYPE DEMAND PREVAILS

NEW TYPE DEMAND PREVAILS

FREE TRADE CONTINUES IN GLOBAL ECONOMY AND LONG GLOBAL

VALUE CHAINS (GVC) DOMINATE

Scenario 1. The world is a global marketplace

Global free trade recovers and companies converge into long global supply
chains, where the participation condition is cost efficiency. Asian and other
developing markets enjoy a competitive advantage. The growing middle classes
of developing countries that prefers mass production drive the demand.
Estonian companies participate in the GVCs through Nordic companies that
have developed supply chains with Asia. Since salaries are on the rise, more
automation is required to achieve the cost efficiency required by GVCs. To
increase the added value, industrial companies need to move to the level of
recognised suppliers and product developers. Producers of end products are
focussed on sufficiently narrow market niches where the MNEs do not operate.
Demand does not support the breakthrough of innovative technology-based
companies and the level of innovation remains modest in economy. In the
labour market, there is the danger of being locked in old skills, there is not
enough motivation to diversify one’s competence. The growth of added value
tends not to increase, and convergence is moderate.

Scenario 2. World of smart consumers

Recovering free trade and diverse and changing new type demand provide a
competitive advantage to countries where the economy is more technology-
intensive and benefits from updated business models. Production and services
mix, platform and sharing economy spread. Supply chains become more
complex. Digital platforms where the consumer communicates directly
with the “factory” (e.g. 3D-printing cluster) take over increasing amounts of
functions in the supply chain as well as in the organisation of payment and
supply. Production in regular factories is on the decline. New demand is mainly
spreading in Europe and Nordic countries, where the consumers prefer personal,
functional, and environmentally friendly products and services. This enables
the technology and start-up companies to obtain increasingly more relevant
positions in the economic structure and they will slowly take over from the
traditional industries. Small producers are supported by increasing demand for
products and services with a “small footprint” and the sharing economy. Growth
of added value and convergence may accelerate.

PROTECTIONISM SPREADS IN GLOBAL ECONOMY AND VALUE CHAINS
BECOME MORE REGIONAL

Scenario 3. Encapsulation to/of Europe, i.e. thicker “glass ceiling”

Protectionism spreads in global economy and regions become blocks. Units
of production companies move from USA to Europe and Asia, markets are
reallocated, and leading companies change their supply policies and practices.
The nature of demand does not change and relies on the growing middle classes
of developing countries. Demand grows faster in Asia, and if the MNEs also move
there, Europe is in danger of encapsulating. Estonian (and European) companies
will lose their chance to do business on faraway markets because the growth
there will not reach us. Many Estonian companies may lose their current
positions in GVCs which served other regions. For Estonia, Europe’s role as an
export market grows. The cost advantage of Estonian economy will recover
partially, because production in Asia becomes more expensive, thus the
subcontracting of Scandinavia and Western Europe, may partially return, having
left here due to high labour costs. This will postpone Estonia’s investments into
automation and smart production solutions. Growth of added value and conver-
gence may come to a halt.

Scenario 4. European Wild West

Protectionism rules in international trade, trading blocks are set up, and value
chains become regional. At the same time, the development of a new type of
demand is thriving; its growth is supported by new technologies, demographic
changes, increase in consumer awareness, and changes in attitudes. The supply
chains that fed companies this far fall apart and the formation of new ones
is dictated by the changed demand environment. Industries can no longer do
without implementing Smart Factories. In production, just like in other sectors,
we will see developing digital platforms that connect the consumers directly
with production options and take over the functions of the supply chains.
Without changing the business strategy there is a high risk of falling out of the
competition. A lifeline for Estonian companies is the introduction of diverse
technologies, contributions into research and development activities, innova-
tion in product and service development, and orientation towards the Nordic
and Western European markets where the new demand type dominates; the
geographic proximity also favours moving there. Growth of added value and
convergence depends on the risks (not) materialising and, thus, developments
may take a different courses.
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Effect of development scenarios on significant economic indicators

ENCAPSULATION
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compared to EU28 average

1 WTO, 2018 https:/[www.wto.org/english/res_e/statis_e/wts2018_e[/wts2018_e.pdf

2 EIB Investment Survey 2017 http:/fwww.eib.org/en/about/economic-research/surveys-data/investment-survey.htm
? Estonian Tax and Customs Board, value added tax returns data 2017

# Statistics Estonia data, 2016

> ISCO skill groups 3-4, source: ILO 2018

© ISCO skill categories 3-4, source: www.ilo.org (table: EMP_2EMP_SEX OCU_DT)

7 Eurostat, 2017 https://ec.europa.eu/eurostat/web/products-datasets/-/tesem160
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The world is a global
marketplace

World of smart
consumers

Capsulation to/of
Europe, i.e. thicker
glass ceiling

European Wild West

support of growing production volumes is limited, because there
is no cost advantage compared to Asian production.

Danger of being locked in old skills, there is not enough motiva-
tion to diversify one’s competences.

Excessive investments into tangible assets: investments into ex-
panding production volumes may have exhausted the companies’
investing capability and this can prove to be a hindrance in auto-
mation and application of technology.

Companies are inadequately prepared to identify new demands
and to meet these, low ambition.

Investment horizon and risk increase, payback period gets longer.
Previously over-investing into tangible assets may hinder automa-
tion and introduction of new technology.

Europe falls into the periphery of global economy and the demand
decreases.

If trade restrictions are accompanied by restrictions on capital
movements, the strategy of establishing production units in other
regions will fail.

If the internet becomes fragmented due to regulative barriers,
the entire technology sector is under fire. For Estonia, this would
mean that the export of e-state services to Arabic countries, Africa,
and other distant markets would stop, among other things.

The cost advantages of Estonian subcontracting producers recover
partially, which postpones investments into automation.

Competition in Europe increases, i.e. not everyone finds a place on
the regionalised market.

Current business strategies of companies turn out to be unsustai-
nable and companies fall off the market.

Companies are inadequately prepared to identify new demands
and to meet these, lack of ambition.

Due to the small size of companies, they have poor capacity to
raise capital, which is important in developing product, service,
and business models.
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Risks and opportunities of development scenarios

RISKS OPPORTUNITIES

e The growth capability of Estonian companies with only the

By being higher up in the value chain, it is possible to develop a
national supply network that increases the added value created in
Estonia as well as the productivity of the companies participating
in the national chain.

In order to satisfy the increasing old type of demand, there will
be more orders from Asia, enabling the Nordic region to preserve
its position in the GVC; the leading companies there will provide
Estonian industry with increasingly complex subcontracts.
Production is brought to countries with better availability of
resources and labour force.

Targeting narrow market niches where multinational companies
do not operate.

Cooperation with Nordic companies — from subcontractors to
equal business partners to cover new demand in larger European
countries.

Development of technology-based companies, “tailor made solu-
tions”, providing services to digital platforms, personalised pro-
ducts and services, eco-products, circular and sharing economy.

Serving market niches on the European market that are free from
third country imports.

Development of digital services and internet-based business,
which is independent from trade limitations. Even if the limita-
tions extend to the internet, the hampering regulations on the
operations of US and Chinese digital platforms in Europe have a
stimulating effect on the development of EU’s digital platforms,
and promote the expansion of Estonian IT and internet businesses
on the European markets.

Attaining better positions in regionalising value chains.

Focus is on the changing demand of nearby countries (Nordic
countries, Western Europe).

Production and service providers relying on new technology-based
combined solutions (digital, internet of things, Al, etc.) enter the
market.

In case of distant markets, the focus is on digital and internet-based
services, the expansion of which is not limited by trade barriers
(presuming that the internet remains sufficiently open).

“Tailor made solutions”, providing services to digital platforms,
personalised products and services, eco-products, circular and
sharing economy.
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